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ORDER NO. 5763

UNITED STATES OF AMERICA
POSTAL REGULATORY COMMISSION
WASHINGTON, DC 20268-0001

Before Commissioners: Robert G. Taub, Chairman;
Michael Kubayanda, Vice Chairman;
Mark Acton;
Ann C. Fisher; and
Ashley E. Poling

Statutory Review of the System Docket No. RM2017-3
for Regulating Rates and Classes
for Market Dominant Products

ORDER ADOPTING FINAL RULES FOR THE SYSTEM OF REGULATING RATES
AND CLASSES FOR MARKET DOMINANT PRODUCTS

(Issued November 30, 2020)

l. INTRODUCTION
Pursuant to 39 U.S.C. § 3622(d)(3), the Commission adopts final rules modifying

the ratemaking system for Market Dominant products. In 2006, Congress enacted the
Postal Accountability and Enhancement Act (PAEA).! The PAEA required the

Commission to promulgate regulations establishing a ratemaking system for Market

1 Postal Accountability and Enhancement Act (PAEA), Pub. L. 109-435, 120 Stat. 3198 (2006).
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Dominant products within 18 months after the law’s enactment.2 The PAEA mandated
certain features that the ratemaking system in its initial form had to include, most
prominently a price cap limiting rate increases to annual changes in the consumer price
index for all urban consumers (CPI-U). See 39 U.S.C. § 3622(d)(1)(A). The PAEA also
required the Commission to review the ratemaking system 10 years after the PAEA’s
enactment to determine if it had achieved 9 statutory objectives specified by the PAEA,
taking into account 14 statutory factors. 39 U.S.C. § 3622(b), (c), and (d)(3). If the
Commission determined that the ratemaking system had not achieved the statutory
objectives, taking into account the statutory factors, then “the Commission may, by
regulation, make such modification or adopt such alternative system...as necessary to
achieve the objectives.” 39 U.S.C. § 3622(d)(3).

On December 20, 2016, the Commission initiated its required review of the
ratemaking system by issuing an advance notice of proposed rulemaking (ANPR).2 The
ANPR established a framework for the review, appointed an officer of the Commission
to represent the interests of the general public, and provided an opportunity for public
comment. On December 1, 2017, the Commission issued its findings.* In short, the
Commission found that the ratemaking system was not achieving the statutory
objectives, taking into account the statutory factors. Order No. 4257 at 275. The

Commission therefore set about the task of “mak[ing] such modification or adopt[ing]

239 U.S.C. § 3622(a) instructs the Commission to establish “a modern system for regulating
rates and classes for market-dominant products.” This system for regulating rates and classes for Market
Dominant products is collectively referred to as the “ratemaking system.” The Commission promulgated
regulations establishing the ratemaking system in 2007. See Docket No. RM2007-1, Order Establishing
Ratemaking Regulations for Market Dominant and Competitive Products, October 29, 2007 (Order No.
43).

3 Advance Notice of Proposed Rulemaking on the Statutory Review of the System for Regulating
Rates and Classes for Market Dominant Products, December 20, 2016 (Order No. 3673).

4 Order on the Findings and Determination of the 39 U.S.C. § 3622 Review, December 1, 2017
(Order No. 4257).
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such alternative system...as necessary to achieve the objectives.” 39 U.S.C.
§ 3622(d)(3).

On the same day that it released its findings, the Commission issued a notice of
proposed rulemaking (NPR) proposing a number of regulatory modifications to the
ratemaking system intended to enable the system to achieve the statutory objectives.®
The NPR sought public comment on the Commission’s proposals, and the Commission
received a wide range of comments in response. Based on the comments received, the
Commission issued a revised notice of proposed rulemaking (Revised NPR) on
December 5, 2019, again seeking public comment on the Commission’s revised
proposals.® The Commission once again received a wide range of comments, which

are addressed in this Order.

5 Notice of Proposed Rulemaking for the System for Regulating Rates and Classes for Market
Dominant Products, December 1, 2017 (Order No. 4258).

6 Revised Notice of Proposed Rulemaking, December 5, 2019 (Order No. 5337).
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Il. OVERVIEW

A. The Need for Modifications to the Ratemaking System

In Order No. 4257, the Commission identified specific aspects of the ratemaking
system that had failed to achieve the PAEA’s statutory objectives, taking into account
the statutory factors. Prior to the enactment of the PAEA, the Postal Service operated
under a cost-of-service ratemaking system with a break-even mandate, in which it was
expected to generate sufficient revenue to cover its operating costs, but not retained
earnings. Order No. 4257 at 24. Rates were set so that total estimated revenues would
equal as nearly as practicable total estimated costs. Id. Proposed rate adjustments by
the Postal Service were formally litigated before the Commission in quasi-judicial

proceedings that were “complex, expensive, and time-consuming.” Id. at 26.

The PAEA reformed postal ratemaking by ending the break-even mandate and
encouraging the Postal Service to generate retained earnings. Id. at 31. It replaced the
cost-of-service model for postal ratemaking with a price cap model in which rate
increases were limited to annual changes in CPI-U. Id. at 32. It afforded the Postal
Service greater pricing flexibility and enabled the Postal Service to implement new rates
on a substantially shorter timeframe through a shorter and more streamlined process
that did not require on-the-record hearings. Id. at 31-32. Other new features introduced
by the PAEA included the requirement that the Postal Service establish service
standards and publicly report on service performance, which it had not been required to
do previously, as well as explicit requirements with regard to workshare discounts,
which provide reduced prices to mailers who perform certain mail preparation activities

prior to entering mail into the Postal Service’s network.’

71d. at 33-34, 42-45, 130; see 39 U.S.C. §§ 3622(e), 3652(a)(2)(B), 3691.
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At the time the PAEA was enacted, overall mail volume was increasing and the
Postal Service’s financial position appeared to be stable.2 Moreover, prior to the
enactment of the PAEA, increases in Postal Service costs tended to track increases in
the consumer price index (CPI). Order No. 4257 at 37. Given this environment,
Congress anticipated that the PAEA’s CPI-based price cap system would enable the
Postal Service to generate sufficient revenues to cover all of its operating costs and
statutorily mandated obligations, while at the same time motivating the Postal Service to
cut costs and become more efficient. Id. at 32-33, 37. The PAEA was intended to allow
the Postal Service to fund network expansion and necessary capital improvements
because it removed the break-even restriction and allowed the Postal Service to

generate retained earnings.®

However, the PAEA also established a significant new obligation for the Postal
Service.10 It required the Postal Service to prefund future retiree health benefits (RHB),
with the goal of reducing the Postal Service’s future RHB liability by FY 2017. Order
No. 4257 at 37 (citing PAEA, Pub. L. 109-435 § 803, 120 Stat. 3198 (2006)). These

payments were to average $5.6 billion per year.1!

The Commission found in Order No. 4257 that the Postal Service’s operating
environment changed rapidly after the PAEA was enacted. Id. at 35. The Great
Recession, which began in 2007, had a substantial negative impact on Postal Service

volume and revenues. Id. at 38. This economic downturn occurred in concert with

8 Order No. 4257 at 37. Market Dominant mail volume reached its peak in FY 2006—the year the
PAEA was enacted. See Library Reference PRC-LR-RM2017-3/1, December 1, 2017, Excel file “PRC-
LR-RM2017-3-1.xIsx,” tab “Figure 11-23,” column F (displaying Market Dominant volume from FY 1997
through FY 2016).

91d. at 37 (citing S. Rep. 108-318 at 8, 11 (2004); H.R. Rep. 109-66, pt. 1, at 44, 118 (2005)).
10 Order No. 4257 at 37 (citing PAEA, Pub. L. 109-435 § 803, 120 Stat. 3198 (2006)).
11 Order No. 4257 at 37 (citing PAEA, Pub. L. 109-435 § 803; 5 U.S.C. § 8909a(d)(3)(A)).
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emergent technological trends (e.g., emalil, text messaging, and other electronic
transmission of messages and information) that resulted in even greater volume
declines for First-Class Mail, in particular—the Postal Service’s most profitable mail
class.’? Moreover, in the aftermath of the Great Recession there was a period of
deflation, which constrained the Postal Service’s ability to raise rates given the CPI-

based price cap.'®

The first full fiscal year after implementation of the PAEA, FY 2008, was the first
in which the Postal Service’s total revenue increased less than the CPI, and this trend
continued every year thereafter. Order No. 4257 at 40. These reduced revenues were
largely driven by volume declines. Id. Additionally, while historically increases in Postal
Service costs had tended to track the CPI, beginning in FY 2006 that correlation began
to diverge. Id. at 38. The Postal Service’s total costs increased dramatically in
FY 2007, largely due to recognition of the RHB prefunding cost for the fiscal year as an
expense, and then fluctuated up and down from year to year for reasons that the
Commission determined “could [have been] the result of numerous factors, such as the
[RHB] payments, expanding delivery network, reductions in total volume, and Postal
Service cost saving initiatives.” Id. at 39-40. The result was that after the enactment of

the PAEA the Postal Service’s total costs began exceeding its total revenues. Id. at 40.

The divergence between the Postal Service’s costs and revenues made it difficult
for the Postal Service to accumulate retained earnings through sustained net income.

The required RHB prefunding costs, increases in non-cash workers’ compensation

12 |d.; see United States Government Accountability Office, Report No. GAO-20-385, U.S. Postal
Service: Congressional Action is Essential to Enable a Sustainable Business Model, May 2020, at 8-9,
available at: https://www.gao.gov/assets/710/706729.pdf (GAO-20-385).

13 Order No. 4257 at 38 (citing United States Department of Labor, Bureau of Labor Statistics,
One Hundred Years of Price Change: The Consumer Price Index and the American Inflation Experience,
April 2014, available at: https://www.bls.gov/opub/mlir/2014/article/one-hundred-years-of-price-change-
the-consumer-price-index-and-the-american-inflation-experience.htm).
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expenses,# significant reductions in mail volume and revenue related to internet
diversion, and the extensive business downturn and slow economic recovery following
the Great Recession contributed to the inability to generate net income. Id. at 40-41.
The Postal Service ultimately defaulted on the majority of the required annual RHB
prefunding costs. Order No. 5337 at 82. Over the 10 years immediately preceding the
enactment of the PAEA, the Postal Service reported a cumulative net income of $11.3
billion. See Order No. 4257 at 30, Figure 1I-1. However, over the 10 years after the
PAEA was enacted, the Postal Service suffered a cumulative net loss of $59.1 billion.
Id. at 171.

For purposes of organization, the Commission’s analysis in Order No. 4257
grouped the PAEA’s nine statutory objectives into three principal areas: (1) the
structure of the ratemaking system; (2) the financial health of the Postal Service; and (3)
service. Id. at 22. Each principal area was further divided into subtopics addressing

relevant objectives and factors. Id.

Applying this framework, the Commission concluded that while the ratemaking
system had fulfilled some of the PAEA’s goals, the overall system had not achieved the
statutory objectives, taking into account the statutory factors. Id. at 4. For the first
principal area—the structure of the ratemaking system—the Commission found that the
ratemaking system had resulted in predictable and stable rates, in terms of timing and
magnitude (Objective 2); that it had reduced administrative burden and increased
transparency (Objective 6); that it had provided the Postal Service with pricing flexibility
(Objective 4); and that it had, on balance, maintained just prices (Objective 8). Id. at

142-145. However, the Commission found that the ratemaking system had not

14 The non-cash workers’ compensation expense includes actuarial revaluations of existing cases
and new cases, initial costs of new cases for the year, and any changes in the discount rate used to
estimate the amount of current funds needed to settle all claims in the current year. This is separate from
the cash payment which is made to the U.S. Department of Labor for the current year’s cost of medical
and compensation benefits and an administrative fee.
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increased pricing efficiency (Objective 1). Id. at 145. This was because, first, the
Commission determined that workshare discounts during the PAEA era had not been
set as close as practicable to their avoided costs, despite the Postal Service having had
the ability within the constraints of the price cap to have done so. Id. This failed to
comport with the principles of Efficient Component Pricing (ECP), pursuant to which
prices are most efficient when workshare discounts are set as closely as practicable to
the avoided costs of particular workshare activities. Id. at 135-136. Second, the
Commission found that multiple products had failed to cover their attributable costs
during the PAEA era. Id. at 145. This failure did not comport with the principles of
allocative pricing efficiency, pursuant to which prices are efficient when they are set at
or above a product’s marginal (or, in the Postal Service’s case, “attributable”) costs. Id.
at 139-140.

For the second principal area—the financial health of the Postal Service—the
Commission found that while the ratemaking system had been sufficient to provide for
mail security and terrorism deterrence (Objective 7); had provided a sufficient
mechanism to allocate institutional costs between Market Dominant products and
Competitive products (Objective 9); and had generally enabled the Postal Service to
achieve short-term financial stability, medium- and long-term financial stability had not
been achieved (Objective 5). Id. at 247-249. This failure was evidenced by total
revenue being inadequate to cover total costs, resulting in the Postal Service suffering a
net loss every year during the PAEA era. Id. at 165-169. This accumulation of net
losses resulted in accumulated deficits, which prevented the Postal Service from being
able to achieve retained earnings. Id. at 169-171. The Commission determined that the
Postal Service had not had any working capital (assets in excess of liabilities) during the
PAEA era, its capital expenditure ratio had declined, and its debt ratio had steadily
increased. Id. at 172-175.
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The Commission also found that the Postal Service’s costs had been reduced
during the PAEA era, mostly in mail processing as a result of changes in the mail mix.
Id. at 184-198. At the same time, however, the Commission found that “cost savings
estimates from some of the Postal Service’s initiatives are likely overstated and...the
Postal Service could improve its quantitative measurement of the results of cost savings
initiatives.” Id. at 200. The Commission also noted that the Postal Service’s unique
cost structure constrained its ability to further reduce costs—specifically its pool of
common (“institutional”) costs; the labor-intensive nature of its business; its universal
service obligation (USO); and its limited ability due to binding arbitration requirements to
set wage rates, adjust its employee complement, and/or reduce workhours. 1d. at 198-
200.

The Commission found that the Postal Service’s operational efficiency, as
measured by total factor productivity (TFP), had generally increased during the PAEA
era, although the Commission noted that operational efficiency may have been
somewhat undermined by the Postal Service’s failure to price workshare discounts as
close as practicable to their avoided costs.'® Ultimately, the Commission concluded that
while the Postal Service had been able to reduce costs and increase operational
efficiency during the PAEA era, the results had been insufficient to achieve overall
financial stability, and thus the incentives to reduce costs and increase operational
efficiency had not been maximized as intended by the PAEA (Objective 1). Id. at 221-
226. The Commission also found that there had not been an adequate mechanism
under the ratemaking system to maintain reasonable rates (Objective 8) because the

rates for certain products and mail classes had been insufficient to cover their

15 |d. at 203-208, 216-219. While workshare discounts and ECP, as previously detailed, generally
implicate pricing efficiency, the Commission noted that workshare discounts set substantially below
avoided costs may also necessitate the Postal Service’s maintenance of a larger than necessary
processing network, which implicates operational efficiency. Id. at 216.
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attributable costs. Id. at 226-236. The Commission attributed this, at least in part, to

the price cap limitation. Id. at 236.

Finally, for the third principal area—service (Objective 3)—the Commission found
that service standards declined during the PAEA era because the Postal Service had
reduced the high-quality service standards that were initially promulgated in 2007.16
With regard to service performance, the Commission concluded that the Commission’s
Annual Compliance Determination (ACD) “has been and continues to be the proper

vehicle for addressing [such issues].”’

Viewing the ratemaking system in the totality, the Commission concluded that
“while some aspects...have worked as planned, overall, the system has not achieved
the objectives of the PAEA.” Order No. 4257 at 5. This was largely due to the fact that
“the operating environment on which the PAEA was designed changed quickly and
dramatically after the PAEA was passed| ],” and “this made it challenging for the
ratemaking system under [the] PAEA to achieve the goals it was designed to achieve.”
Id. at 45. As a result, “although the...CPI-based price cap system was anticipated, at
the time of its implementation, to enable the Postal Service to produce sustained net

income and generate retained earnings, that has not occurred.” Id. at 148. Based on

16 |d. at 273. The two major service standard changes in the first 10 years after the passage of
the PAEA were reviewed by the Commission, prior to implementation, in Docket Nos. N2012-1 and
N2014-1. The “Network Rationalization” initiative implemented by the Postal Service included changes to
the service standards for First-Class Mail, Periodicals, USPS Marketing Mail, and Package Services. The
“Load Leveling” initiative included changes to the service standards for USPS Marketing Mail. Id. at 264-
273.

171d. The Commission is required by law to conduct a review every year in which it determines
whether the Postal Service’s rates and fees for the previous fiscal year were in compliance with statutory
and regulatory requirements, as well as whether the Postal Service met its service standards. This report
is known as the “Annual Compliance Determination” or “ACD.” See 39 U.S.C. § 3653. If the Commission
finds that the Postal Service is noncompliant, then it may take remedial action. Order No. 4257 at 273.
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these findings, the Commission issued an NPR containing proposals to address the

identified shortcomings of the ratemaking system.

B. Overview of Proposals in the NPR

In the NPR that the Commission issued concurrently with Order No. 4257, the
Commission sought to maintain a CPI-based price cap system while proposing
modifications to rectify those aspects of the ratemaking system that the Commission
specifically determined had failed to achieve the PAEA’s statutory objectives. The
Commission’s initial proposal consisted of five main elements.’® First, the Commission
proposed a new rate authority mechanism called supplemental rate authority designed
to address the Postal Service’s inability to maintain medium-term financial stability
consistent with Objective 5. Order No. 4258 at 38. This mechanism would provide the
Postal Service with an additional 2 percentage points of rate authority per mail class for
a period of 5 years. Id. at 41-43. The 2-percentage-point figure was based on the
Postal Service’s FY 2017 net loss, which was the most recent net loss figure available
at that time. Id. at 40-41. The supplemental rate authority mechanism was designed so
that after 5 years, the rate base would have been enlarged sufficiently that in the future
CPI-only rate increases would be able to generate revenue sufficient to offset the
annual net losses the Postal Service had been experiencing. Id. at42. The
Commission proposed to review the supplemental rate authority mechanism after 5

years in order to assess the Postal Service’s financial performance. Id.

18 The Commission notes that the rules appearing in title 39 of the Code of Federal Regulations
were re-organized effective April 20, 2020. See Docket No. RM2019-13, Order Reorganizing
Commission Regulations and Amending Rules of Practice, January 16, 2020 (Order No. 5407). Prior to
this reorganization, the rule revisions proposed in the NPR and Revised NPR were to have appeared
primarily in 39 C.F.R. parts 3010, 3050, and 3055. There were also proposed changes to part 3020 to
align with the proposed changes to part 3010. Under the new organizational scheme, part 3010 has been
re-labeled part 3030, and part 3020 has been re-labeled part 3040. Parts 3050 and 3055 remain
unchanged. The final rules adopted in this Order conform to this new organizational scheme.
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Second, the Commission proposed a new rate authority mechanism called
performance-based rate authority designed to address several of the ratemaking
system’s shortcomings simultaneously. Id. at 46-53. Specifically, the Commission
found that three of the shortcomings it had identified in Order No. 4257 were
interrelated. The failure to maintain long-term financial stability consistent with
Objective 5 had led to an inability to invest in capital projects that could potentially have
increased operational efficiency and reduced costs, which had led, in turn, to insufficient
efficiency gains and cost reductions that undermined Objective 1. 1d. At the same time,
the failure to maintain long-term financial stability had also resulted in the Postal Service
reducing its service standards, which undermined Objective 3. Id. To address these
three interrelated problems holistically, the Commission proposed an additional 1
percentage point of rate authority per mail class annually. Id. at 56. The 1-percentage-
point figure was based on a review of the Postal Service’s net asset holdings, capital
outlays, and borrowing authority. Id. at 53-54. In order to access this additional rate
authority, the Postal Service would have to achieve distinct performance-based
requirements for operational efficiency and service standard quality. Id. at 56.
Specifically, 0.75 percentage points of the 1 percentage point in additional rate authority
would be made available to the Postal Service if its most recent TFP growth, based on a
rolling 5-year average, met or exceeded 0.606 percent.’® The remaining 0.25
percentage points of rate authority would be made available to the Postal Service if it
had maintained its service standards at the same level of quality since its last rate
proceeding. Id. at 70-72.

Third, the Commission issued a series of proposals with regard to non-
compensatory products and mail classes, based on its finding that rates which failed to

cover the attributable costs of the products or mail classes to which they applied

19]d. at 61-63. The Commission determined that 0.606 percent reflected the average growth in
TFP over the most recent 5-year period, from FY 2011 through FY 2016. Id.
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undermined the Postal Service’s financial integrity and were unreasonable and thus
inconsistent with Objectives 5 and 8. See id. at 76. The Commission also determined
that such rates undermined Objective 1 by failing to comport with the principles of
allocative pricing efficiency. Order No. 4257 at 139-142. For non-compensatory
products, the Commission’s proposal consisted of rate requirements: in future rate
proceedings the Postal Service would be required to propose rate increases for all such
products that were at least 2 percentage points higher than the class average. Order
No. 4258 at 77.

However, the Commission recognized that for mail classes for which the entire
class was non-compensatory, meaning that class-level revenues were not sufficient to
cover class-level attributable costs, the Postal Service would be faced with a dilemma.
Id. at 81-82. Imposing rate requirements on individual products in such a class would
not be sufficient to improve cost coverage because of the lack of products with positive
cost coverage among which rates within the class could be rebalanced. Id. Therefore,
the Commission proposed that the Postal Service be provided with an additional 2
percentage points in rate authority for non-compensatory mail classes. Id. at 84-85. If
the Postal Service chose to adjust rates for such a class, it would be required to use all
available rate authority. 1d. at 84. If there were any products within a non-
compensatory class for which product-level revenue exceeded product-level attributable
costs, prices for such products could only be increased up to the level of the class
average. Id. at 85. In addition, the Postal Service would not be permitted to reduce
rates for products in a non-compensatory class. Id. Whether a product or class was
properly classified as “non-compensatory” would be determined based on the most
recent ACD. Id. at 77.

Fourth, the Commission issued a series of proposals with regard to workshare
discounts designed to address practices the Commission had identified as undermining

pricing efficiency and frustrating the achievement of Objective 1. Id. at 87-90. The
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Commission proposed implementing workshare “bands”—ranges with upper and lower
limits in which workshare discount passthroughs?® would have to fall in order to be
deemed compliant. Id. at 93. For workshare discounts in the Periodicals class, the
Commission proposed a band between 75 percent and 125 percent. Id. For workshare
discounts in all other classes, the Commission proposed a band between 85 percent
and 115 percent. Id. The band for the Periodicals class was intended to take into
account “the wider variance observed in passthroughs for Periodicals and ‘the
educational, cultural, scientific, or informational value’ [(ECSI)] of those mailpieces.” Id.
(quoting 39 U.S.C. § 3622(c)(11) and (e)(2)(C)). The Commission proposed a 3-year
grace period during which existing passthroughs could be brought into compliance prior
to enforcement. Order No. 4258 at 95.

20 The relationship between workshare discounts and avoided costs is usually expressed as a
percentage called a passthrough, which is calculated by dividing the discount by the avoided cost. A
workshare discount that fully reflects ECP has a passthrough equal to 100 percent.
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Finally, the Commission proposed a series of procedural improvements to its
existing rules designed to improve aspects of the ratemaking system.?! The
Commission proposed to enhance the schedule for regular and predictable rate
adjustments by requiring the Postal Service to update it annually and provide certain
information intended to increase transparency for mailers with regard to the Postal
Service’s planned price changes. Order No. 4258 at 101-102. The Commission also
proposed extending the minimum notice period between the date the Postal Service
filed a notice of proposed rate adjustment and the date the proposed rates could go into
effect from 45 days to 90 days. Id. at 104-105. This was intended to codify the existing
practice of the Postal Service and to allow adequate time for rate proceedings to be
adjudicated so that proposed rates could take effect on its planned implementation date.
Id. at 104. Commensurate with this, the Commission also proposed extending the

periods for parties to comment on proposed rates, as well as the period for the

21 While the Commission found in Order No. 4257 that the ratemaking system had resulted in
predictable and stable rates in terms of timing and magnitude, the Commission nevertheless noted two
concerns. First, the PAEA required the Postal Service to “establish a schedule whereby rates, when
necessary and appropriate, would change at regular intervals by predictable amounts.” 39 U.S.C.

§ 3622(d)(1)(B). The Commission’s implementing regulations required the Postal Service to maintain on
file with the Commission a schedule for regular and predictable rate changes, which the Postal Service
could revise “[w]henever [it] deem[ed] it appropriate.” 39 C.F.R. § 3030.509(a), (). In Order No. 4257,
the Commission determined that while for the most part the Postal Service’s notices had been consistent
with its schedules for regular and predictable rate changes, there had been slight deviations based on
external influences that were generally known to mailers. Order No. 4257 at 52-62. Thus, in practice the
Commission found that the timing of price adjustments had been predictable and stable. Id. at 62. The
Commission nevertheless noted, however, that the ratemaking system did not require the Postal Service
to update its schedule of regular and predictable price changes, which resulted in mailers having to refer
to other sources to get updated information when the schedules changed. Id.

Similarly, the PAEA required the Postal Service to provide public notice of proposed price
adjustments at least 45 days before the implementation of new prices. 39 U.S.C. § 3622(d)(1)(C). The
Commission incorporated this requirement in its implementing regulations. 39 C.F.R. § 3030.510(a). In
Order No. 4257, however, the Commission noted that the Postal Service had, in practice, consistently
provided at least 90 days—twice as much notice as required. Order No. 4257 at 63, 70. The
Commission therefore concluded that the intervals between notices of proposed rate adjustments and
implementation of new prices during the PAEA era had been predictable and stable. Id. at 65. The
Commission noted, though, that during the PAEA era large-scale price adjustments had lasted an
average of 62 days—more than the 45-day minimum requirement. Id. at 72. In practice, this had never
been a problem because the Postal Service had always given at least 90 days’ notice.
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Commission to render its decision, which was intended to enable better evaluation of
rate proceedings by the Commission. Id. In addition, the Commission proposed
specifically enumerating the potential actions it could take if it determined that the Postal
Service had failed to provide required information in a rate adjustment proceeding. Id.
at 104-105.

C. Overview of Proposals in the Revised NPR

In response to the NPR, the Commission received and considered comments
reflecting widely divergent views on all aspects of the Commission’s proposed
modifications to the ratemaking system. After considering these comments, the

Commission revised several aspects of its initial proposal.

For the supplemental rate authority, the Commission was influenced by
commenter concerns that the net loss for FY 2017 may not be a representative baseline
for the amount of additional rate authority necessary. Order No. 5337 at 62. The
Commission was also influenced by commenter concerns that the amount of additional
rate authority under the Commission’s initial approach was not tied to specific drivers of
the Postal Service’s net losses. Id. Some commenters endorsed the use of separate
rate design elements (often called “X-,” “Y-,” or “Z-” factors) to modify the price cap and
address issues such as cost drivers that are exogenous to the Postal Service. Id. at 64-
70.
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After considering these comments, the Commission dispensed with a singular
mechanism for supplemental rate authority based on a fixed amount, as had initially
been proposed, and replaced it with two separate mechanisms designed to provide
revenue for costs that were largely outside of the Postal Service’s control.?? These
were: (a) the increase in per-unit cost resulting from declines in mail density and (b)
statutorily mandated amortization payments for retirement costs. Order No. 5337 at 62.
The Commission determined that these two sources of costs formed primary obstacles
to the Postal Service’s ability to generate net income. Id. The intent of this revision was
to tie the amount of supplemental rate authority to the primary drivers of the Postal

Service’s net losses, as many of the commenters had suggested. Id.

To address mail density declines, the Commission proposed modifying the price
cap to provide additional rate adjustment authority equal to the density-driven portion of
increases in average cost-per-piece. Id. at 77-80. This amount would be calculated
each year based on year-over-year changes in density. Id. at 77. This mechanism was

dynamic and was meant to remain a permanent feature of the ratemaking system. Id.

To address the Postal Service’s retirement amortization payments, the
Commission proposed modifying the price cap to provide additional rate adjustment
authority equal to the percentage by which total revenue would need to increase to
provide sufficient revenue for the Postal Service to make its required retirement
obligation payments. Id. at 95-103. This amount would be phased in over 5 years, after
which time the rate base would be enlarged sufficiently such that CPI-only rate

increases (if accompanied by an equivalent rate increase on Competitive products)

22|d. at 62. In this document, the Commission’s reference to costs largely outside of the Postal
Service’s control, or not directly within its control, is different from the costs the Postal Service refers to as
“items over which we have no control” in its calculation of “controllable loss” on its Forms 10-K. See
United States Postal Service, 2019 Report on Form 10-K, November 14, 2019, at 18 (Postal Service FY
2019 Form 10-K). The Postal Service excludes costs such as RHBF actuarial revaluation, retirement
amortization expenses, workers’ compensation expenses caused by actuarial revaluation and discount
rate changes to calculate what it calls “controllable loss.”
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would be able to generate revenue sufficient to cover such obligations in the future. Id.

at 95. The yearly amounts of additional rate authority would be recalculated annually to
account for changing conditions, and the Postal Service would be required to remit any

revenue generated as a result of such rate authority to its outstanding liability. 1d. at 95-
96. The Commission proposed to review the effect of this rate authority after 5 years to
comprehensively analyze its impact. Id. at 94.

For the performance-based rate authority, the Commission was influenced by
commenter concerns regarding the use of a 5-year rolling average for TFP and the
unequal weighting of the efficiency and service standard mechanisms as initially
proposed. Id. at 105. The Commission revised its proposal so that the Postal Service
would only be required to exceed its prior-year TFP in order to be eligible for the
additional rate authority. Id. at 134. In addition, the Commission removed the “split”
between the 2 mechanisms—0.75 percentage points for efficiency gains and 0.25
percentage points for the maintenance of service standards—and proposed that the
Postal Service be eligible for the additional 1 percentage point of rate authority in any
given year if it met both the efficiency and service standard requirements. Id. at 144-
145.

For non-compensatory products and mail classes, the Commission revised its
proposal to make the use of the additional 2 percentage points in rate authority for non-
compensatory mail classes optional on the Postal Service’s part. Id. at 172. This was
done both in response to commenter concerns about the unknown effects of sharp price
increases on mail volumes for non-compensatory classes and because of the
Commission’s agreement with the Postal Service that the Postal Service as the operator
is in the best position to assess demand and other market considerations. Id. The
Commission also removed the procedural requirement that determinations as to which
products and/or mail classes are non-compensatory be made in ACD proceedings. Id.

at 173. The Commission found that this would give it more flexibility to address
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products or classes that become non-compensatory without having to wait for the next
ACD to specifically identify them as such. Id.

For workshare discounts, the Commission made a number of revisions to its
initial proposal based on commenter feedback. The overall goal of the revisions was to
encourage incremental improvement in pricing efficiency. Id. at 193. The Commission
abandoned the passthrough bands and instead proposed to address excessive and
below-avoided-costs workshare discounts separately. Id. at 201. With its “do no harm
principle,” the Commission proposed that the Postal Service be prohibited from
changing workshare discounts set equal to avoided costs, from reducing workshare
discounts set below avoided costs, and from increasing workshare discounts set above
avoided costs. Id. at 206-207. The Postal Service would only be permitted to propose
a workshare discount with a passthrough below 85 percent if the proposed discount was
new; the discount was at least 20-percent higher than the existing discount; or the
Postal Service filed an application in advance of a rate adjustment proceeding showing
by a preponderance of the evidence that it could not increase the discount by 20
percent without impeding operational efficiency. Id. at 200. Similarly, the Postal
Service would only be permitted to propose an excessive workshare discount if the
discount was new; the discount was at least 20 percent lower than the existing discount;
the discount was justified under 39 U.S.C. § 3622(e)(2)(c) (pertaining to preferential
rates for mailpieces having ECSI value) including an adequate rationale for the Postal
Service being unable to reduce the discount; or the Postal Service filed an application in
advance of a rate adjustment proceeding showing by a preponderance of the evidence
that rate shock or operational efficiency concerns limited its ability to lower the discount,
would lead to volume loss and reduced contribution to institutional costs, or would result
in further increases in rates paid by mailers not able to take advantage of the discount.
Id. at 203 (citing 39 U.S.C. § 3622(e)(2)(B)-(D) and (e)(3)). In light of the foregoing
revisions, the Commission dispensed with the 3-year grace period initially proposed,
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finding concerns about phasing in the new requirements to be addressed by the

incremental improvement approach. Order No. 5337 at 206.

In response to commenter concerns regarding the potential of increased revenue
to undermine the Postal Service’s incentives to pursue cost reductions and efficiency
increases, the Commission in the Revised NPR proposed a new set of cost-reduction
reporting requirements. Id. at 212-231. These reporting requirements were designed to
provide transparency with regard to the Postal Service’s cost-reduction efforts and to
ensure that the Postal Service remained focused on pursuing cost reductions and
efficiency increases consistent with Objectives 1, 5, and 6. Id. at 221-226. The
Commission proposed that the Postal Service report annually on unit costs for Market
Dominant mail products. Id. at 227-229. Additional reporting would be required when
unit costs for an individual Market Dominant product increased by more than the class
average. Id. The Commission also proposed that the Postal Service be required to
provide detailed reporting with regard to large-scale cost-reduction initiatives, including
ongoing reporting to monitor the impact of such initiatives on performance metrics and
unit costs. Id. at 229-231. In addition, the Commission proposed that the Postal
Service be required to provide summary information with regard to smaller-scale

projects. Id. at 231.

With regard to the procedural improvements in the Commission’s initial proposal,
there was one substantive change in the Revised NPR. Specifically, the Commission
proposed to discontinue addressing the statutory objectives and factors in individual
rate adjustment proceedings. Id. at 239-240. The Commission also proposed to review
the modified ratemaking system in its entirety after 5 years to assess the effects of the
changes and the evolving economic trends affecting the mailing industry. Id. at 243.
The Commission added that if an unforeseen change occurred before the 5-year review

period, the Commission would respond as necessary prior to the 5-year review. Id.



Docket No. RM2017-3 -21- Order No. 5763

D. Final Rules

In response to the Revised NPR, the Commission once again received and
considered a large number of comments. Based on consideration of these comments,
the Commission has made further revisions to the final rules being adopted in this
Order. The most significant revision is that the Commission has elected to withdraw the
proposed performance-based rate authority from these rules. See Section VI.C., infra.
The Commission intends to open a separate rulemaking to further study potential
modifications to the ratemaking system that link financial incentives and/or
consequences to efficiency gains, cost reductions, and the maintenance of service
standards. See id. A separate rulemaking focused on these issues will permit the
Commission to evaluate whether, when, and how to introduce a performance incentive
mechanism. Moreover, it will allow the Commission to do so without delaying
implementation of the remainder of these rules. See id. The Commission is, however,
adopting two of the proposed reporting requirements related to the performance-based
rate authority for purposes of transparency. Specifically, the Commission is requiring
the Postal Service, at the time when it files its Annual Compliance Report (ACR),
provide the input data and calculations used to produce the annual TFP estimates, and
to provide a description of and reason for any changes to the service standards
(including relevant business rules), or certify that no changes have occurred. See

Section VI.D., infra.

With regard to the density-based rate authority and retirement-based rate
authority, the final rules contain a slight revision and a clarification. They permit the
Postal Service to retain density-based rate authority as unused rate adjustment
authority for purposes of 39 U.S.C. § 3622(d)(2)(C). See Section IV.C., infra. They also
clarify that a minor rate change of one or two rate cells would not trigger the necessity of
using the retirement-based rate authority in such an adjustment. See Chapter V. and
Section XII.C.2, infra.
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With regard to non-compensatory products and mail classes, the final rules
contain slight revisions. The Commission has revised the rules with respect to non-
compensatory products to permit the Postal Service to exclude from the mandatory rate
increase requirements products for which it does not set rates (such as, for example,
certain international mail products that have rates set by treaty).?> The Commission has
also revised the rules with respect to non-compensatory mail classes to permit the
Postal Service to generate unused rate adjustment authority. See Section VII.B.3.,

infra.

With regard to workshare discounts, the final rules contain a slight revision. The
Commission has expanded one of the bases for waiver to permit the use of waiver for
below-avoided-costs workshare discounts that relate to non-compensatory products.
See Section VIII.C.4., infra.

For the cost-reduction reporting requirements, the final rules contain a minor,
clarifying revision. The Commission has revised the rules pertaining to summary
reports for smaller-scale projects to clarify that the Postal Service does not have to
prepare summary reports for prospective cost-reduction projects that have not yet been

formalized. See Section IX.C.4., infra.

The final rules do not contain any changes with respect to the proposed
procedural improvements or the Commission’s proposal to review the modifications to
the ratemaking system in 5 years (subject to Commission discretion to consider aspects

of the system sooner, if needed). See Chapters X. and XI., infra. As a result, the

23 See Section VII.A.3., infra. This exemption does not exempt these products from the price cap,
but only the mandatory remedy for non-compensatory products. Should the Postal Service later gain
control over setting rates for these products and the product is found to be non-compensatory, the
mandatory price increase would apply. Moreover, this change would not affect the Commission’s
compliance determination; thus, the Commission may still find these products to be non-compliant and
order appropriate remedial action to resolve the non-compliance. See also discussion at Section XII.C.4.,
infra.
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Commission will undertake a holistic review of the system 5 years after the final rules go
into effect, with the possibility of earlier review of discrete aspects of the system if
necessary. See Chapter Xl., infra. The Commission also makes a small number of

minor corrections and clarifications. See Chapters XIllI., XIlI., XIV., and XV., infra.

The modified ratemaking system that the Commission adopts in this Order is
designed to achieve all of the PAEA’s statutory objectives in conjunction with each
other. The modifications address the deficiencies of the PAEA ratemaking system
identified in Order No. 4257 while maintaining achievement of the remaining objectives.
See Chapter XIll., infra. The density-based rate authority and retirement-based rate
authority are designed to address the two underlying causes of the Postal Service’s net
losses that are largely outside of its control: the proportion of the increase in per-unit
cost resulting from the decline in mail density and the statutorily mandated amortization
payments for retirement costs. By addressing these two substantial and uncontrollable
drivers of the Postal Service’s financial distress, the final rules are intended to permit
the Postal Service to improve its financial stability (Objective 5) and maintain existing
service standards (Objective 3), without reducing the Postal Service’s incentives to

reduce costs and increase efficiency (Objective 1). See Chapter XIll., infra.

The rules with respect to non-compensatory products and mail classes are
designed to incrementally address long-standing problems through a combination of
rate-setting criteria for non-compensatory products and the provision of additional rate
authority for non-compensatory mail classes. This is necessary to increase allocative
pricing efficiency (Objective 1), address inefficient pricing practices that undermine the
Postal Service’s financial health (Objective 5), and rebalance rates to be just and
reasonable to both mailers and to the Postal Service (Objective 8). See Chapter XIlI.,

infra.
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The workshare discount rules are designed to address inefficient pricing
practices with regard to workshare discounts to make them better conform to the

principles of ECP (Objective 1). See Chapter XIlII., infra.

The cost-reduction reporting requirements are designed to incentivize the Postal
Service to improve the robustness of its cost-benefit analyses (Objective 1) in order to
facilitate financially sound decision-making (Objective 5). This should simultaneously
improve the availability and comprehensibility of information with regard to the Postal
Service’s cost-reduction efforts to the Commission and postal stakeholders without
imposing an undue administrative burden on the Postal Service (Objective 6). See

Chapter XIII., infra.

The revisions to the Commission’s procedural rules all take into account the
competing priorities of increasing transparency and reducing administrative burden
(Objective 6). These improvements are designed to make it easier for the public to
comprehend and to participate in rate proceedings, as well as to facilitate the

administration of the ratemaking process. See Chapter XIlII., infra.

Taken together, the modifications adopted in these final rules are designed to
remedy the deficiencies in the existing ratemaking system identified in Order No. 4257.
The modified ratemaking system is intended to balance the PAEA'’s statutory objectives

in order to place the Postal Service on a sustainable financial path for the future.



Docket No. RM2017-3 -25- Order No. 5763

Two groups of commenters have sought to supplement the record in this docket
with late-filed comments related to the effects of the ongoing COVID-19 pandemic on
the Postal Service and the mailing industry.?* They construe these effects as
constituting a change in circumstances substantial enough to require reconsideration of
aspects of the Commission’s proposed rules. MPA et al. Proffered Supplemental
Comments at 1-2; NPPC et al. Proffered Supplemental Comments at 1-2. They
specifically take issue with the amount of rate authority that would be generated by the
density-based rate authority mechanism in light of the volume shifts the Postal Service
has experienced under pandemic conditions. MPA et al. Proffered Supplemental
Comments passim; NPPC et al. Proffered Supplemental Comments passim. NPPC et
al. also argue that $10 billion in additional borrowing authority that Congress recently
made available to the Postal Service as a result of the pandemic through the
Coronavirus Aid, Relief, and Economic Security Act (CARES Act)?® is relevant to the
Commission’s conclusions in Order No. 4257 regarding the Postal Service’s liquidity.
NPPC et al. Proffered Supplemental Comments at 14-15. The Postal Service opposes

both motions to file supplemental comments.2®

24 Supplemental Comments of MPA — the Association of Magazine Media, the Alliance of
Nonprofit Mailers, and the Association for Postal Commerce, July 2, 2020 (MPA et al. Proffered
Supplemental Comments); Motion for Late Acceptance of the Supplemental Comments of MPA — the
Association of Magazine Media, the Alliance of Nonprofit Mailers, and the Association for Postal
Commerce, July 2, 2020; Supplemental Comments of the National Postal Policy Council, the American
Bankers Association, the American Catalog Mailers Association, the American Forest & Paper
Association, the Association for Mail Electronic Enhancement, the Association for Postal Commerce, the
Association for Print Technologies, the Envelope Manufacturers Association, the Greeting Card
Association, the Major Mailers Association, the National Retail Federation, MPA — the Association of
Magazine Media, the National Association of Presort Mailers, the News Media Alliance, the National
Newspaper Association, the Parcel Shippers Association, Printing United Alliance, and the Saturation
Mailers Coalition, July 6, 2020 (NPPC et al. Proffered Supplemental Comments); Motion for Late
Acceptance of Supplemental Comments, July 6, 2020.

25 pup. L. No. 116-136 (2020).

26 Opposition of the United States Postal Service to Motions for Late Acceptance of Supplemental
Comments, July 13, 2020.
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The Commission is cognizant of the ongoing COVID-19 pandemic and its effects
on the Postal Service and the mailing industry. However, given what is currently known
about the pandemic and its effects, the Commission finds that nothing specific to the
pandemic undermines the findings the Commission made in Order No. 4257. In Order
No. 4257, the Commission followed 39 U.S.C. § 3622(d)(3)’s directive to review the
Market Dominant ratemaking system 10 years after the PAEA’s enactment to determine
if the existing ratemaking system was achieving the PAEA’s statutory objectives, taking
into account the statutory factors. The Commission determined that it was not. As
discussed above, among the primary failings identified by the Commission were the
existing ratemaking system’s inability to enable the Postal Service to generate sufficient
revenues to achieve medium- or long-term financial stability; its failure to maximize
incentives for the Postal Service to reduce costs and increase pricing and operational
efficiency; and its failure to maintain reasonable rates. Order No. 4257 at 135-136, 139-
140, 145, 165-175, 203-208, 216-219, 221-236, 247-249.

All of these findings remain applicable today, because the existing ratemaking
system remains in place. The Postal Service's finances remain unstable.?’ Its liabilities
far exceed its assets, and its liquidity has been maintained only by defaulting on
statutorily mandated payments.?® Its working capital has declined even further since
Order No. 4257 was issued. Id. at 29. The Postal Service’s debt ratio has increased,
and it still has very limited capacity for capital expenditure. Id. at 31-34. In addition, the

problems identified in Order No. 4257 with respect to pricing and operational efficiency

27 See Docket No. ACR2019, Postal Regulatory Commission, Financial Analysis of United States
Postal Service Financial Results and 10-K Statement, Fiscal Year 2019, May 7, 2020, at 2-6 (FY 2019
Financial Analysis) (discussing the Postal Service’s continuing financial instability).

28 See FY 2019 Financial Analysis at 4, 27-38. The Postal Service has defaulted on most of the
statutorily mandated RHB payments since FY 2008. Beginning in FY 2017, the Postal Service also
improved its liquidity by defaulting on statutorily-mandated payments for the amortization of unfunded
retirement benefits to the Federal Employees Retirement System (FERS) and the Civil Service
Retirement System (CSRS).
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and unreasonable rates have not abated.?® These challenges, which all pre-date the
pandemic, are expected to persist as long as the existing ratemaking system remains in
effect, and nothing specific to the pandemic alters the Commission’s findings with

regard to these deficiencies.

That said, the pandemic has led to an unprecedented slowdown in economic
activity in the United States and worldwide, across nearly all industries.3® With regard to
the Postal Service, the most pronounced effect thus far has been a shift in the mail mix
due to changes in demand, with significant volume declines for some Market Dominant
products and significant volume increases for packages, the majority of which are
classified as Competitive products.®! There are both cost and revenue implications
associated with such shifts that are not yet fully clear. It is also unclear if these shifts
will be permanent or if volumes will return to their former levels in the future. However,
the commenters seeking to supplement the record misconstrue the effects of these

circumstances with respect to the Commission’s proposals from Order No. 5337.

The density-based rate authority mechanism is designed to respond to
exogenous increases in per-unit cost due to declines in the average volume of mail per

delivery point. Order No. 5337 at 70-80. The Postal Service has no direct control over

29 See Docket No. ACR2019, Annual Compliance Determination, March 25, 2020, at 12-23
(FY 2019 ACD) (discussing workshare discounts that continue to be set either above or below their
avoided costs), 24-67 (discussing products and mail classes that continue to be non-compensatory), 155-
175 (discussing the Postal Service’s ongoing problems processing and delivering flat-shaped mail
products, including its inability to improve operational efficiency with respect to flats processing).

30 See, e.g., United States Department of Commerce, Bureau of Economic Analysis (August 27,
2020); Gross Domestic Product, 2nd Quarter 2020 (Second Estimate); Corporate Profits, 2nd Quarter
2020 (Preliminary Estimate), available at: https://www.bea.gov/news/2020/gross-domestic-product-2nd-
guarter-2020-second-estimate-corporate-profits-2nd-quarter.

31 See United States Postal Service, Revenue, Pieces and Weight (RPW) Report by Rate
Category and Special Service for Quarter 3, Fiscal Year 2020, August 7, 2020, available at:
https://www.prc.gov/dockets/document/114156; United States Postal Service, Quarterly Report on Form
10-Q, August 7, 2020, at 10-11, available at: https://www.prc.gov/docs/114/114136/2020%2008-
06%20Form%2010-Q.pdf.
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the volume of mail that mailers send, or over growth in the number of delivery points
that necessitates expanding its delivery network. Forcing it to internalize the proportion
of per-unit costs that are largely outside of its control undermines its ability to achieve
medium- and long-term financial stability. Id. at 77. The commenters concede that in
terms of per-piece volume, the declines that have occurred with respect to Market
Dominant mail far exceed the increases in packages. MPA et al. Proffered
Supplemental Comments at 3; NPPC et al. Proffered Supplemental Comments at 4.
Nevertheless, they point to the fact that the contribution per piece associated with
packages is generally higher than it is with most Market Dominant mail (i.e., packages
are generally priced further above their costs than most Market Dominant mailpieces),
and they maintain that the additional revenue realized from packages since the
pandemic started has offset the revenue lost as a result of declines in Market Dominant
mail. MPA et al. Proffered Supplemental Comments at 3; NPPC et al. Supplemental
Comments at 3-4. They argue that the density component is flawed because it relies on
changes in volume without taking into account associated changes in revenue or
contribution. MPA et al. Proffered Supplemental Comments at 3; NPPC et al.
Comments at 2-14.

However, the proportion of per-unit costs that the density component is designed
to address are based on declines in volume per delivery point. Regardless of the
contribution or revenue associated with packages versus other types of mail, the reality
is that—as a result of the pandemic—there are fewer total mailpieces today over which
the costs of servicing and maintaining the Postal Service’s network can be distributed,

which causes the per-unit cost of delivering the remaining mailpieces to increase. lItis
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these costs, which are largely outside of the Postal Service’s direct control in the short-
and medium-term, that the density-based rate authority is designed to address.3?
Moreover, with respect to commenters’ arguments concerning the effect of price
increases on mailers,*? it is important to note that the final rules adopted in this Order
permit the Postal Service to retain density-based rate authority as unused rate
adjustment authority for purposes of 39 U.S.C. § 3622(d)(2)(C). See Section IV.C.,
infra. Thus, the Postal Service will be able to exercise its business judgment as to how
much density-based rate authority to use in a given year. Given the need for the
proposed changes notwithstanding any impacts from the pandemic and the
Commission’s commitment to conduct a full-scale review in 5 years, subject to
Commission discretion to consider aspects of the system sooner if needed, the
Commission does not find changes to the density component to be warranted at this

time.

Likewise, with regard to NPPC et al.’s assertion that the CARES Act undermines
the Commission’s findings from Order No. 4257 concerning the Postal Service’s
liquidity, the increase in borrowing authority made available to the Postal Service in the
CARES Act does not impact the Commission’s analysis. The $10-billion increase in
borrowing authority is limited to addressing short-term operating needs due to the
COVID-19 emergency. Pub. L. No. 116-136 § 6001(b). Such funds cannot be used to
address the Postal Service’s longer-term financial stability, outstanding debt, and capital
expenses. See Pub. L. No. 116-136 § 6001(b)(1)(A)-(B) (additional borrowing authority

32 The Commission also notes that the density formula takes into account potential divergence of
Competitive density and Market Dominant density. See Order No. 5337 at 72-73. Specifically, the
formula takes the smaller of either the change in density overall or the change in density for Market
Dominant (which prevents Competitive density losses from increasing the density factor, and requires the
Competitive density gains to offset the Market Dominant density losses). Id.

33 MPA et al. Proffered Supplemental Comments at 3-4; NPPC et al. Proffered Supplemental
Comments at 14.
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is “to be used for...operating expenses; and [...] not...to pay any outstanding debt of the

Postal Service”).

Moreover, access to additional borrowing authority and any associated
temporary increase in liquidity would at most improve the Postal Service’s short-term
financial stability, meaning its ability to meet its immediate day-to-day operational
needs. Order No. 4257 at 159-165. The Commission has never found that the Postal
Service lacked short-term financial stability. 1d. Borrowing more money to cover
operating expenses, however, would do nothing to address the net losses and
accumulated deficits that undermine the Postal Service’s medium- and long-term
financial stability, which the Commission identified in Order No. 4257 as a primary
deficiency in the existing ratemaking system. Id. at 247-249. Itis these net losses that
the density-based rate authority, retirement-based rate authority, and non-
compensatory product/class modifications to the ratemaking system adopted in this
Order are designed to address. As a result, the increase in borrowing authority
resulting from the CARES Act does not impact the Commission’s findings of
deficiencies with the existing ratemaking system, and the Commission does not find

changes to these aspects of the final rules necessary at this time.

While an agency rule cannot “entirely fail[ ] to consider an important aspect of [a]
problem...[,]”** agencies have discretion to exercise their expertise in order to determine
whether supplementary comments on an existing record are necessary, and “[c]ourts
normally reverse an agency’s decision not to reopen the record only for abuse of
discretion.”> The Commission has reviewed the supplemental comments proffered by
these commenters, but the Commission finds that the assertions contained in them do

not affect the basis for the final rules the Commission is adopting in this Order. The

34 Motor Vehicle Mfrs. Ass’n of the United States v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29,
43 (1983).

35 Eastern Carolinas Broad. Co. v. FCC, 762 F.2d 95, 103 (D.C. Cir. 1985).
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Commission determines that this matter can be adequately decided on the existing

record. The Commission therefore denies both motions to supplement the record.

As a final matter, the Commission notes that it is committed to reviewing the
modified ratemaking system in 5 years to assess its performance, and to reviewing
specific components of the modified ratemaking system sooner than 5 years if needed.
See Chapter XI., infra. The commenters themselves acknowledge that there is a great
deal of uncertainty regarding the effects of the COVID-19 pandemic. MPA et al.
Proffered Supplemental Comments at 7; NPPC et al. Proffered Supplemental
Comments at 4-6. It is simply unknowable at present how long the downturn will persist
or what the long-term economic effects will be, either for the Postal Service or for
mailers. However, as stated above, the pandemic does not change any of the findings
the Commission made in Order No. 4257 regarding the deficiencies of the current
ratemaking system. Therefore, the Commission does not find any good cause to further
delay implementation of the modified ratemaking system developed in this docket. The
Commission will monitor the effects of the final rules on the Postal Service and on
mailers in light of economic developments, and it will intervene as necessary if
economic conditions prevent the final rules from operating as intended to achieve the

objectives of section 3622.



Docket No. RM2017-3 -32- Order No. 5763

Il. STATUTORY AUTHORITY

A. Introduction and Background

The legal authority for the rules adopted in this docket derives from 39 U.S.C.
§ 3622, which was enacted as part of the PAEA in 2006.%® Section 3622, which is titled
“Modern rate regulation,” contains six subsections, which can be summarized as
follows. Subsection (a), entitled “Authority generally,” provides that within 18 months
after the PAEA’s enactment the Commission shall “by regulation establish (and may
from time to time thereafter by regulation revise) a modern system for regulating rates
and classes for market-dominant products.” 39 U.S.C. § 3622(a). Subsection (b)
enumerates nine specific “objectives” that the ratemaking system shall be designed to
achieve. 39 U.S.C. § 3622(b). Subsection (c) enumerates 14 specific “factors” that the
Commission must take into account in establishing or revising the ratemaking system.
39 U.S.C. § 3622(c).

Subsection (d), titled “Requirements,” contains three paragraphs. Paragraph
(d)(1), titled “In general,” provides that the ratemaking system shall: include an annual
price cap on rate increases corresponding to the CPI-U; establish a schedule of rate
changes; require public notice and an opportunity for Commission review of proposed
rate adjustments; and establish procedures for rate adjustments. 39 U.S.C.

§ 3622(d)(1)(A)-(E).

36 PAEA, Pub. L. No. 109-435, 120 Stat. 3198 (2006). The Commission also has general
authority to “promulgate rules and regulations and establish procedures...and take any other action [it]
deem[s] necessary and proper to carry out [its] functions and obligations to the Government of the United
States and the people as prescribed under [Title 39 of the United States Code].” 39 U.S.C. § 503.
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Paragraph (d)(2), titled “Limitations,” provides that the price cap is to be applied
to mail products at the class level;3” permits the Postal Service to round rates and fees
as long as the overall rate increase does not exceed the price cap; and contains

provisions regarding the use of unused rate authority.38

Paragraph (d)(3), titled “Review,” provides the following specific language which

is at the heart of the issue with regard to the Commission’s legal authority in this docket:

Ten years after the date of enactment of the [PAEA] and as appropriate
thereafter, the Commission shall review the system for regulating rates
and classes for market-dominant products established under this section
to determine if the system is achieving the objectives in subsection (b),
taking into account the factors in subsection (c). If the Commission
determines, after notice and opportunity for public comment, that the
system is not achieving the objectives in subsection (b), taking into
account the factors in subsection (c), the Commission may, by
regulation, make such modification or adopt such alternative system for
regulating rates and classes for market-dominant products as necessary
to achieve the objectives.

39 U.S.C. § 3622(d)(3).

Subsection (e) contains provisions related to workshare discounts, which are rate
discounts provided to mailers who perform certain mail preparation activities prior to
entering mail into the Postal Service’s network. 39 U.S.C. § 3622(e)(1). Subsection (e)
generally requires (subject to certain exceptions) that such discounts not exceed the
cost that the Postal Service avoids as a result of not having to perform the individual
workshare activity in question. 39 U.S.C. § 3622(e)(2)-(4). Finally, subsection (f)

37 A mail class is a grouping of Market Dominant mail products, “as defined in the Domestic Mail
Classification Schedule as in effect on the date of enactment of the [PAEA].” 39 U.S.C. § 3622(d)(2)(A).
There are five such mail classes: First-Class Mail; USPS Marketing Mail; Periodicals; Package Services;
and Special Services.

3839 U.S.C. § 3622(d)(2)(A)-(C). Unused rate authority is leftover rate authority that the Postal
Service opts not to avail itself of in any given price adjustment. 39 U.S.C. § 3622(d)(2)(C)(i). Under the
PAEA, the Postal Service is permitted to retain such rate authority for future use, subject to a number of
conditions and limitations. 39 U.S.C. § 3622(d)(2)(C)(ii)-(iii).
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provides for a 1-year transition period to the PAEA ratemaking system from the
ratemaking system that preceded it. 39 U.S.C. § 3622(f).

The PAEA represented a compromise between two competing postal reform bills
in Congress. Order No. 4258 at 19-21. The first bill, H.R. 22, was introduced in the
House of Representatives by Representative John McHugh on January 4, 2005, and
reported back to the House out of the House Committee on Government Reform with
amendments on April 28, 2005.2° On July 26, 2005, H.R. 22 as amended was passed
by the House.*? Under this bill proposed section 3622(d) was titled “Allowable
Provisions.” 151 Cong. Rec. H6523 (daily ed. July 26, 2005). It provided that the
ratemaking system could include one or more of several forms of regulation: incentive
regulation (e.g., price caps, revenue targets); cost-of-service regulation; or any other
form of regulation that the Commission considered appropriate to achieve the bill's
listed objectives, consistent with its listed factors. Id. Proposed section 3622(e) under
this bill was titled “Limitation.” Id. This provision would have capped annual product-
level rate increases at the CPI, unless the Commission were to determine, after public
notice and comment, that an above-CPI increase was reasonable, equitable, and

necessary. Id.

The second bill, S. 662, was introduced in the Senate by Senator Susan Collins
on March 17, 2005, and reported back to the Senate out of the Homeland Security and
Governmental Affairs Committee with amendments on July 14, 2005.4* On February 9,
2006, the Senate considered these and additional amendments by unanimous consent,
and the bill, as amended, was passed.*?> Under this bill, proposed section 3622(d) was

39151 Cong. Rec. H72 (daily ed. Jan. 4, 2005); 151 Cong. Rec. H2734 (daily ed. Apr. 28, 2005).
40 151 Cong. Rec. H6511, H6548-H6549 (daily ed. July 26, 2005) (Roll Call No. 430).

41151 Cong. Rec. S2994, S3012-S3031 (daily ed. Mar. 17, 2005); 151 Cong. Rec. S8301 (daily
ed. July 14, 2005).

42 152 Cong. Rec. S898-5927 (daily ed. Feb. 9, 2006).
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titled “Requirements,” and was subdivided into paragraphs titled “In general” and
“Limitations.” Id. at S913-S914. The content of these paragraphs employed similar
language to that which was eventually used in the final version of the PAEA. Compare
id. with 39 U.S.C. § 3622(d)(1) and (2). Specifically, they provided for an annual class-
level price cap indexed to CPI-U, with a narrow exception for “unexpected and

extraordinary circumstances.” Id.

Also on February 9, 2006, the Senate through unanimous consent passed H.R.
22 by replacing H.R. 22’s text with the text of S. 662.#° Therefore, as passed by the
Senate, H.R. 22 contained the same title structure as S. 662, with proposed section
3622(d)—titled “Requirements™—being subdivided into two paragraphs titled “In
General” and “Limitations.” Id. at S929. The Senate then sent H.R. 22, as amended
and passed by the Senate, back to the House and requested a conference to resolve
the differences between the two versions.** None of the versions of the bills described
above included the review provision that would eventually be codified at 39 U.S.C.
§ 3622(d)(3). Nor was this provision referenced in hearings, committee reports, or the
presidential signing statement. Instead, paragraph (d)(3) was included only in the final
version of the PAEA introduced on December 7, 2006—H.R. 6407.%° Pursuant to a
compromise between the Senate and the House, H.R. 6407 blended together concepts
appearing in the separate versions of the bills described above, including combining

each bill’s respective lists of objectives and factors.

43152 Cong. Rec. at S927-S942 (daily ed. Feb. 9, 2006). H.R. 22 had been pending in the
Senate since July 27, 2005. 151 Cong. Rec. S9155, S9156 (daily ed. July 27, 2005).

44 ]d. at S927, S942. For instance, as passed by the House on July 26, 2005, H.R. 22 provided
for the ratemaking system to achieve 7 objectives and for the Commission to take into account 11 factors.
151 Cong. Rec. H6523 (daily ed. July 26, 2005). By contrast, as passed by the Senate on February 9,
2006, H.R. 22 provided for the ratemaking system to achieve 8 objectives and for the Commission to take
into account 13 factors. 152 Cong. Rec. at S928-S929 (daily ed. Feb. 9, 2006).

45 H.R. 6407, 109th Cong. § 3622(d)(3) (2006).
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There is only one statement in the Congressional Record about the review
provision contained at paragraph (d)(3), and it was made upon receipt of the final
version of the bill on December 8, 2006. Senator Collins, the Senate sponsor of postal

reform, remarked:

The Postal Service will have much more flexibility, but the rates will be
capped at the CPI. That is an important element of providing 10 years of
predictable, affordable rates, which will help every customer of the Postal
Service plan. After 10 years, the Postal Regulatory Commission will
review the rate cap and, if necessary, and following a notice and
comment period, the Commission will be authorized to modify or adopt
an alternative system.

While this bill provides for a decade of rate stability, | continue to believe
that the preferable approach was the permanent flexible rate cap that
was included in the Senate-passed version of this legislation. But, on
balance, this bill is simply too important, and that is why we have
reached this compromise to allow it to pass. We at least will see a
decade of rate stability, and | believe the Postal [Regulatory]
Commission, at the end of that decade, may well decide that it is best to
continue with a CPI rate cap in place. Itis also, obviously, possible for
Congress to act to reimpose the rate cap after it expires. But this
legislation is simply too vital to our economy to pass on a decade of
stability. The consequences of no legislation would be disastrous for the
Postal Service, its employees, and its customers.46

The Commission’s interpretation of section 3622, based on its plain language, its
structure, and its purpose, and as confirmed by its legislative history, has been
consistent throughout this docket. That interpretation, which is more fully articulated
below, can be summarized as follows. Subsection (a) directed the Commission to
promulgate rules establishing the ratemaking system following the PAEA’s enactment.
The ratemaking system was required to be designed to achieve the statutory objectives
enumerated in subsection (b), taking into account the statutory factors enumerated in

subsection (c).

46 152 Cong. Rec. S11,674, S11,675 (daily ed. Dec. 8, 2006) (statement of Sen. Collins).
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In its initial form, the ratemaking system was also required to contain certain
mandatory features, as embodied in paragraphs (d)(1) and (d)(2), as well as subsection
(e). The most significant of these features was the CPI-U price cap. However, those
mandatory features were the product of the legislative compromise that reconciled the
competing postal reform bills in Congress. A central component of that legislative
compromise was paragraph (d)(3), which directed the Commission to review the
ratemaking system after 10 years and determine if the ratemaking system, including the
mandatory features, was achieving the statutory objectives set out in subsection (b),
taking into account the statutory factors set out in subsection (c). If the Commission
determined that the ratemaking system was not achieving the statutory objectives,
taking into account the statutory factors, then the Commission was empowered to “by
regulation, make such modification or adopt such alternative system...as necessary to
achieve the objectives.” 39 U.S.C. § 3622(d)(3).

The Commission conducted the required review and issued its findings on
December 1, 2017. See generally Order No. 4257. The Commission determined that
the ratemaking system has not achieved the statutory objectives, taking into account the
statutory factors. Pursuant to paragraph (d)(3), the Commission thereafter set about the
task of “mak[ing] such modification or adopt[ing] such alternative system...as necessary
to achieve the objectives.” In doing so, the Commission interprets its authority as
encompassing all aspects of the ratemaking system under section 3622, including the
price cap provisions at paragraphs (d)(1) and (d)(2) and the workshare discount

provisions in subsection (e).
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Order No. 4258 addressed comments positing that the Commission lacks the
statutory authority to modify or replace the CPI-U price cap. Order No. 4258 at 14-25.
The Commission analyzed the three primary arguments raised by commenters to
support this position: that the plain language of section 3622 clearly forecloses
modification or replacement of the CPI-U price cap; that modification or replacement of
the CPI-U price cap would be inconsistent with the PAEA’s legislative history; and that
modification or replacement of the CPI-U price cap would produce unconstitutional
results. Id. The Commission also addressed comments objecting to the inclusion of

workshare discounts as an issue in this proceeding. Id. at 18-19, 25.

Order No. 5337 addressed comments received in response to Order No. 4258
pertaining to the Commission’s initial proposal to make additional rate adjustment
authority available to the Postal Service. Order No. 5337 at 18-31, 32-57. The
Commission also addressed comments concerning the statutory authority underlying
the Commission’s initial proposal to limit the setting of inefficient workshare discounts.
Id. at 57-58. Many of the comments received in response to Order No. 4258 echoed
prior remarks submitted in this proceeding. Order No. 5337 at 18-27. Some
commenters reiterated their prior positions again with regard to the revised proposal
presented in Order No. 5337.47 Generally, no new arguments concerning statutory
authority were introduced in response to Order No. 5337.48

Primarily, commenters contending that the Commission lacks the statutory
authority to adopt the final rules in this Order argue that a reviewing court would reject

the Commission’s interpretation of section 3622 under the two-step framework for

47 See ANM et al. Comments at 91-99; ANM et al. Reply Comments at 16-17; ABA Comments
at 4-5.

48 Because no commenter re-raised arguments having to do with the constitutionality of modifying
or replacing the CPI-U price cap in response to Order No. 5337, those arguments are not addressed in
this Order. They were addressed in detail in Order Nos. 4258 and 5337. See Order No. 4258 at 23-25;
Order No. 5337 at 53-57.
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evaluating an agency’s interpretation of its governing statute set forth in Chevron,
U.S.A,, Inc. v. Nat. Res. Def. Council, Inc., 467 U.S. 837 (1984). Under Chevron step
one, a court considers whether “Congress has directly spoken to the precise question at
issue.” Chevron, 467 U.S. at 842. If so, “that is the end of the matter; for the court, as
well as the agency, must give effect to the unambiguously expressed intent of
Congress.” Id. at 842-843. If not, then the court proceeds to Chevron step two and
considers whether the agency’s interpretation “is based on a permissible construction of
the statute.” 1d. at 843. The court must defer to the agency’s interpretation if it is

“reasonable.” Id. at 844.

Because paragraph (d)(3) expressly authorizes the Commission to adopt
regulations modifying the ratemaking system or adopting an alternative ratemaking
system if necessary to achieve the statutory objectives, the final rules adopted in this
Order would survive judicial scrutiny under Chevron step one. Moreover, even if there
were any ambiguity as to whether the Commission had the authority to adopt the final
rules, because the Commission’s interpretation is based on a permissible and
reasonable construction of section 3622, the Commission would be accorded deference

under Chevron step two.

In the remainder of this section, the Commission first addresses the positions of
commenters asserting that the Commission lacks the statutory authority to make
additional rate adjustment authority available to the Postal Service. The Commission
then addresses issues that pertain exclusively to the Commission’s statutory authority to
limit the setting of inefficient workshare discounts, as well as the Commission’s authority

to modify specific Postal Service reporting requirements.
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B. Additional Rate Authority

1. The PAEA expressly authorizes the Commission to modify or
replace all aspects of the existing ratemaking system, including the
CPI-U price cap, if necessary to achieve the statutory objectives.

At Chevron step one, the question is whether the meaning of a statute is
unambiguously clear. Chevron, 467 U.S. at 842-843. In order to determine this, a court
must “exhaust the traditional tools of statutory construction to determine whether
Congress has spoken to the precise question at issuel[,]...[which] include examination of
the statute’s text, legislative history, and structure, as well as its purpose.”*® Courts
“consider not only the language of the particular statutory provision under scrutiny, but

also the structure and context of the statutory scheme of which it is a part.”>°

The Commission’s interpretation of section 3622 begins with the text of
paragraph (d)(3). Paragraph (d)(3) states:
If the Commission determines, after notice and opportunity for public
comment, that the system is not achieving the objectives in subsection
(b), taking into account the factors in subsection (c), the Commission
may, by regulation, make such modification or adopt such alternative

system for regulating rates and classes for market-dominant products as
necessary to achieve the objectives.

39 U.S.C. § 3622(d)(3). Inthe absence of an express definition, a statutory phrase
must be given its ordinary meaning.5? “May” is a permissive word, which indicates that

the Commission has discretion under paragraph (d)(3) whether to take any action

49 Petit v. United States Dep’t of Educ., 675 F.3d 769, 781 (D.C. Cir. 2012) (quoting Bell Atl. Tel.
Cos. v. FCC, 131 F.3d 1044, 1047 (D.C. Cir. 1997)) (internal marks omitted).

50 Petit, 675 F.3d at 781-782 (quoting Cty. of L.A. v. Shalala, 192 F.3d 1005, 1014 (D.C. Cir.
1999)) (internal marks omitted).

51 Smith v. United States, 508 U.S. 223, 228 (1993).
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following its 10-year review of the ratemaking system.>? “Or” is a disjunctive word,

which indicates that the two options on either side of it have distinct meanings.>?

Of the two options presented in paragraph (d)(3), the word “modification” is
defined as “the making of a limited change in something.”>* Therefore, “make such
modification” connotes the making of moderate changes to the existing ratemaking
system.%® On the other hand, “alternative” is defined as “a proposition or situation
offering a choice between two or more things only one of which may be chosen.”®
Therefore, the phrase “adopt such alternative system” contemplates replacement of the

existing ratemaking system with a different ratemaking system.5’

Accordingly, if the Commission determines, after conducting its required review
of the ratemaking system, that the ratemaking system is not achieving the statutory
objectives, taking into account the statutory factors, then the Commission has discretion
to, by regulation, either “make such modification [to the ratemaking system]...as
necessary to achieve the objectives,” which connotes moderate change to the existing

ratemaking system, or “adopt such alternative system...as necessary to achieve the

52 Order No. 4258 at 14; see United States v. Rodgers, 461 U.S. 677, 706 (1983) (“The word
‘may, when used in a statute, usually implies some degree of discretion.” (citations omitted)).

53 Order No. 4258 at 14; see Loughrin v. United States, 573 U.S. 351, 357 (2014) (“[o]rdinary use
[of the term ‘or’] is almost always disjunctive, that is, the words it connects are to be given separate
meanings.” (internal marks and citation omitted)); Chao v. Day, 436 F.3d 234, 236 (D.C. Cir. 2006) (terms
connected using the disjunctive “or” must be given separate meanings).

5 See Merriam-Webster Dictionary, available at: https://www.merriam-
webster.com/dictionary/modification.

55 Order No. 4258 at 15 (quoting 39 U.S.C. § 3622(d)(3)); see MCI Telecomms. Corp. v. Am. Tel.
& Tel. Co., 512 U.S. 218, 228 (1994) (“Modify,” in our view, connotes moderate change.”).

56 See Merriam-Webster Dictionary, available at: https://www.merriam-
webster.com/dictionary/alternative (emphasis added).

57 Order No. 4258 at 15 (quoting 39 U.S.C. § 3622(d)(3)); see Merriam-Webster Dictionary,
available at: https://www.merriam-webster.com/dictionary/adopt (“adopt” defined as “to accept formally
and put into effect”).
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objectives,” which contemplates replacement of the existing ratemaking system with a
different ratemaking system. See Order No. 4258 at 14-15 (quoting 39 U.S.C.

§ 3622(d)(3)). In either instance, the only limit that paragraph (d)(3) imposes on the
scope of any such changes is that they must be “necessary” to achieve the statutory

objectives. Order No. 4258 at 15. “Necessary” means “logically unavoidable.”?8

The scope of the Commission’s authority under paragraph (d)(3) plainly extends
to all aspects of the ratemaking system under section 3622, including the price cap
provisions at paragraphs (d)(1) and (d)(2). Order No. 4258 at 25; Order No. 5337 at 35.
This interpretation takes into account the text and structure of section 3622 as a whole,
and properly gives the statutory language its ordinary meaning. Order No. 5337 at 35
(citing Smith, 508 U.S. at 228). Paragraph (d)(3) grants the Commission authority to
modify the “system” or to adopt an “alternative system.” The word “system” is used
throughout section 3622. Subsection (a) instructs the Commission to establish a
‘modern system for regulating rates and classes for market-dominant products.”

39 U.S.C. § 3622(a). Subsection (b) provides that the “system” shall be designed to
achieve the statutory objectives. 39 U.S.C. § 3622(b). Subsection (c) provides that in
establishing the “system” the Commission shall take into account the statutory factors.
39 U.S.C. § 3622(c). Subsection (d), at paragraphs (d)(1) and (d)(2), provides
additional features that the “system” shall include, including the CPI-U price cap.

39 U.S.C. § 3622(d)(1)-(2). Subsection (d) also, at paragraph (d)(3), provides that if the
Commission, after conducting its required 10-year review, determines that the “system”
is not achieving the statutory objectives, taking into account the statutory factors, then
the Commission may by regulation modify or replace the “system” as necessary to
achieve the statutory objectives. 39 U.S.C. § 3622(d)(3). As ordinarily defined,

58 Order No. 4258 at 15; see Merriam-Webster Dictionary, available at: https://www.merriam-
webster.com/dictionary/necessary.
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“system” is a general term referring to a set of connected things or parts forming a
complete whole.®® It is clear that all of the provisions within section 3622 relate to the
same “system” of ratemaking, including the CPI-U price cap provisions, and that under
paragraph (d)(3) all aspects of that “system” are subject to review and, if necessary to
achieve the statutory objectives, potential modification or replacement. Order No. 5337
at 35-36.

The structure of subsection (d), specifically the relationship between paragraph
(d)(3) and paragraphs (d)(1) and (d)(2), also serves to confirm this. Paragraph (d)(3)'s
review provision follows the price cap provisions set out in paragraphs (d)(1) and (d)(2).
Each of paragraph (d)(2)’s limitations modify the general provisions contained in
paragraph (d)(1). Id. at 36. This structure reinforces the conclusion that the provisions
at paragraphs (d)(1) and (d)(2) are part of the system subject to review and potential

modification or replacement under paragraph (d)(3). Id.

Moreover, textual differences between paragraph (d)(3) and subsection (a)
plainly demonstrate that the extent of regulatory action permissible under paragraph

(d)(3) is broader than under subsection (a). Id. Subsection (a) provides that:
The Postal Regulatory Commission shall, within 18 months after the date
of enactment of this section, by regulation establish (and may from time

to time thereafter by regulation revise) a modern system for regulating
rates and classes for market-dominant products.

39 U.S.C. § 3622(a). The definition of “establish” is “to institute (something, such as a

law) permanently by action or agreement.”®® The definition of “revise” is “to look over

59 Order No. 5337 at 35; see Merriam-Webster Dictionary, available at: http://www.merriam-
webster.com/dictionary/system (“system” defined as “a regularly interacting or interdependent group of
items forming a unified whole”).

60 Order No. 4258 at 16; see Merriam-Webster Dictionary, available at: https://www.merriam-
webster.com/dictionary/establish.
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again in order to correct or improve.”®* The use of parentheticals along with the
conjunction “and” explains the relationship between “establish” and “revise”—the
ratemaking system established pursuant to subsection (a) is subject to periodic revision
by the Commission at the Commission’s discretion. Order No. 4258 at 16; Order No.
5337 at 36. Thus, “establish” and “revise” are connected powers under subsection
(a)—any “revision” is to the ratemaking system “established” under subsection (a).
Order No. 5337 at 36. This differs from the wording of paragraph (d)(3), which speaks
of “modifying” the system or “adopt[ing] [an] alternative system”—two separate options
with different meanings. Order No. 4258 at 17; Order No. 5337 at 36-37.

The conditions necessary to trigger the Commission’s authority under paragraph
(d)(3) are more demanding than those under subsection (a). Subsection (a) required
the Commission to set up the ratemaking system within a specified period after the
PAEA was enacted, and it permits the Commission to improve or correct those
regulations “from time to time thereafter” through normal rulemaking procedures. Order
No. 4258 at 16. Paragraph (d)(3), by contrast, is not triggered until several separate
and specific requirements are met: first, a review of the ratemaking system by the
Commission 10 years after the PAEA’s enactment, following notice and an opportunity
for public comment; and second, a determination by the Commission that the
ratemaking system has not achieved the statutory objectives, taking into account the

statutory factors.%?

61 Order No. 4258 at 16; see Merriam-Webster Dictionary, available at: https://www.merriam-
webster.com/dictionary/revise.

6239 U.S.C. § 3622(d)(3); see Order No. 4258 at 16; Order No. 5337 at 37.
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The different language used in subsection (a) compared to paragraph (d)(3),
coupled with the existence of separate triggering mechanisms, and in conjunction with
the overall structure of section 3622, in which any regulatory action under paragraph
(d)(3) is premised on a finding that the ratemaking system established under subsection
(a) has failed to achieve the statutory objectives, taking into account the statutory
factors, demonstrates that Congress intended to create two separate but
complementary processes. First, Congress provided for the Commission’s general
authority to set up and periodically recalibrate the ratemaking system in its initial form
under subsection (a), which was required to include certain mandatory features.%3
Second, Congress provided for the Commission’s specific authority pursuant to
paragraph (d)(3) to review the ratemaking system established under subsection (a) after
10 years and modify or replace any part of it, including the mandatory features, as
necessary to achieve the statutory objectives. Order No. 4258 at 17; Order No. 5337 at
36-37. Thus, it is plain that subsection (a) and paragraph (d)(3) serve different
purposes within the statutory scheme of section 3622, and that the Commission’s
authority under paragraph (d)(3) is broader than the Commission’s authority under
subsection (a). Order No. 4258 at 17-18; Order No. 5337 at 36-37. The purpose of
paragraph (d)(3) is plainly to ensure that the statutory objectives in subsection (b) are
being met and, if needed, to empower the Commission to remedy any failure to meet
the objectives. Order No. 5337 at 37.

63 Historically, the Commission had not possessed such broad regulatory authority. Order No.
4258 at 17; Order No. 5337 at 43. Prior to the enactment of the PAEA, the Postal Rate Commission, as
the Postal Regulatory Commission was formerly known, was limited to “review of rate, classification, and
major service changes, unadorned by the overlay of broad FCC-esque responsibility for industry
guidance and of wide discretion in choosing the appropriate manner and means of pursuing its statutory
objective.” Order No. 4258 at 17 n.30 (citing Mail Order Ass’n of Am. v. U.S. Postal Serv., 2 F.3d 408,
415 (D.C. Cir. 1993 (quoting Governors of U.S. Postal Serv. v. Postal Rate Comm’n, 654 F.2d 108, 117
(D.C. Cir. 1981)). The PAEA transformed the Postal Rate Commission into the Postal Regulatory
Commission, a separate independent agency with regulatory oversight of the Postal Service. Id. (citing
U.S. Postal Serv. v. Postal Reg. Comm’n, 717 F.3d 209, 210 (D.C. Cir. 2013)).
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Paragraph (d)(3) places only one limit on the features that a “modifi[ed]” or
“alternative system” can contain: such features must be necessary to achieve the
statutory objectives in subsection (b). There is no requirement that any other specific
feature of the existing ratemaking system be retained, including the CPI-U price cap.
Moreover, subsection (b), in which the statutory objectives are set out, states that the
objectives are to be applied in conjunction with each other, not in conjunction with any
other statutory provisions. Order No. 4258 at 15; Order No. 5337 at 40.

In reaching its interpretation of section 3622, the Commission has considered
alternative interpretations and constructions offered by commenters.®* Commenters
have cited the title of subsection (d)—‘Requirements”—as meaning that any modified or
alternative ratemaking system promulgated pursuant to paragraph (d)(3) must contain
the features specified in paragraphs (d)(1) and (d)(2).®> Commenters have similarly
cited the use of the word “shall” in paragraph (d)(1) (i.e., “The system for regulating
rates and classes for market dominant products shall...contain an annual limitation on
the percentage change in rates...equal to the change in [CPI-U]....” (emphasis added))

as making the CPI-U price cap mandatory for any and all versions of the ratemaking

64 In response to Order No. 5337, two of these commenters, ANM et al. and ABA, have renewed
their previous arguments, which are addressed below. National Postal Policy Council, Major Mailers
Association, National Association of Presort Mailers, and Association for Mail Electronic Enhancement
(collectively, NPPC et al.) incorporate all of their prior arguments by reference. NPPC et al. Comments at
9. A new commenter, the Coalition for a 21st Century Postal Service (C21), also adopts by reference in
its reply comments the general arguments advanced by other commenters in this proceeding that the
Commission lacks the statutory authority to modify or replace the CPI-U price cap. C21 Reply Comments
at 3.

652014 ANM et al. White Paper at 4-7; Comments of the Major Mailers Association, the National
Association of Presort Mailers, and the National Postal Policy Council, March 20, 2017, at 14-15 (2017
MMA et al. Comments); Initial Comments of the Greeting Card Association, March 20, 2017, at 29-31
(2017 GCA Comments) (citing Ratzlaf v. United States, 510 U.S. 135, 143 (1994)); Comments of the
National Postal Policy Council, the Major Mailers Association, and the National Association of Presort
Mailers, March 1, 2018, at 22-23 (2018 NPPC et al. Comments); Comments of Alliance of Nonprofit
Mailers, American Catalog Mailers Association, Inc., Association for Postal Commerce, Idealliance and
MPA—the Association of Magazine Media, March 1, 2018, at 17, 21-22 (2018 ANM et al. Comments).



Docket No. RM2017-3 -47 - Order No. 5763

system that might be adopted.®® Alliance of Nonprofit Mailers, Association for Postal
Commerce, MPA—the Association of Magazine Media, American Catalog Mailers
Association, Direct Marketing Association of Washington, Nonprofit Alliance, Envelope
Manufacturers Association, Saturation Mailers Coalition, and Continuity Shippers
Association (collectively, ANM et al.), and the American Bankers Association (ABA)
continue to make these arguments in response to Order No. 5337. ANM et al.
Comments at 91-92; ABA Comments at 4.

As an initial matter, the Commission has noted that section titles are not
dispositive—they can aid in resolving an ambiguity but they cannot enlarge text or
confer powers.%” Nevertheless, the Commission maintains that its interpretation of
paragraph (d)(3) is consistent with the “Requirements” title of subsection (d) and the use
of “shall” in paragraph (d)(1), because it is the mandatory features—the
“requirements”—of the ratemaking system established under subsection (a), which were
put in place during the PAEA’s first decade, that are subject to review and potential
modification or replacement under paragraph (d)(3). Order No. 5337 at 40. The
structure of subsection (d), in which paragraph (d)(3) follows paragraphs (d)(1) and
(d)(2), and the text of paragraph (d)(3), which does not impose any specific requirement
on a modified or alternative ratemaking system other than that its features must be
necessary to achieve the statutory objectives, both confirm this. Order No. 5337 at 36,
38-39.

66 Alliance of Nonprofit Mailers; the Association for Postal Commerce; the Association of
Marketing Service Providers; the Direct Marketing Association; EMA; MPA—the Association of Magazine
Media; the National Association of Advertising Distributors, Inc.; and the Saturation Mailers Coalition,
Limitations on the Commission’s Authority Under Section 3622(d)(3), October 28, 2014, at 6-7 (2014
ANM et al. White Paper); Comments of Alliance of Nonprofit Mailers, Association for Postal Commerce,
and MPA—the Association of Magazine Media, March 20, 2017, at 9-10 n.2 (2017 ANM et al.
Comments); Comments of American Bankers Association, March 20, 2017, at 8-9 (2017 ABA
Comments); Comments of American Bankers Association, March 1, 2018, at 4-5 (2018 ABA Comments);
2018 ANM et al. Comments at 11; 2018 NPPC et al. Comments at 20-22.

67 Order No. 4258 at 16 (citing Pa. Dep't. of Corr. v. Yeskey, 524 U.S. 206, 212 (1998)).
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ANM et al. argue in response to Order No. 5337 that paragraphs (d)(1), (d)(2),
and (d)(3) are each requirements of the ratemaking system, and “[n]othing in the law’s
structure states that paragraph (d)(3) eliminates the CPI cap from paragraph (d)(1).”
ANM et al. Comments at 93-94. However, this argument ignores the statutory context
on which the second sentence of paragraph (d)(3) is premised—a finding that the
ratemaking system established under subsection (a), which included the provisions in
paragraphs (d)(1) and (d)(2), has failed to achieve the statutory objectives, taking into
account the statutory factors. Moreover, it ignores the fact that the only limit paragraph
(d)(3) places on the Commission’s ability to modify the ratemaking system or to adopt
an alternative ratemaking system is that such changes must be necessary to achieve
the objectives in subsection (b). Paragraph (d)(3) does not say that a modified or
alternative ratemaking system has to contain the features specified in paragraphs (d)(1)
and (d)(2).

Commenters have argued that under general canons of statutory construction,
specific provisions, such as the price cap provision at paragraph (d)(1)(A), trump
general provisions, such as paragraph (d)(3).® However, the logic underlying this
general principle does not hold with respect to paragraph (d)(3) because paragraph
(d)(3) expressly contemplates the potential modification or replacement of other
provisions of the ratemaking system under section 3622, including the provisions
contained in paragraphs (d)(1) and (d)(2). In Order No. 4258, the Commission found
that the language of paragraph (d)(3) was intentionally broad, stating that “Congress
knew how to impose express limits on the scope of [an] ‘alternative system’ but chose
not to do so with respect to the Commission’s authority under [paragraph] (d)(3).” Order
No. 4258 at 15.

68 2014 ANM et al. White Paper at 15 (citing Navarro-Miranda v. Ashcroft, 330 F.3d 672, 676 (5th
Cir. 2003)).
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Commenters have contended that it was not necessary for paragraph (d)(3) to
contain a textual modifier limiting the scope of what a modified or alternative system
could consist of because the relevant restrictions appear in paragraphs (d)(1) and
(d)(2). 2018 ANM et al. Comments at 21, 23. In response to Order No. 5337, ANM et
al. continue to argue that paragraph (d)(3) does not specifically reference the price cap
at all, and that “Congress clearly knew how to explicitly refer to the CPI cap....” ANM et
al. Comments at 94. They maintain that “[paragraphs] (d)(1) and (d)(2) set forth the
required parameters of the system[,]” and “it would have been superfluous for Congress
to have [repeated them in paragraph (d)(3)].” Id. at 98-99. However, nothing in
paragraph (d)(3) states that the Commission’s authority is limited by paragraphs (d)(1)
or (d)(2), and the structure of subsection (d) reinforces the conclusion that paragraphs
(d)(1) and (d)(2) are both part of the system subject to modification or replacement
under paragraph (d)(3). Order No. 5337 at 38. The Commission continues to conclude
that if Congress had intended to restrict the scope of the Commission’s authority in this

way, it could have done so expressly.®°

Commenters have argued that if Congress had intended to enact a sunset date
on the CPI-U price cap provision contained in paragraph (d)(1)(A) it would have done so

explicitly. 2018 NPPC et al. Comments at 25-26. They have noted that paragraph

69 Order No. 5337 at 38 (citing Smith, 508 U.S. at 228-229 (rejecting a Chevron step one
challenge contending that the statutory phrase “use of a firearm” referred only to use as a weapon and
did not include use of a firearm as an item of barter to receive drugs, holding that “[s]urely petitioner’s
treatment of his [firearm] can be described as ‘use’ within the everyday meaning of that term[,]” and “[h]ad
Congress intended the narrow construction petitioner urges, it could have so indicated.”)).

Notably, there are instances in the text of section 3622 where Congress explicitly restricted the
scope of a particular provision. Paragraph (c)(4), for example, limits the scope of “alternative means of
sending and receiving letters and other mail matter at reasonable costs” to alternative means which are
“available.” 39 U.S.C. § 3622(c)(4); Order No. 4258 at 15. This confirms that Congress knew how to
impose limits on the scope of what a modified or alternative ratemaking system could consist of, but it
chose not to do so with respect to paragraph (d)(3), and instead drafted it to be intentionally broad. Order
No. 4258 at 15-16; Order No. 5337 at 38. The plain language of paragraph (d)(3) leaves it to the
Commission’s discretion to determine what regulatory changes to the existing ratemaking system, if any,
are logically required to achieve the statutory objectives. Order No. 4258 at 15.
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(d)(2) imposes specific limits on paragraph (d)(1), and they have asserted the general
legal principle that where certain exceptions to a general prohibition (i.e., the price cap
provision at paragraph (d)(1)) are enumerated specifically, others are not to be
implied.”® As the Commission has explained, however, its interpretation does not rest
on an implied exception to paragraph (d)(1); it rests on the express language of
paragraph (d)(3), which contemplates that paragraph (d)(1) is part of the system that is
to be reviewed and potentially modified or replaced. Order No. 5337 at 41. Moreover,
no sunset provision was needed for the CPI-U price cap (or any other feature of the
existing ratemaking system) because paragraph (d)(3) does not automatically remove
the CPI-U price cap (or any other feature of the existing ratemaking system). Id. at 40-
41. If the existing ratemaking system did not suffer from deficiencies that prevented it
from achieving the statutory objectives, taking into account the statutory factors, the
Commission’s authority under paragraph (d)(3) would not have been invoked and the

existing ratemaking system would have remained unchanged. Id.

Commenters have argued that the quantitative pricing standards (i.e.,
paragraphs (d)(1) and (d)(2)) outrank the qualitative pricing standards (i.e., the statutory
objectives and factors listed in subsections (b) and (c)) within the hierarchy of pricing
standards set out in section 3622.”* However, regardless of how one classifies the
hierarchy of pricing standards for purposes of the existing ratemaking system, the plain
language of paragraph (d)(3) states that the only criteria that a modified or alternative
ratemaking system are required to meet are the statutory objectives in subsection (b).
Order No. 5337 at 39-40.

702018 NPPC et al. Comments at 26 (citing Andrus v. Glover Constr. Co., 446 U.S. 608, 616-617
(1980)).

712014 ANM et al. White Paper at 12; 2017 MMA et al. Comments at 15-16; 2018 ANM et al.
Comments at 18.
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Commenters have asserted that for purposes of paragraph (d)(3) “adopt such
alternative system” does not meaningfully differ from “make such modification,” and that
“revise” in subsection (a) and “modify” in paragraph (d)(3) are synonymous—they are
both ways to “adopt an alternative system.” 2018 ANM et al. Comments at 16-17.
However, to interpret “adopt such alternative system” as no different than a
“‘modification” would drain the ordinary meaning from the phrase “alternative system,”
which connotes a far more fundamental degree of change than “modification.” Order
No. 5337 at 41. It would also ignore the use of “or,” a disjunctive word separating the

two phrases that connects terms with separate meanings. Id. at 41-42.

Likewise, to interpret “revise” in subsection (a) and “modify” in paragraph (d)(3)
as synonymous would ignore the important textual differences between the provisions
that provide necessary context to understanding their meaning. “Revise” in subsection
(a) is joined to the “establishment” of the ratemaking system by the conjunction “and”
and the use of a parenthetical. Hence, “revisions” under subsection (a) are revisions to
the ratemaking system “established” under subsection (a). The “modification” and
“alternative system” authorities in paragraph (d)(3), on the other hand, are not available
unless the Commission has made a finding that the ratemaking system established
under subsection (a) has not achieved the statutory objectives, taking into account the
statutory factors. Id. Hence, the power to “modify” the ratemaking system under
paragraph (d)(3) is plainly broader than the power to “revise” it under subsection (a).
Therefore, a plain reading of the PAEA does not support the contention that “adopt such
alternative system” is synonymous with, or merely intended to explicate the meaning of,
“‘make such modification,” or that “revise” in subsection (a) is synonymous with “modify”
in paragraph (d)(3). Id. at 42.

A large number of comments have cited the word “system” used throughout
section 3622 and argued—invoking the presumption of consistent usage—that

consistent use of the word “system,” without any qualifiers on it in paragraph (d)(3) such
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as “the first system” or “the initial system,” implies that it should be given the same
meaning in each instance in which it appears.”?> These commenters have maintained
that the “system” established under subsection (a) is the same “system” subject to
modification or replacement under paragraph (d)(3), and as such, it is bound by the
same requirements, including those contained in paragraphs (d)(1) and (d)(2). Id.
These commenters have viewed the “system” subject to modification or replacement
under paragraph (d)(3) as consisting only of the implementing regulations that the
Commission adopted pursuant to subsection (a), and they maintain that the
Commission may alter those regulations only to the extent that such alterations do not
conflict with the text of section 3622, including paragraphs (d)(1) and (d)(2).”® In sum,
these commenters have argued that the scope of the Commission’s authority under
paragraph (d)(3) is limited to the scope of the Commission’s authority under subsection
(a).”* ANM et al. and ABA continue to make these same arguments in response to
Order No. 5337. ANM et al. Comments at 91-92; ABA Comments at 4-5.

These arguments are unpersuasive. First, the most straightforward reading of
the consistent use of the word “system” is that all of the provisions of section 3622 are
part of the “system” to be reviewed and potentially modified or replaced under
paragraph (d)(3), including paragraphs (d)(1) and (d)(2). Order No. 5337 at 35-36. This
reading takes into account the text and structure of section 3622 as a whole, and
accords the word “system” its ordinary meaning, in which it refers to a set of connected
things or parts forming a complete whole. Id. at 35. This reading gives equal

recognition to each use of the word “system” in section 3622. Subsection (a) required

722014 ANM et al. White Paper at 10; 2017 ABA Comments at 8-10; 2018 ABA Comments at 5;
2018 ANM et al. Comments at 13, 23 n.8, 24; 2018 NPPC et al. Comments at 23-25.

732017 ABA Comments at 9; 2017 MMA et al. Comments at 14-15; 2017 GCA Comments at 31-
32; 2018 ANM et al. Comments at 2, 12-13; 2018 NPPC et al. Comments at 19.

742014 ANM et al. White Paper at 9-11; 2017 ABA Comments at 9; 2017 MMA et al. Comments
at 14-15; 2018 ANM et al. Comments at 10-13; 2018 NPPC et al. Comments at 23-24.
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the Commission to establish the “system of ratemaking;” that “system” was initially
required to include certain mandatory features, including those in paragraphs (d)(1) and
(d)(2), and under paragraph (d)(3) that “system” in its entirety is subject to review and
potential modification or replacement. In arguing that the scope of the Commission’s
authority under paragraph (d)(3) is limited to the scope of the Commission’s authority
under subsection (a), these commenters ignore the use of the word “system” in the
other subsections within section 3622. Paragraph (d)(1) is expressly identified as part
of the “system.” 39 U.S.C. § 3622(d)(1). And the Commission has the authority to
modify the “system” or adopt an “alternative system.” 39 U.S.C. § 3622(d)(3).

Second, even if the matter were not so straightforward, there are clear textual
and structural differences between subsection (a) and paragraph (d)(3), which indicate
that the Commission’s authority under paragraph (d)(3) is broader than under
subsection (a). Order No. 5337 at 38. The presumption of consistent usage “is not rigid
and readily yields whenever there is such variation in the connection in which the words
are used as reasonably to warrant the conclusion that they were employed in different
parts of the act with different intent.”’”®> Had Congress intended only to allow the
Commission to revise the regulations implementing the CPI-U price cap to make them

more consistent with the PAEA’s statutory objectives, it would have been simpler (and

75 Order No. 5337 at 38-39 (citing Gen. Dynamics Land Sys., Inc. v. Cline, 540 U.S. 581, 595
(2004) (internal citation omitted)). Applying the presumption mechanically would “ignore][ ] the cardinal
rule that ‘[s]tatutory language must be read in context [since] a phrase ‘gathers meaning from the words
around it.”” Order No. 5337 at 39 (citing Cline, 540 U.S. at 596 (internal citation omitted)). It would also
ignore the rule that statutes should be read as a whole. United States v. Atl. Research Corp., 551 U.S.
128, 135 (2007) (citing King v. St. Vincent’s Hosp., 502 U.S. 215, 221 (1991)).

Notably, the presumption “relents when a word used has several commonly understood
meanings among which a speaker can alternate in the course of an ordinary conversation, without being
confused or getting confusing.” Order No. 5337 at 39 (citing Cline, 540 U.S. at 595-596 (noting that the
word “age” can be readily understood to have different meanings depending on the context (internal
footnote omitted))).
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more natural) for Congress to have drafted the second sentence of paragraph (d)(3)
accordingly. Id. at 42.

Several commenters have asserted that the purpose of paragraph (d)(3) was to
mandatorily require (rather than simply permit at the Commission’s discretion) a review
of the performance of the implementing regulations the Commission adopted pursuant
to subsection (a) after 10 years, followed by the making of any necessary changes to
those. 2018 ANM et al. Comments at 19; 2018 NPPC et al. Comments at 27. These
commenters have maintained that this interpretation would not render paragraph (d)(3)
mere surplusage or an empty formality, because there are a number of regulatory
options that the Commission could pursue while still retaining a CPI-U price cap.”®
Other commenters have argued that Congress must have concluded that the mandatory
features such as the CPI-U price cap were necessary to achieve the statutory objectives
since Congress established them all at the same time when it enacted the PAEA. 2017
MMA et al. Comments at 15-16; 2017 GCA Comments at 30-31.

However, the text of the relevant provisions does not support this interpretation.
Subsection (a) and paragraph (d)(3) employ different language and feature different
triggering mechanisms, which, in conjunction with the overall structure of section 3622
and the statutory context on which the Commission’s authority under the second
sentence of paragraph (d)(3) is premised (a finding that the system established under
subsection (a) has not achieved the statutory objectives, taking into account the
statutory factors), confirms that the two provisions serve different purposes. Order No.
4258 at 17-18; Order No. 5337 at 42. Moreover, the Commission has always had the

76 2018 ANM et al. Comments at 19 n.6; 2018 NPPC et al. Comments at 27 n.23. Examples
these commenters have given include “using a Passche [ilndex instead of a Laspeyres index]; changing
how [the Commission] calculates CPI increases; modify[ing] the cap to subtract for periods of deflation;
adopt[ing] an X-Factor to increase the incentive for cost reduction; modify[ing] the rules for below-cost
products; defin[ing] more products and price points within classes and products; or us[ing] a quality-of-
service adjusted price cap.” 2018 NPPC et al. Comments at 27 n.23.
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authority to revise its regulations under subsection (a). 39 U.S.C. § 3622(a). Given
that, if the scope of the Commission’s authority under paragraph (d)(3) were no greater
than the scope of its authority under subsection (a), then paragraph (d)(3) would seem
to serve no purpose. Likewise, if Congress had concluded that the mandatory features
were necessary to achieve the statutory objectives and factors, then paragraph (d)(3)
would seem to serve no purpose.’’ Such an interpretation would run counter to the
fundamental principle that statutes should be read as a whole, and a statute should not
be interpreted so as to render any part of it inoperative.”® Construing paragraph (d)(3)
as having no greater scope than subsection (a) would drain paragraph (d)(3) of any
power independent of the standing discretionary authority the Commission already
enjoys to change its implementing regulations under subsection (a). Order No. 5337 at
42-43.

Contrary to the arguments of commenters, both the text and structure of section
3622 make the purpose of paragraph (d)(3) clear. The Commission was provided
general authority to set up and periodically recalibrate the ratemaking system in its initial
form under subsection (a), which was required to include certain mandatory features.
The Commission was also provided specific authority pursuant to paragraph (d)(3) to
review the ratemaking system established under subsection (a) after 10 years and
modify or replace any part of it, including the mandatory features, as necessary to

77 The Commission does not find that it is reasonable to conclude that Congress required the
Commission to conduct a detailed review of the ratemaking system in light of the statutory objectives and
factors and make written findings with respect to that review using notice-and-comment rulemaking
procedures if Congress did not simultaneously envision the possibility of the ratemaking system in its
initial form being subject to change.

78 Order No. 5337 at 42 (citing Safeco Ins. Co. of Am. v. Burr, 551 U.S. 47, 59-60 (2007)
(rejecting an interpretation that would render a word superfluous and incompatible with the statutory
structure); Montclair v. Ramsdell, 107 U.S. 147, 152 (1883) (“It is the duty of the court to give effect, if
possible, to every clause and word of a statute, avoiding, if it may be, any construction which implies that
the legislature was ignorant of the meaning of the language it employed.”).
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achieve the PAEA’s statutory objectives. Order No. 4258 at 17; Order No. 5337 at 36-
37.

Moreover, paragraph (d)(3) was the result of a legislative compromise intended
to obtain 10 years of rate stability, followed by a Commission-led review of the
ratemaking system and, if warranted, modification of the ratemaking system or the
adoption of an alternative ratemaking system in order to achieve the statutory
objectives. Order No. 4258 at 17; Order No. 5337 at 43. Reading paragraph (d)(3) to
confer authority on the Commission that is no greater than the scope of the
Commission’s authority under subsection (a) would be contrary to this purpose. Order
No. 4258 at 17-18. Any suggested interpretation of a statute’s plain language must give

way if it would conflict with Congress’s manifest purposes.”®

In disputing the Commission’s authority under paragraph (d)(3) to modify or
replace the CPI-U price cap, ANM et al. in response to Order No. 5337 assert that
“Congress...does not alter the fundamental details of a regulatory scheme in vague
terms or ancillary provisions...,” and “[rlepeals by implication are very much
disfavored.”® However, for the reasons stated above, this characterization of
paragraph (d)(3) and its role within the PAEA’s regulatory scheme is fundamentally
flawed. The text and structure of section 3622, as confirmed by its legislative history,
demonstrate, quite to the contrary, that paragraph (d)(3) forms a central component of
what Congress envisioned. As a result, the theoretical removal of the provisions
contained in paragraphs (d)(1) and (d)(2) from the ratemaking system would not be a
“repeal by implication.” See ANM et al. Comments at 94-95. Paragraph (d)(3) does not

79 Order No. 4258 at 18 (citing Sullivan v. Hudson, 490 U.S. 877, 890 (1989) (“Congress cannot
lightly be assumed to have intended” a result that would “frustrat[e]...the very purposes” of the statute);
Dep’t of Revenue of Or. v. ACF Indus. Inc., 510 U.S. 332, 340 (1994) (No sound approach to statutory
interpretation would attribute to Congress an intent to “subvert the statutory plan[.]”).

80 ANM et al. Comments at 94-95 (quoting Whitman v. Am. Trucking Ass’ns, 531 U.S. 457, 468
(2001); Fogg v. Gonzalez, 492 F.3d 447, 453 (D.C. Cir. 2007) (citation omitted)).
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repeal anything; it expressly authorizes the Commission to take action to execute the
law by remedying a failure to achieve the PAEA’s statutory objectives, including, if

necessary, by adopting an alternative to the existing CPI-U price cap system.

ANM et al. also criticize Order No. 5337’s explanation of the relationship between
subsection (a), subsections (b) and (c), and paragraph (d)(3), stating that “[t]here
is...nothing in the statute that relegates the objectives and factors to a mere
‘background role’ under subsection (a) and promotes them to a ‘primary role’ during the
ten-year review required by paragraph (d)(3).” Id. at 95-97. However, as explained
above, the purpose of paragraph (d)(3) is to ensure that the statutory objectives
appearing in subsection (b) are being met. It was in this sense that the Commission in
Order No. 5337 referred to the statutory objectives as occupying a more “primary” role
in the paragraph (d)(3) context. See Order No. 5337 at 37.

In response to Order No. 5337, Mailers Hub LLC (Mailers Hub) suggests that
while the Commission is legally required to develop remedial prescriptions if its
paragraph (d)(3) review finds that the ratemaking system is not achieving the statutory
objectives, taking into account the statutory factors, the Commission has discretion to
defer implementation of those remedial measures if they “would be harmful and
counterproductive.” Mailers Hub Comments at 10-11. The Commission of course
recognizes that by virtue of paragraph (d)(3)’s use of the word “may,” the Commission
has discretion as to whether to implement changes to the ratemaking system under
paragraph (d)(3). However, the Commission disagrees with Mailers Hub’s assertion
that the modifications the Commission is adopting, which are relatively modest in scope,
will be harmful or counterproductive. The Commission has appropriately balanced the
statutory objectives and has considered arguments regarding the possibility that
increased rate adjustment authority could lead to volume losses that could harm the
Postal Service’s finances. The Commission has found such concerns to be
unwarranted. See Sections IV.C.1., V.C.1,, and XIII.E., infra.
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In sum, given the overwhelming consensus of section 3622’s text, structure,
purpose, and legislative history as to what Congress intended and envisioned,
commenters opposing the Commission’s interpretation of section 3622 have failed to
demonstrate that their alternative interpretations are plausible at all, much less that they

unambiguously foreclose the Commission’s interpretation.8!

Nevertheless, despite the Commission’s clear legal authority to adopt an
alternative ratemaking system, the final rules implemented in this Order serve to modify,
rather than replace, the existing ratemaking system. See Order No. 5337 at 33-35. The
relatively narrow approach that the Commission has taken seeks to preserve the
ratemaking system in its initial form to the greatest extent possible, while at the same
time making modifications necessary to achieve the statutory objectives that are
responsive to the system’s failings. The Commission is not jettisoning the CPI-U price
cap; it is implementing adjustments to the CPI-U price cap that remain consistent with

price cap theory. Id. at 34. Price cap formulas have generally started with a measure of

81 See, e.g., Petit, 675 F.3d at 781 (to prevail under Chevron step one, a challenger “must do
more than offer a reasonable or, even the best, interpretation [of the statute in question].” (quoting Village
of Barrington, Ill. v. Surface Transp. Bd., 636 F.3d 650, 661 (D.C. Cir. 2011)) (internal marks omitted).
“Instead, they ‘must show that the statute unambiguously forecloses the [agency’s] interpretation.” Petit,
675 F.3d at 781 (emphasis in original) (quoting Village of Barrington, 636 F.3d at 661). “[T]hey must
demonstrate that the challenged term is susceptible of only [one] possible interpretation.” Petit, 675 F.3d
at 781 (quoting Shalala, 192 F.3d at 1015 (internal marks and citation omitted)).

The Commission notes that other commenters have generally supported its interpretation of
paragraph (d)(3), at least insofar as it pertains to section 3622’s price cap provisions. See Comments of
the United States Postal Service, March 20, 2017, at 19-20 (2017 Postal Service Comments); Comments
of the Public Representative, March 21, 2017, at 29-30 (2017 PR Comments); Comments of the
American Postal Workers Union, AFL-CIO, March 20, 2017, at 5-6 (2017 APWU Comments); Comments
of the National Association of Letter Carriers, AFL-CIO, March 20, 2017, at 16-17 (2017 NALC
Comments); Initial Comments of the United States Postal Service in Response to Order No. 4258, March
1, 2018, at 11-12 (2018 Postal Service Comments); Reply Comments of the United States Postal Service
in Response to Order No. 4258, March 30, 2018, at 7-19 (2018 Postal Service Reply Comments); Reply
Comments of the Public Representative, March 30, 2018, at 8-9 (2018 PR Reply Comments). In
response to Order No. 5337, two separate commenters, NPMHU and the Postal Service, support the
Commission’s interpretation of paragraph (d)(3). NPMHU Comments at 2; Postal Service Reply
Comments at 8.
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inflation (called the inflation factor), such as the CPI-U index, which the final rules
retain.®?2 Many of these price cap formulas have also included various adjustments to
the inflation factor, which the final rules for the first time introduce into the ratemaking
system’s design.?3 Based on the Commission’s findings in Order No. 4257, the
Commission has determined that adjustment factors are now necessary to remedy the
existing ratemaking system’s failure to achieve the statutory objectives, taking into
account the statutory factors. Order No. 5337 at 34. The adjustments being adopted in
this Order generally maintain an inflation-based price cap using the CPI-U index, while
also remediating aspects of the existing ratemaking system that have proven to be
inadequate to achieve the statutory objectives. Id. at 35. However, as explained supra,
even if the Commission’s proposal were to be construed as an “alternative system,” the

Commission has the authority under paragraph (d)(3) to implement such a change.

82 |d. at 34 (citing United States Postal Service, Office of Inspector General, Report No. RARC-
WP-13-007, Revisiting the CPI-Only Price Cap Formula, April 12, 2013, at 46, available at:
https://www.uspsoig.gov/sites/default/files/document-library-files/2015/rarc-wp-13-007_0.pdf (RARC-WP-
13-007)).

83 Order No. 5337 at 34. As explained in Order No. 5337, most price cap formulas include an “X-
factor” to offset productivity growth. See RARC-WP-13-007 at 45; United States Postal Service, Office of
Inspector General, Risk Analysis Research Center, Report No. RARC-WP-17-003, Lessons in Price
Regulation from International Posts, February 8, 2017, Appendix A at 16, available at:
https://www.uspsoig.gov/sites/default/files/document-library-files/2017/RARC-WP-17-003.pdf; David E.M.
Sappington, Price Regulation and Incentives, Body of Knowledge on Infrastructure Regulation (December
2000), at 14, available at: http://regulationbodyofknowledge.org/wp-
content/uploads/2013/03/Sappington_Price_Regulation_and.pdf. Price cap plans also may regulate
service quality using a reward- or penalty-style “Q-factor.” See Sappington (2000) at 14-15, 51,
Copenhagen Economics, Postal Quality and Price Regulation, March 29, 2017, at 18 n.19 (Copenhagen
Economics Report). Other adjustment factors include a “Y-factor” to address recurring exogenous costs,
or a “Z-factor” to address an exogenous one-time cost. See RARC-WP-13-007 at 16.
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2. If any ambiguity exists, it is reasonable to construe the CPI-U price
cap as part of the system subject to review and potential
modification or replacement by the Commission.

In the alternative, the PAEA is at most ambiguous on the question of whether the
adjustments to the CPI-U price cap proposed by the Commission are within the scope
of the phrase “make such modification or adopt such alternative system for regulating
rates and classes for market-dominant products as necessary to achieve the
objectives.” See 39 U.S.C. § 3622(d)(3). At Chevron step two, courts “ask ‘whether the
agency’s [interpretation] is based on a permissible construction of the statute.” Petit,
675 F.3d at 785 (quoting Chevron, 467 U.S. at 843). Courts consider “whether the
[agency] has reasonably explained how the permissible interpretation it chose is
‘rationally related to the goals of’ the statute.” Petit, 675 F.3d at 785 (quoting Village of
Barrington, 636 F.3d at 665 (internal marks omitted)). “If the statute is ambiguous
enough to permit the agency’s reading,...[courts will generally] defer to that

interpretation so long as it is reasonable.”8

To the extent that paragraph (d)(3) may be ambiguous, the Commission’s
interpretation articulated above is reasonable and thus would be entitled to Chevron
deference.®> The same analysis set out above with regard to Chevron step one would

be equally applicable to explain how the Commission’s interpretation of section 3622 is

84 Nat'| Cable & Telecomms. Ass’n v. FCC, 567 F.3d 659, 663 (D.C. Cir. 2009) (citing Consumer
Elecs. Ass’nv. FCC, 347 F.3d 291, 299 (D.C. Cir. 2003)).

85 An agency may argue in the alternative as to whether its reading of a statute is proper under
Chevron step one or Chevron step two. See, e.g., United Parcel Serv., Inc. v. Postal Reg. Comm’n, 890
F.3d 1053, 1063 (D.C. Cir. 2018) (“Given our conclusion that the Commission’s reading of ‘institutional
costs’ is reasonable and so merits our deference [under Chevron step two], we need not consider the
Commission’s argument that, under Chevron [step one], its reading is not only permissible, but also
unambiguously correct.”); Decatur Cty. Gen. Hosp. v. Johnson, 602 F. Supp. 2d 176, 186 n.6 (D.D.C.
2009) (holding that agency’s decision to apply cost reduction factors to base year costs was entitled to
deference under Chevron step two, where the agency also provided an alternative justification under
Chevron step one).



Docket No. RM2017-3 -61- Order No. 5763

consistent with the statute’s text, context, structure, purpose, and legislative history, and

is thus reasonable.

Furthermore, to the extent that any ambiguity exists with regard to paragraph
(d)(3), it is permissible to use Senator Collins’ floor statement as an interpretative aid
and reasonable to conclude from that statement that paragraph (d)(3) permits the
Commission to modify or replace the price cap provisions. Order No. 5337 at 45.
Following the passage of two different postal reform bills, key members of the House
and the Senate (including Senator Collins) negotiated a compromise.®® The final text of
the PAEA was introduced in a new bill and was approved without amendment by both
the House and the Senate.8” As to the compromise nature of the PAEA, Senator
Collins stated:

This compromise is not perfect and, indeed, earlier tonight, there were
issues raised by the appropriators—legitimate issues—that threatened at
one point to derail the bill again. It has been a delicate compromise to
satisfy all of the competing concerns. Everyone has had to compromise,
but I think we have come up with a good bill. This compromise will help
ensure a strong financial future for the U.S. Postal Service and the many
sectors of our economy that rely on its services, and it reaffirms our
commitment to the principle of universal service that | believe is
absolutely vital to this institution.88

Senator Thomas Carper also confirmed that the final bill was “a difficult compromise.”®

86 151 Cong. Rec. H6511, H6548-H6549 (daily ed. July 26, 2005) (Roll Call No. 430) (reflecting a
vote of 410-20 in the House); 152 Cong. Rec. S898, S927-S942 (daily ed. Feb. 9, 2006) (reflecting
approval by unanimous consent in the Senate); 152 Cong. Rec. H9160, H9179 (daily ed. Dec. 8, 2006)
(statement of Rep. Tom Davis).

87 152 Cong. Rec. H9160-H9182 (daily ed. Dec. 8, 2006); 152 Cong. Rec. S11,821-S11,822
(daily ed. Dec. 8, 2006); see 152 Cong. Rec. D1153, D1162 (daily digest, Dec. 8, 2006).

88 152 Cong. Rec. S11,674, S11,675 (daily ed. Dec. 8, 2006) (statement of Sen. Collins)
(emphasis added).

89152 Cong. Rec. S11,674, S11,675 (daily ed. Dec. 8, 2006) (statement of Sen. Carper).
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Paragraph (d)(3) first appeared in this final version, and it was not addressed in
any hearings or committee reports.®® Neither the presidential signing statement nor any
other floor statements addressed paragraph (d)(3).°* Accordingly, Senator Collins’ floor
statement is the best source of legislative history to shed light on the purpose of
paragraph (d)(3).%? Specifically, Senator Collins remarked:

The Postal Service will have much more flexibility, but the rates will be
capped at the CPI. That is an important element of providing 10 years of
predictable, affordable rates, which will help every customer of the Postal
Service plan. After 10 years, the Postal Regulatory Commission will
review the rate cap and, if necessary, and following a notice and
comment period, the Commission will be authorized to modify or adopt
an alternative system.

While this bill provides for a decade of rate stability, | continue to believe
that the preferable approach was the permanent flexible rate cap that
was included in the Senate-passed version of this legislation. But, on
balance, this bill is simply too important, and that is why we have
reached this compromise to allow it to pass. We at least will see a
decade of rate stability, and | believe the Postal [Regulatory]
Commission, at the end of that decade, may well decide that it is best to
continue with a CPI rate cap in place. Itis also, obviously, possible for
Congress to act to reimpose the rate cap after it expires. But this
legislation is simply too vital to our economy to pass on a decade of
stability. The consequences of no legislation would be disastrous for the
Postal Service, its employees, and its customers.®3

Senator Collins’ statement confirms that paragraph (d)(3) was a part of a
legislative compromise that required the price cap “Requirements” to remain in place for

10 years, and then allowed the Commission the opportunity to review the effectiveness

% H.R. 6407, 109th Cong., at 7 (2006); Order No. 4258 at 21; Order No. 5337 at 45-46.

91 Statement on Signing the Postal Accountability and Enhancement Act, 42 Weekly Comp. Pres.
Doc. 2196-2197 (Dec. 20, 2006), 2006 U.S.C.C.A.N. S76 (2006); 152 Cong. Rec. H9160-H9182 (daily
ed. Dec. 8, 2006); 152 Cong. Rec. S11,674-S11,677, S11,821-S11,822 (daily ed. Dec. 8, 2006).

92 Order No. 5337 at 46. Numerous commenters have expressed agreement with the
Commission’s interpretation of the PAEA’s legislative history. See 2017 Postal Service Comments at 21-
22; 2017 NALC Comments at 16; 2017 APWU Comments at 5-6; 2018 Postal Service Comments at 11-
12; 2018 Postal Service Reply Comments at 14-15.

98 152 Cong. Rec. S11,674, S11,675 (daily ed. Dec. 8, 2006) (statement of Sen. Collins)
(emphasis added).
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of the ratemaking system and potentially design a modified or alternative ratemaking
system.%* Senator Collins’ statement confirms that the congressional sponsors of the
PAEA contemplated that the Commission would have broad discretion following its
paragraph (d)(3) review—including deciding whether to maintain the price cap in its
existing form, modify it, or replace it. Order No. 5337 at 46-47. That Senator Collins
believed that Congress might need to “reimpose the rate cap after it expires” clearly
evidences recognition that the Commission would have the authority following its
paragraph (d)(3) review to eliminate the price cap through potential modification of the
ratemaking system or through the adoption of an alternative ratemaking system. The
statement also confirms that Congress did not consider the CPI-U price cap to be a

permanent or immutable requirement of the ratemaking system.

Senator Collins’ floor statement demonstrates that Congress contemplated the
breadth of the Commission’s authority to review and, if needed, to modify or replace the
ratemaking system if the Commission determined that the existing system was not
achieving the statutory objectives. Order No. 4258 at 22-23; Order No. 5337 at 46-47.
Senator Collins’ statement confirms that Congress considered the CPI-U price cap to be
a part of the system subject to the Commission’s authority under paragraph (d)(3).
Order No. 4258 at 22-23; Order No. 5337 at 46-47. Moreover, the statement negates
any interpretation that paragraph (d)(3) was intended to deny the Commission the
authority to modify or replace the CPI-U price cap. Senator Collins explained that the
PAEA guaranteed that the CPI-U price cap would exist for a minimum of 10 years.%
Senator Collins explained that the 10-year review would occur and discussed potential
outcomes: either the Commission would decide to retain the CPI-U price cap in its
current form; the Commission would decide to modify the CPI-U price cap; or the

94 It is worth noting that it was Senator Collins who introduced the initial bill in the Senate which
contained the “requirement” language with regard to the CPI-U price cap. As a result, her statement in
the Congressional Record is particularly probative as to the intended meaning of paragraph (d)(3).

9 152 Cong. Rec. S11,674-S11,675 (daily ed. Dec. 8, 2006) (statement of Sen. Collins).
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Commission would decide to replace the CPI-U price cap system with an alternative
system (subject, of course, to the possibility that Congress could elect to reinstate the
CPI-U price cap through legislation). Order No. 5337 at 46-47. This statement directly
rebuts any suggested interpretation that the drafters of the PAEA intended for the
Commission’s 10-year review to redress only technical or procedural issues with regard
to implementing the CPI-U price cap, which would be the case if the scope of the
Commission’s rulemaking authority under paragraph (d)(3) were limited to the scope of
its rulemaking authority under subsection (a). Id. at 47. Therefore, if section 3622 is
deemed to be ambiguous, the legislative history confirms the reasonableness of the
Commission’s interpretation of its statutory authority to modify the ratemaking system or

adopt an alternative ratemaking system. Id.

Commenters have asserted that Senator Collins’ statement must be disregarded
because it is not an authoritative expression of legislative intent (such as an official
committee report).?® They have also asserted that Senator Collins’ statement is
inconsistent with the longstanding role of Congress in managing the postal system.
2018 NPPC et al. Comments at 29. They have stated that the compromise embodied in
the PAEA “could well have been to require the Commission to review the operation of
the rate system after 10 years and evaluate how to modify it to improve performance
while still retaining the CPI-based limitation.” 2018 ANM et al. Comments at 25. In
response to Order No. 5337, ANM et al. continue to argue that “regardless of what
Senator Collins said on the Senate floor...[that] statement cannot override the plain text
of the statute.” ANM et al. Comments at 103.

However, floor statements by key individuals, such as legislative sponsors,

especially where no legislators offered contrary views, help illuminate the purpose of a

9% See 2018 ABA Comments at 6; 2018 ANM et al. Comments at 25-26; 2018 NPPC et al.
Comments at 28-29.
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piece of legislation.®” Floor statements are particularly instructive in clarifying the
purpose of language where no other evidence of legislative intent exists.®® Moreover,
“[s]ection 3622 fits within a history of Congressional delegations of decision-making
authority concerning postal matters, including ratemaking.” Order No. 5337 at 47
(quoting 2018 Postal Service Reply Comments at 16). Furthermore, as Senator Collins
expressly stated, Congress may re-impose the CPI-U price cap at any time.*°
Particularly in this instance where the sole source of legislative history is uncontradicted
and is consistent with the Commission’s interpretation of the text and structure of

section 3622, the Commission’s interpretation must be accorded substantial deference.

Commenters have also asserted that the Commission’s interpretation of

paragraph (d)(3) conflicts with statements the Commission has made in the past.1% In

97 Order No. 5337 at 45; see Fed. Energy Admin. v. Algonquin SNG, Inc., 426 U.S. 548, 564
(1976) (finding that an uncontradicted floor statement by of one of the legislation's sponsors “deserves to
be accorded substantial weight in interpreting the statute”).

%8 Order No. 5337 at 45; see North Haven Bd. of Educ. v. Bell, 456 U.S. 512, 526-527 (1982)
(finding remarks on the Senate floor by “the sponsor of the language ultimately enacted[ ] are an
authoritative guide to the statute’s construction” where no committee report addressed the provisions at
issue); St. Louis Fuel & Supply Co. v. FERC, 890 F.2d 446, 449 (D.C. Cir. 1989) (finding that sponsors’
floor statements were “the only evidence of congressional intent,” and concluding that such remarks

“necessarily have some force” and “carry ‘substantial weight”” (internal citation omitted)).

99 Order No. 5337 at 47 (citing 152 Cong. Rec. S11,674-S11,675 (daily ed. Dec. 8, 2006)
(statement of Sen. Collins)).

100 2014 ANM et al. White Paper at 12-14 (citing Docket No. RM2009-3, Order Adopting
Analytical Principles Regarding Workshare Discount Methodology, September 14, 2010 (Order No. 536);
Docket No. ACR2010, Annual Compliance Determination, March 29, 2011 (FY 2010 ACD); Docket No.
ACR2010R, Order on Remand, August 9, 2012 (Order No. 1427); Docket No. ACR2011, Annual
Compliance Determination, March 28, 2012, at 17 (FY 2011 ACD)); 2017 ABA Comments at 8 (citing
Docket No. R2010-4, Order Denying Request for Exigent Rate Adjustments, September 20, 2010 (Order
No. 547); 2017 MMA et al. Comments at 15-16 (citing FY 2010 ACD); 2018 ABA Comments at 5 n.4
(citing Order No. 547); 2018 ANM et al. Comments at 13-15, 18, 27-29 (citing Docket No. RM2007-1,
Regulations Establishing System of Ratemaking, August 15, 2007 (Order No. 26); Order No. 536; Order
No. 547; Order No. 1427; Docket No. R2010-4R, Order Resolving Issues on Remand, September 20,
2011 (Order No. 864)); 2018 NPPC et al. Comments at 26 (citing Order No. 547; Order No. 536; FY 2010
ACD).
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response to Order No. 5337, ANM et al. identify two additional such statements.1%!
They contend that “[a]n agency cannot typically abandon an earlier position..., but is

instead ‘obligated to supply a reasoned analysis for the change.”1%2

In terms of the two-step Chevron framework, if a court were to decide this issue
at Chevron step one, prior orders of the Commission would not be dispositive.1% In the
alternative that a court were to evaluate this issue under Chevron step two to determine
whether the Commission should be accorded deference, it is important to recognize that
“[a]n initial agency interpretation is not instantly carved in stone.” Chevron, 467 U.S. at
863. Agencies “must consider varying interpretations and the wisdom of [their] polic[ies]
on a continuing basis.” Id. at 863-864. Nevertheless, the Commission has not changed
its interpretation or its position because, as the Commission has explained in prior
orders, none of the statements cited by commenters were an interpretation of paragraph
(d)(3)—they were all statements addressing the contours of the ratemaking system
promulgated under subsection (a) in its initial form. Order No. 4258 at 18; Order No.
5337 at 47-53.

This is also true of the two additional statements identified by ANM et al. They
cite to statements from Order No. 547 and Order No. 1926 to the effect that changes in
circumstances, such as volume declines, are generally to be accommodated within the
CPI-U price cap “by reducing costs and increasing efficiencies.” ANM et al. Reply
Comments at 16 (quoting Order No. 1926 at 175). However, as with the other prior
Commission statements that ANM et al. have cited to in this proceeding, these

statements were not interpretations of the Commission’s authority under paragraph

101 ANM et al. Comments at 103-104; ANM et al. Reply Comments at 16 (citing Order No. 547;
Docket No. R2013-11, Order Granting Exigent Price Increase, December 24, 2013 (Order No. 1926)).

102 ANM et al. Comments at 104 (citing Trunkline LNG v. FERC, 921 F.2d 313, 320 (D.C. Cir.
1990) (internal citations omitted)).

103 Order No. 5337 at 47; see Chevron, 467 U.S. at 842-843 (“If the intent of Congress is clear,
that is the end of the matter....”).
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(d)(3). They were made in the context of ratemaking system as it was initially
established under subsection (a). Therefore, the Commission has not changed its

interpretation or its position.

ANM et al. also argue, in response to Order No. 5337, that even if the meaning of
paragraph (d)(3) is ambiguous, “[m]ere ambiguity in a statute is not evidence of
congressional delegation of authority.”** They assert that the Commission’s
interpretation will lead to “unprecedented” rate increases and volume losses, which

cannot be what Congress intended.1%

However, explicit delegations of authority are typically found where “Congress
has expressly delegated to [an agency] the authority to prescribe regulations containing
‘such...provisions’ as, in the judgment of the [agency], ‘are necessary or proper to
effectuate the purposes of [the authorizing statute]....””*%¢ Paragraph (d)(3) empowers
the Commission to “by regulation, make such modification or adopt such alternative
system for regulating rates and classes for market-dominant products as necessary to
achieve the objectives.” 39 U.S.C. § 3622(d)(3) (emphasis added). This is a clear
delegation of authority by Congress. Furthermore, as with Mailers Hub’s comments, the
Commission disagrees with the assertion that the modifications the Commission is
adopting, which are relatively modest in scope, will be harmful or counterproductive.
The Commission has considered arguments regarding the possibility that increased rate

adjustment authority could lead to volume losses that could harm the Postal Service’s

104 ANM et al. Comments at 100 (citing Am. Bar Ass’nv. FTC, 430 F.3d 457, 469 (D.C. Cir. 2005)
(internal citation and marks omitted)).

105 ANM et al. Comments at 101 (citing Bechtel Constr., Inc. v. United Bhd. of Carpenters
& Joiners of Am., 812 F.2d 1220, 1225 (9th Cir. 1987) (court should avoid construction establishing
illogical, unjust, or capricious statutory scheme)).

106 Household Credit Servs., Inc. v. Pfennig, 541 U.S. 232, 238 (2004) (internal citations omitted).
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finances, and has found such concerns to be unwarranted. See Sections IVV.C.1.,
V.C.1., and XIII.E., infra.

In sum, even if paragraph (d)(3) were construed to be ambiguous, the
Commission’s interpretation of section 3622 is reasonable and permissible and thus

would be entitled to Chevron deference.

C. Workshare Discounts

In addition to price cap adjustments, the Commission is also adopting
modifications to the workshare discount provisions set out in subsection (e) of section
3622. A number of commenters have argued that the workshare discount provisions
are outside the scope of the “system” subject to modification or replacement under
paragraph (d)(3).1°” These commenters have argued that, structurally, the “system”
subject to review and potential modification or replacement under section 3622 consists
only of subsections (a) through (d), with paragraph (d)(3) coming at the tail end.%8
Because subsection (e) comes after paragraph (d)(3), they view it as being outside of
that “system.” Id. These commenters have also argued that the PAEA’s legislative
history demonstrates that Congress did not intend for the requirement that workshare

discounts be prohibited from exceeding their avoided costs to be abrogated. 2017

107 See, e.g., 2017 APWU Comments at 5; 2017 Postal Service Comments at 19, 28-30; 2017
GCA Comments at 36-37; Initial Comments of the Greeting Card Association, March 1, 2018 at 1 n.1
(2018 GCA Comments); 2018 Postal Service Reply Comments at 108 n.285, 111 n.292. Other
commenters have supported the Commission’s interpretation of its legal authority with regard to
workshare discounts. See 2017 ABA Comments at 11; 2017 ANM et al. Comments at 11-12, 82;
Comments of the Honorable Jason Chaffetz and the Honorable Mark Meadows of the U.S. House of
Representatives Committee on Oversight and Government Reform, March 20, 2017, at 2 (2017 Chairman
Chaffetz and Chairman Meadows Comments); 2017 MMA Comments at 19, 71; Comments of Pitney
Bowes Inc., March 20, 2017, at 3-4 (2017 Pitney Bowes Comments); Comments of the Parcel Shippers
Association Pursuant to Commission Order No. 3673, March 20, 2017, at 6 (2017 PSA Comments); 2018
ANM et al. Reply Comments at 73-74; 2018 NPPC et al. Reply Comments at 5; 2018 Pitney Bowes
Comments.

108 2017 Postal Service Comments at 19, 28-29; 2017 APWU Comments at 5; 2017 GCA
Comments at 37-38.
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Postal Service Comments at 30-31; 2017 GCA Comments at 34. These commenters
have cited prior statements by the Commission that they claim corroborate their view
that the workshare discount provisions are separate and distinct from the other parts of
the “system” under section 3622. 2017 Postal Service Comments at 32 (citing Order
No. 536); 2017 GCA Comments at 36 (same).

However, subsection (e), like the other parts of section 3622, is part of the
system subject to review and potential modification or replacement under paragraph
(d)(3). Paragraph (d)(3) instructs the Commission to “review the system for regulating
rates and classes for market-dominant products established under this section....”

39 U.S.C. § 3622(d)(3) (emphasis added). This phrase clearly and unambiguously
encompasses section 3622 in its entirety, including subsection (e). Order No. 4258 at
18. This conclusion derives from both the plain meaning of the term “section,” as well
as the fact that within section 3622 there is a clear differentiation made between
“sections” and “subsections.”® If Congress had wished to limit the system subject to
review and potential modification or replacement to subsections (a) through (d), it could

have done so.

In addition, one of the statutory factors in subsection (c) that the Commission is
required to consider when establishing or reviewing the ratemaking system is “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....” 39 U.S.C. § 3622(c)(5).
Subsection (e) defines workshare discounts as discounts mailers receive for additional
preparation of mailpieces, such as “presorting, prebarcoding, handling, or
transportation....” See 39 U.S.C. § 3622(e)(1). Itis clear that Factor 5 is referring to

workshare discounts. Thus, contrary to the structural arguments advanced by

109 Order No. 4258 at 18-29; see 39 U.S.C. § 3622(d)(3) (“[T]he Commission shall review the
system for regulating rates and classes for market-dominant products established under this section to
determine if the system is achieving the objectives in subsection (b), taking into account the factors in
subsection (c).”) (emphasis added).
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commenters, the workshare discount provisions are expressly recognized within
subsections (a) through (d), which even under the commenters’ interpretation are part of
the “system.” Therefore, the workshare discount provisions are plainly part of the
ratemaking system subject to review and possible modification or replacement under
paragraph (d)(3), and any analysis of the issue need go no further than Chevron step
one. Order No. 4258 at 19; Order No. 5337 at 57. However, even if the question were
found to be ambiguous, the Commission would still be entitled to deference under
Chevron step two given its reasonable and permissible construction of the PAEA.

Order No. 5337 at 57.

In addition, even if a court found that paragraph (d)(3) did not authorize the
worksharing modifications, the changes to the workshare discount provisions that the
Commission is adopting are within the scope of the Commission’s standing rulemaking
authority (under 39 U.S.C. §§ 3622(a) and 503) and are consistent with the
Commission’s specific authority to regulate excessive workshare discounts under
section 3622, subsection (e). Id. at 57-58. Subsection (e) is silent with regard to
workshare discounts set lower than avoided costs and therefore does not clearly
foreclose the regulation of workshare discounts set lower than avoided costs. Id. at 58.
Furthermore, the Commission’s interpretation “is ‘rationally related to the goals of” the
PAEA. Id. (citing Petit, 675 F.3d at 781). Accordingly, the Commission has multiple
sources of authority to support addressing workshare discounts in this proceeding.
Order No. 5337 at 58.

D. Annual Compliance Reporting Requirements

The Commission is also modifying the reporting requirements codified at 39
C.F.R. parts 3050 (Periodic Reporting) and 3055 (Service Performance and Customer
Satisfaction Reporting). These modifications both further the achievement of the
PAEA’s statutory objectives and conform with the changes proposed to 39 C.F.R. part
3030 (Regulation of Rates for Market Dominant Products). Additionally, they are
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separately authorized under the Commission’s specific authority to “prescribe the
content and form of the public reports...to be provided by the Postal Service [as part of
its ACR].” 39 U.S.C. § 3652(e)(1). These changes will ensure that the Commission can
evaluate the Postal Service’s compliance with the new regulations proposed in part
3030 and will further the public interest in transparency with respect to the Postal
Service’s finances, service standards, and efficiency. 39 U.S.C. § 3652(e)(2)(C).
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V. DENSITY-BASED RATE AUTHORITY

A. Introduction

In Order No. 5337, the Commission sought comments on its proposal to allocate
additional Market Dominant rate authority based on the unavoidable increase in per-unit
costs caused by the decline in mail density. See Order No. 5337 at 63-80. This
additional density-based rate authority, along with the retirement-based rate authority,
was created to address critical comments that the Commission’s prior proposal to
annually allocate 2 percentage points of supplemental rate authority was not tied to
specific drivers of the Postal Service’s losses. Id. at 60. The Commission has carefully
considered the comments received on Order No. 5337, and now implements the
density-based rate authority as proposed, with one change to permit banking of unused

density-based rate authority.0

The Commission has identified the portion of the increase in per-unit costs
caused by the decline of mail density as a specific driver of the Postal Service’s net
losses, and has determined that this increase is largely beyond the Postal Service’s
control. Order No. 5337 at 62-63; see also Section IV.C.1., infra. Put simply, when the
Postal Service delivers fewer mailpieces to more delivery points, those costs which are
driven by factors other than marginal changes in volume are spread over fewer pieces,
necessarily increasing the per-unit cost. The loss of its economies of density means
that the Postal Service’s per-unit costs will be unavoidably higher than they were before

the decline in density. See Section IV.B.1., infra.

The density-based rate authority modifies the existing price cap to include
additional Market Dominant rate authority calculated to approximate the amount that

per-unit costs would be expected to increase as mail density declines, using the prior

110 For a discussion of the change, see Section IV.C.1., infra.
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year’s decline in density to determine the amount of density-based rate authority.'!

The formula uses the negative of the institutional cost ratio as a proxy for the elasticity
of per-unit costs with respect to density, and multiplies that ratio by the measured
change in density to approximate the increase in per-unit costs driven by the prior year’'s

decline in density.

While the loss of density the Postal Service experiences is directly observable,
the exact change to network costs due to loss in density cannot be directly observed.
The Commission’s density-based rate authority formula, therefore, calculates the effect
on network costs using a ratio that is a reasonable approximation of the elasticity of per-
unit costs with respect to density, i.e., the expected increase in unit costs that results
from a loss in density.11? Utilizing this proxy that provides the expected increase in per-
unit costs, rather than an observed increase has an advantage, namely that the density-
based rate authority retains the Postal Service’s existing incentives to reduce costs. To
the extent that the Postal Service is able to offset some of this unavoidable increase
through efficiency improvements in other areas, the design of the density-based rate

authority preserves its incentive to do so.

To protect Market Dominant mailers, the formula for the density-based rate
authority looks at both the change in Market Dominant volume, and the change in total
volume (including Competitive products) when calculating the density-based rate
authority, and uses whichever measure provides less total rate authority. This permits
Market Dominant mailers to benefit from reduced density-based rate authority when

111 If volume increases at the same pace as delivery points, there will be no change in mail
density, and thus the amount of density-based rate authority will be zero. If density increases, the
formula for the density-based rate authority sets the amount of additional authority to zero. See Section
IV.B.2., infra.

112 To reiterate, the Commission’s use of the term “expected” is due to this use of an
approximation of a cost elasticity to estimate the increase in unit costs driven by the prior year’s decline in
density. Itis not a forecast of future results. This temporal aspect of the density-based rate authority is
similar to that of the CPI-U price cap, which provides rate authority based on the change in CPI-U over
the prior 12 months, rather than a forecast of inflation.



Docket No. RM2017-3 -74 - Order No. 5763

Competitive products experience more favorable changes in volume than Market
Dominant products, and protects Market Dominant mailers from increased density-
based rate authority when Competitive products experience less-favorable changes in

volume.

The Commission concludes that the density-based rate authority is a necessary
improvement to the existing system for regulating rates and classes for Market
Dominant products, with the other proposed modifications, in order to enable the system
to achieve the objectives of 39 U.S.C.§ 3622(b). See Chapter XllI., infra.

B. Background

1. Economies of Density in Network Industries

A network industry is one in which goods and services are provided over a
geographic network of nodes and links.'*3 Delivery of a good or service involves
transporting the good or service across one or more links to reach the destination
node.'* The Postal Service is a multiproduct enterprise operating in a network
industry. It provides mail service over a nationwide network of delivery points and

delivery routes.

A characteristic feature of network industries is the fact that handling multiple
products together leads to important cost advantages.''®> These cost advantages are
referred to as economies. RARC-WP-12-008 at 2. Economies of scale occur when a

113 Claude Crampes, “Network Industries and Network Goods” (September 1997), at 2-3,
available at: http://idei.fr/sites/default/files/medias/doc/by/crampes/network.pdf.

114 Hans-Werner Gottinger, Economies of Network Industries (2003), at 3.

115 United States Postal Service, Office of Inspector General, Report No. RARC-WP-12-008, A
Primer on Postal Costing Issues, March 20, 2012, at 2, available at:
https://www.uspsoig.gov/sites/default/files/document-library-files/2015/rarc-wp-12-008_0.pdf (RARC-WP-
12-008).
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firm enjoys more efficiency from producing more services of the same type—per-unit
costs decline as the scale of the operation increases.® Economies of scope occur
when the firm enjoys more efficiency by producing more types of goods and services—
per-unit costs decline as shared costs are spread over more types of goods and
services. Economies of density occur when a greater volume of goods and services is
provided per network node (delivery points in the case of the Postal Service)—per-unit
costs decline as the costs of reaching each node are spread over a larger volume of

goods and services.'!’

Changes in the volume of mail and the number of delivery points to which the
Postal Service provides service significantly impact the Postal Service’s per-unit costs
over time. As the network of delivery points grows larger, the costs of servicing the
entire network (network costs) increase. These network costs are spread over the total
volume of mailpieces delivered throughout the network. Accordingly, delivering a larger
number of mailpieces within the same network of delivery points has the effect of
spreading the costs of delivery over a larger number of pieces, lowering the per-unit
cost. Increases in mail volume per delivery point therefore decrease per-unit cost, and
conversely, decreases in mail volume per delivery point increase the per-unit cost. See
RARC-WP-13-007 at 4-10.

In postal policy, the scope of delivery service is fixed by law and carved by

custom into the bedrock of American commerce and daily life. Under the current law,

1168 1d.; NERA Economic Consulting, “Economics of Postal Services: Final Report” (July 2004), at
vii, available at: https://www.acm.nl/sites/default/files/old_publication/publicaties/11241 2004-nera-final-
postal-report_en.pdf.

117 See Holmes, Thomas J., “The Diffusion of Wal-Mart and Economies of Density,”
Econometrica, Vol. 79, No. 1 (January, 2011), at 257-258, available at:
http://users.econ.umn.edu/~holmes/papers/ecta7699.pdf.
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mail shall be delivered 6 days per week to virtually every address.''® The mail volume
being carried to each address must bear the entire costs of the network and the
operations needed to serve it. By law, there is no operating subsidy nor is there an

option to unilaterally change the delivery requirements established by statute.

2. Density-Based Rate Authority in the Revised Notice of Proposed
Rulemaking

In Order No. 5337, the Commission responded to criticism that its original
proposal to provide supplemental rate authority in Order No. 4258 was not tied to
specific drivers of the Postal Service’s net losses. Order No. 5337 at 62. Along with the
statutorily mandated amortization payments for particular retirement costs,**° the
Commission identified the portion of the increase in per-unit costs caused by the decline
in mail density as a driver of the Postal Service’s net losses and a primary obstacle to
the Postal Service’s ability to achieve net income.*?® To more precisely target these
loss drivers, the Commission replaced its original supplemental rate authority proposal
of a static 2 percentage points of Market Dominant rate adjustment authority per year
with the density-based and retirement-based rate authorities, each of which use
formulas to annually calculate the appropriate amount of additional rate authority for

each loss driver.121

118 gpecifically, appropriations language included as a rider in each appropriations bill since 1983
requires “that 6-day delivery and rural delivery [of mail] ‘shall continue at not less than the 1983 level.”
Postal Regulatory Commission, Report on Universal Postal Service and the Postal Monopoly, December
19, 2008, at 69, available at: https://www.prc.gov/docs/61/61628/USO%20Report.pdf.

119 See Chapter V., infra.

120 Order No. 5337 at 62; see also id. at 63 (describing the Postal Service and Public
Representative as identifying declines in mail density as a driver of net losses). For an expanded
discussion of the density as a driver of the Postal Service’s net losses, see Section IV.C.1., infra

121 Order No. 5337 at 62-63. Unlike the density-based rate authority, the amount of the
retirement-based rate authority is calculated on an annual basis only during the 5-year phase in period.
Id. at 63.
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The Commission noted that the Postal Service does not directly control the
volume of mail entered into its network, nor does it control the number of delivery points
it must service. Id. at 64. The Commission accordingly concluded that the Postal
Service does not have direct control over the density of mail in its network. Id. The
Commission also explained that volume and delivery points, both components of
density, affect attributable and institutional costs differently and how the portion of
increases in per-unit costs caused by the decline in mail density are not linked to the
rate of inflation, and so the existing inflation-capped ratemaking system does not
provide adequate ratemaking authority to offset the density-driven increase in per-unit
costs. Id. at 70-71.

The Commission discussed how the differences in the way that changes in
density affect attributable costs, which largely vary with volume but are insensitive to the
number of delivery points, and institutional costs, which do not vary with volume but
increase with the number of delivery points, makes the institutional cost ratio particularly
useful for approximating the portion of an increase in per-unit costs that would be

expected as a result of a decline in density.1??

Calculation and implementation. As proposed in Order No. 5337 and
implemented here, the amount of the density-based rate authority would be determined
annually based on the formula described below. As originally proposed, the density-
based rate authority would be available to the Postal Service to use in any rate change
that is implemented within 12 months of the date of the determination. See Order No.
5337 at 79. The Commission has removed that requirement, permitting the Postal
Service to bank available density-based rate authority for use in future years. See
Section IV.C.1., infra.

1221d. at 71. For an expanded discussion of the role of the institutional cost ratio in the formula
for the density-based rate authority, see Appendix A, Section I.A.
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As described in Order No. 5337, the formula for the density-based rate authority
calculates the percentage amount by which per-unit costs would be expected to
increase as a result of the observed year-over-year change in density. Order No. 5337
at 79. That same percentage would then be authorized as additional rate authority for

Market Dominant products. Id.

The year-over-year change in density is calculated in two different ways, once
using total density and once using Market Dominant density—whichever produces less
density-based rate authority will be used as the year-over-year change in density. Id.
The Commission had previously mischaracterized this mechanism as intended to
prevent cross-subsidization of Competitive products by Market Dominant products. See
id. at 72. The term cross-subsidy is not technically accurate in this context, as it refers
specifically to the regulatory oversight of Competitive products. See 39 U.S.C. §
3633(a)(1). However, the rationale behind the mechanism is akin to the rationale
behind preventing cross-subsidy in that the mechanism protects Market Dominant
mailers from being harmed by negative volume changes in Competitive products. The
intent is to protect Market Dominant mailers from having to pay higher rates as the
result of the density-based rate authority if changes in Competitive volume are less
favorable than changes in Market Dominant volume. Conversely, this mechanism
ensures that Market Dominant mailers benefit if changes in Competitive volume are
more favorable than changes in Market Dominant volume. The mechanism also serves
the purpose of more directly aligning the density-based rate authority with the statutory
focus of this rulemaking — that is to make modifications to the Market Dominant system
of ratemaking necessary for the system to achieve the objectives of section 3622.123
This goal of protecting Market Dominant mailers overlaps with the purposes of the

123 gpecifically, this rulemaking adopts final rules modifying the system of ratemaking for Market
Dominant products, and does not modify the regulatory oversight of Competitive products. Because the
Postal Service’s financial position is affected by both Market Dominant and Competitive density, the
limitation of density-based authority described above is both a prudential and precautionary measure.
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statutory prohibition against cross-subsidization found at 39 U.S.C. § 3633(a)(1), but the
statutory authority to implement the density-based rate authority stems from 39 U.S.C. §

3622. See Chapter lll., supra.

Formula. Formula IV-1 shows how the Commission annually calculates the
available amount of density-based rate authority. The measured change in year-over-
year density is multiplied by -1 multiplied by the institutional cost ratio. This product is
the amount by which unit costs are expected to increase as a result of the measured
decline in density. If density does not decline, the amount of density-based rate
authority is zero. The year-over-year change in density is calculated using both total
density and Market Dominant density, and the amount of density-based rate authority
will be based on whichever figure produces less available rate authority.

Formula IV-1: The amount of the density-based rate authority is the greater of

zero and:

ICy
—1
*TC

* %AD[T-1,1]
T

Where,

T = most recently completed fiscal year;

T-1 = fiscal year prior to year T;

ICt = institutional cost in fiscal year T,

TCr = total cost in fiscal year T; and

%ADiT-1,11 = Percentage change in density from fiscal year T-1 to fiscal
year T.
A hypothetical example of the formula in operation can be found in the attached

technical appendix. Appendix A, Section I.B.

C. Commission Analysis

Comments on the density-based rate authority fall into three categories: general
conceptual objections to providing the density-based rate authority; general
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methodological objections regarding how the density-based rate authority is
implemented; and specific comments concerning the formula for the density-based rate

authority. Each group of comments is discussed below.

1. Conceptual Objections to the Density-Based Rate Authority

Objections that the density-based rate authority does not go far enough. The
Postal Service states that the proposed density-based rate authority is not a meaningful
substitution for a recalibration of rates. Postal Service Comments at 7. It suggests that
a rate reset should be based on a broader set of factors than density and retirement,
and advocates for a net-loss based approach as more consistent with established
regulatory practice. Postal Service Reply Comments at 32. APWU similarly suggests
that the density-based rate authority is inadequate to provide financial stability. APWU
Comments at 2-4. NALC recommends that the density proposal should be modified to
account for declines in density since 2009 to address the shortcomings of the existing
rate system and to make the Postal Service whole. NALC Comments at 5. GCA replies
that the Commission makes clear that its proposal is not intended as a true-up, and
instead targets two underlying causes of financial distress: volume erosion and

retirement obligations. GCA Reply Comments at 10.

GCA is correct in stating that the Commission’s proposal is not intended as a
true-up. The intent is to address identified deficiencies in the current price cap system
that contributed to the failure of that system to meet the objectives of 39 U.S.C.

§ 3622(b). The density-based rate authority is specifically intended to address the
future rise in per-unit costs caused by declines in density, but is not intended to
recalibrate rates to reflect the Postal Service’s density at a specific point in time. The
recalibration of rates suggested by the Postal Service goes beyond the scope of

modifying the ratemaking system to address specific deficiencies.
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Objections that the density-based rate authority will counter-productively induce
further volume loss.*?* ABA objects to the proposed density-based rate authority on the
grounds that resulting price increases will result in volume declines and be
counterproductive. ABA Comments at 10. ANM et al. point out that a large feedback
effect resulting from year-over-year rate increases is inherent in the density formula.
ANM et al. Comments at 44. NPPC describes the density-based rate authority as

discouraging volume growth and creating a death spiral.?®

As a foundational matter, the Governors of the Postal Service, not the
Commission, set the rates for postal services, while the Commission establishes and
administers the regulatory system. The law generally permits the Postal Service to set
Market Dominant product prices as long as each product covers its attributable costs
and the average price increase for each class is at or below the CPI-U price cap. The
Postal Service may utilize all of the CPI-U price cap authority, regardless of its costs.
39 U.S.C. § 3642 defines Market Dominant products as those for which “the Postal
Service exercises sufficient market power that it can effectively set the price of such
product substantially above costs, raise prices significantly...without risk of losing a
significant level of business....”t?® The paragraph continues, “[t{jhe competitive category
of products shall consist of all other products.” 1d. § 3642(b)(1). Prices for Competitive

products are not subject to the price cap.

124 For additional comments relating to induced volume loss relating to the retirement-based rate
authority, and the retirement-based rate authority in combination with the density-based rate authority,
see Section V.C.1., infra.

125 NPPC Comments at 36; NPPC Reply Comments at 11. The concept of a “death spiral” refers
to the idea that increased prices will induce losses in volume as price-sensitive mailers send less mail,
and that loss of volume then triggers additional density-based rate authority, which will induce further
volume losses when used.

126 39 U.S.C. § 3642(b)(1). Market Dominant products also include products covered by the
postal monopoly. See id. § 3642(b)(2).
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Thus, title 39 provides that as a general matter, if products are particularly price
sensitive, such that potential price increases could cause significant customer flight, the
correct regulatory response is lighter price regulation, not more.'?’ Even if commenters
opposing the cap modification were correct in their arguments regarding price
sensitivity, their proposed solution is inconsistent with the regulatory approach of title
39. (In contrast, section 3642 provides for heavier price regulation where products have
captive customers, i.e. when a significant price increase, quality decrease, or reduced
offering does not result in a significant loss of business to other firms offering similar
products, for example). In the Commission’s experience, demand for Market Dominant
products has been relatively price inelastic in both the pre-PAEA period and the PAEA
period. Accordingly, the decrease in volume induced by the density-based rate
authority is expected to be less in proportional terms than the amount of density-based
rate authority.

A brief review of the recent history of price regulation is instructive. From 1971
through 2006, the prices for postal services were not capped, and volumes grew
steadily. Starting in 2007, the PAEA price cap limited all Market Dominant classes to
the rate of growth of CPI-U. Rather than preserving the volume of Market Dominant
mail, volume subject to the price cap shrunk by 35 percent in the period covered by this
review and has continued to decline. See Table IV-1, infra. The precise economic
meaning that should be inferred from this decline, and the appropriate strategic
response, is complicated by a number of factors including changes in communications
technology, economic cycles, and consumer and business reactions to both. It would
strain the bounds of the law and rationality, however, for the Commission to ignore its
findings regarding the failure of the current system to achieve the objectives of §

3622(b) (taking into account the factors of § 3622(c)), and to overlook the disconnect

127 “Products covered by the postal monopoly cannot be moved from the Market Dominant to the
competitive category.” 39 U.S.C. § 3642(b)(2).
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between actual Postal Service costs and the CPI-U, in order to recast the CPI-U only
cap as a tool to accomplish what it has not been able to do: preserve Market Dominant

mail volume, and ensure the financial stability of the Postal Service.

The Postal Service has discretion to decide how much of the density-based rate
authority to use on a year-to-year basis, and can choose not to use all of its available
rate authority if it decides that doing so would be counterproductive. Additionally, in the
event that price elasticity for Market Dominant products changes such that volume
effects are outside the expected range, the Commission retains the authority to revisit
the density-based rate authority sooner than the planned 5-year timeframe. See

Chapter XI., infra.

As originally proposed in Order No. 5337, the density-based rate authority was
only available for 12 months after the Commission’s determination of the amount of
authority, and would be forfeited if not used. Order No. 5337 at 79. The Commission
recognizes, however, that preventing the Postal Service from banking unused density-
based rate authority limits the Postal Service’s ability to respond to potential changes in
market and economic conditions, by providing an incentive to use all of the available

authority in each year.

To provide added flexibility, the Commission modifies the final rules to state that
the Postal Service may use the density-based authority to generate unused rate
adjustment authority.??® This change also takes into consideration the assumption that
limiting the ability to use the additional authority to a particular year is equivalent to a

requirement to use all of the authority in that year. Making the additional authority

128 See Chapter XIV., infra. New unused rate authority generated by the density-based rate
authority, if any, will be added to the total amount of banked authority, and will follow the existing
operation of the rules governing banked authority, including the annual limitation on the use of banked
authority per class and the expiration of unused banked authority. 39 U.S.C. § 3622(d)(2)(C).
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bankable discourages the Postal Service from simply using it to avoid losing it. Rather,
this change provides more incentive for the Postal Service, as the operator, to consider
demand, amount of authority available, and other market conditions before determining

whether to use the authority in its entirety in a particular year.1?°

Objections that the density-based rate authority will disincentivize efficiency.
ANM et al. and NPPC et al. object to the density-based rate authority on the grounds
that it would reduce the Postal Service’s incentive for efficiency. ANM et al. Comments
at 41; NPPC et al. Comments at 35. ACMA objects to the idea that the density-based
rate authority is designed to preserve contribution as volume is lost, discouraging the
Postal Service from successfully transitioning from a high-volume service with high fixed
costs to a low-volume service with low fixed costs. ACMA Reply Comments at 6.

Joint Commenters also argue that modifications to the price cap responding to
the financial performance and economic conditions faced by the Postal Service are
inconsistent with price cap theory and practice. This argument is part of a persistent
line of criticism by some commenters that would have the Commission overlook the
ongoing losses of the Postal Service in order to preserve the price cap “as is.” Besides
avoiding the Commission’s responsibilities under section 3622, ignoring the impacts of

the price cap would be irrational and at odds with regulatory practice.

As price caps have been implemented over the past 3 decades in several
industries, the actual practice has been that “[w]hen the price cap plan is reassessed at

its scheduled review, ongoing price regulations are often informed by realized costs and

129 In addition to providing additional flexibility to respond to market conditions, permitting the
Postal Service to bank unused density-based rate authority responds to the Postal Service’s objections
that Order No. 5337 did not adequately explain why the new forms of rate authority could not be banked.
See Postal Service Comments at 64.
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earnings.”'3° Furthermore “the stringency of stipulated price regulations is often
influenced by the firm’s realized earnings in practice. In this sense, the price cap
regimes that are observed in practice are seldom ‘pure’ price cap regimes.” Sappington
December 2000 at 5.

The Commission, for its part, is authorized to—at a minimum—make
modifications to the existing regulatory system, and indeed must make them due to the
failure of the current regulatory system to meet the objectives of section 3622. Far from
an ad hoc course correction, the Commission’s actions in this docket are required by
any good faith effort to implement section 3622 and are consistent with regulatory best
practices which require adjusting to, rather than ignoring, the economic realities of a
regulated firm.

The density-based rate authority targets specific cost increases over which the
Postal Service has minimal control. It does not reduce the Postal Service'’s incentive for
efficiency, because the Postal Service will need cost savings and efficiency gains to
fully achieve financial health, and it will continue to be able to accrue the benefits of the
cost savings it achieves through increased efficiency in other areas. Additionally, the
formula for the density-based rate authority is designed as an estimate of how much
per-unit costs would be expected to have increased as a result of the prior year’'s
decline in density, rather than on an observed increase in per-unit costs. To the extent

the Postal Service is able to offset some of the realized increase in per-unit costs

130 See Price Regulation and Incentives, David E. M. Sappington, at 21 (Sappington December
2000), available at: http://regulationbodyofknowledge.org/wp-
content/uploads/2013/03/Sappington_Price_Regulation_and.pdf. See also Sappington December 2000
at 53-64, explaining some of the regulatory tools designed to take costs into account under price cap
regulation. See RARC-WP-13-007, in which the United States Postal Service Office of Inspector General
(Postal Service OIG) discusses at length the different ways that regulators are able to take exogenous
costs into account under price cap regulation.
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through efficiency improvements in other areas, the density-based rate authority

preserves the Postal Service’s incentive to do so.

ACMA'’s concern that the density-based rate authority will disincentivize the
Postal Service from transitioning to a low-volume service with low fixed costs overlooks
the fact that parts of the Postal Service’s network continue to grow even as volume
declines. The formula for the density-based rate authority is specifically designed to
isolate the expected increase in per-unit costs caused by delivering fewer pieces to an
expanding number of delivery points (i.e., a growing network). Although this increase is
largely unavoidable in the short and medium term, by focusing on expected cost
increases rather than actual cost increases, the density-based rate authority fully
maintains the Postal Service’s incentive to reduce costs (including fixed costs) wherever

possible.

Objections that the density-based rate authority is not rationally related to drivers
of loss. ANM et al. claim that the density formula is not rationally related to the
expenses it is intended to cover, and that it is arbitrary and capricious because it is not
rationally related to Postal Service cost drivers. ANM et al. Comments at 44-49. NPPC
et al. state that the density formula bears no relation to the actual costs of servicing

additional delivery points. NPPC et al. Comments at 26.

The density-based rate authority is not designed to track the actual cost of
servicing additional delivery points. Instead, the density-based rate authority is an
approximation of the proportion of per-unit costs that would be expected to unavoidably
increase in the short and medium term as density declines. If the Postal Service is able
to achieve lower increases in the proportion of average per-unit costs that it controls, it
retains those savings. Conversely, if the Postal Service experiences an increase in per-
unit costs above those that are unavoidable in the short and medium term, it must

absorb those costs. This mechanism specifically targets the increase in per-unit costs



Docket No. RM2017-3 - 87 - Order No. 5763

that the Commission has identified as a driver of the Postal Service’s net losses, while

simultaneously not weakening the Postal Service’s incentive to operate efficiently.

Additional Commission analysis. The Commission reiterates its determination
that the increase in per-unit costs caused by the decline in mail density is a primary
driver of its net losses and that these density-driven increases in per-unit costs are

largely outside of the Postal Service’s control.13!

Since 2007, the total volume of Market Dominant mail has declined by 35
percent. See Table IV-l. Over the same time period, the number of delivery points has
increased by 10 percent. See id. Together, these trends mean that the density of

Market Dominant mail has decreased by 41 percent during the PAEA era. See id.

131 See Section IV.B.2., supra (citing Order No. 5337 at 62-64).
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Table IV-1
Market Dominant Volume, Delivery Points, and Density, FY 2007-FY 2019
Fiscal _ Market Deli\{ery _
Year Dominant \(o_lume _Pplnts Density
(millions) (millions)
2007 210,603.10 127.02 1,658.03
2008 201,128.00 128.43 1,566.05
2009 175,677.24 129.51 1,356.48
2010 169,154.12 130.39 1,297.29
2011 166,460.88 131.14 1,269.34
2012 157,325.68 131.93 1,192.49
2013 155,114.14 132.72 1,168.73
2014 151,926.68 133.78 1,135.65
2015 150,197.94 134.86 1,113.73
2016 149,823.80 136.03 1,101.40
2017 144,387.07 137.32 1,051.46
2018 140,737.79 138.58 1,015.57
2019 136,897.53 139.96 978.12

Source: Please see Appendix A, Section I.C. for references to source data.

Over the same period, the per-unit costs of mail have increased by more than 54
percent.132 The existing ratemaking system, however, assumes that costs will rise in
line with CPI-U or at minimum would be close enough to make up the difference with
efficiency improvements and cost reductions. Since 2007, the cumulative rate authority
generated by CPI-U has been only 27 percent.’* In a hypothetical scenario where per-
unit costs increased only in line with inflation, the Postal Service’s financial position

would have been greatly improved, as seen on Table IV-2.

132 1d. Because institutional costs are not attributed to either Market Dominant or Competitive
products, the growth in per-unit costs specifically for Market Dominant products cannot be meaningfully
calculated. Per-unit costs are the average cost per piece, calculated by dividing total costs by volume.

133 The inflation series is obtained from the fiscal-year average of the Bureau of Labor Statistics’
monthly CPI-U values, from January 2006 to December 2019, available at:
https://beta.bls.gov/dataViewer/view.
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Table IV-2
Postal Service Unit Costs and Net Losses, FY 2007— FY 2019

Actual Net Hypothetical Hypothetical
Fiscal Actual Profit/Loss Unit Cost (CPI-U Net Profit/Loss
Year Unit Cost (Millions) Only) (CPI-U Only)
2007 0.38 (5,142.38) 0.38
2008 0.38 (2,805.65) 0.40 (5,481.67)
2009 0.41 (3,794.33) 0.40 (1,927.79)
2010 0.44 (8,505.39) 0.40 (1,539.11)
2011 0.42 (5,067.00) 0.41 (3,607.43)
2012 0.51 (15,905.97) 0.42 (2,358.84)
2013 0.46 (4,977.09) 0.43 (661.58)
2014 0.47 (5,507.60) 0.44 (6.89)
2015 0.48 (5,060.00) 0.44 1,412.47
2016 0.50 (5,591.00) 0.44 3,290.93
2017 0.48 (2,741.00) 0.45 2,236.85
2018 0.51 (3,913.00) 0.46 3,118.50
2019 0.56 (8,813.55) 0.47 4,190.66

Source: Please see Appendix A, Section I.C. for references to source data.

The Commission recognizes the above-inflation increase in per-unit costs has
multiple causes, including the increasing role of Competitive products (increasing per-
unit costs).*3* While it is not possible from the available data to precisely determine how
much of the above-inflation increase in per-unit costs has been driven by the decline in
mail density, the fact that the Postal Service operates in a network industry and enjoys
economies of density necessarily means that losing those economies will increase real
per-unit costs. See Section IV.B.1., supra. An estimate can be made, however, using
the same methodology used by the Commission’s formula for the density-based rate

authority. Under that approach, the 41 percent decline in density since the end of FY

134 There are also factors that have reduced per-unit costs over time, such as increases in
worksharing.
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2007, a period during which the institutional cost ratio varied between 0.40 and 0.50,

would be expected to drive an increase in per-unit costs of between $0.09 and $0.11.%%

Because under the current ratemaking system Market Dominant rates are limited
to growing at the rate of inflation, the Postal Service is forced to absorb the portion of
the above-inflation increase in per-unit costs driven by the loss of density. See Order
No. 5337 at 70-71. Moreover, the density-driven increase in per-unit costs cannot be
avoided through operational changes, particularly not in the short- and medium-term.
Costs that vary with volume can be avoided as volume falls, but the costs of servicing
the growing network and other costs that only indirectly depend on volume will remain,

and will necessarily be spread over fewer pieces of mail.

Under the constraints of the current ratemaking system, the Postal Service can
neither avoid the density-driven increase in per-unit costs, nor can it raise additional

revenue to cover the increase.

2. General Methodological Objections to Density-Based Rate
Authority

Recommendations that the density-based rate authority should be forward-
looking. ANM et al. recommend that any rate authority for volume loss should be
prospective to avoid perverse incentives. ANM et al. Comments at 42. In the context of
discussing that the proposed density formula bears no relation to the cost of servicing
additional delivery points, NPPC et al. suggest that density decline is more properly
measured by the well-established roll forward model. NPPC et al. Comments at 30.

135 The minimum value for the institutional cost ratio since the end of 2007 was 0.40 in FY 2009.
See Docket No. ACR2009, Library Reference USPS-FY09-1, December 29, 2009, Excel file
“FY09PublicCRA.xlIsx,” tab “Cost3,” cells F34:F35. The maximum value for the institutional cost ratio
since the end of 2007 was 0.50 in FY 2012. See Docket No. ACR2012, Library Reference USPS-FY12-
1, December 28, 2012, Excel file “FY12PublicCRA.xIsx,” tab “Cost3,” cells F36:F37.
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By contrast, the Postal Service objects to basing the density-based rate authority
on roll-forward methodologies on the grounds that the impact of delivery point growth on
network costs is broader than cost segments and commenter-suggested

methodologies. Postal Service Reply Comments at 33, Appendix B.

Similarly, the Public Representative disagrees with the declaration in support of
ANM et al. that suggests annual volume losses should be replaced with predicted future
declines. PR Reply Comments at 8. The Public Representative states that use of
actual measured changes in density provide an “objective anchor” for price adjustment.
Id. However, the Public Representative recommends including a forward-looking
element to address concerns that the density-based rate authority is a true-up and to
prevent excessive rate increases. Id. He recommends considering Dr. Brennan’s

proposed methodology for adjusting volume declines for price elasticity of demand. Id.

Projecting future density would be more complicated than the Commission’s
proposal, would entail more uncertainty, and would require an additional mechanism in
later years to correct for inaccurate projections.'*® The Commission’s formula bases
future rate increases on actual, measured declines in density,*3” similar to how the
current price cap limits future rate increases based on actual, measured changes in
CPI-U. The Public Representative’s proposal for adjusting for price elasticity of demand

is discussed further below, in the context of induced declines in density.

136 |n particular, the complexity of forward-looking estimates imposes additional administrative
burdens, and reduces the predictability of the resulting amount of rate authority, in opposition to
Objectives 2 and 6. The transparency of the solution is also reduced if the mechanics are hidden behind
complicated economic models that attempt to predict future volume losses. None of the commenters
have shown that a forward-looking model would have sufficiently improved accuracy over the
Commission’s backwards-looking estimate to justify these tradeoffs.

137 As stated previously, “the density-based rate authority is an approximation of the proportion of
per-unit costs that would be expected to unavoidably increase in the short and medium term as density
declines.” See Section IV.C.1, supra.
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Objections that the density-based rate authority does not distinguish between
exogenous density declines and controllable or induced density declines. ANM et al.
state that the density formula does not differentiate between density declines resulting
from exogenous volume decreases and those that result from rate increases or factors
within the Postal Service’s control. ANM et al. Comments at 43. NPPC et al. object that
the density-based rate authority treats as uncontrollable those costs that it asserts are
actually within the Postal Service’s control. NPPC et al. Comments at 25-26. ABA
states that the density-based rate authority would convert the price cap regime back to
cost of service, noting that not all density declines are exogenous. ABA Reply

Comments at 5.

Additionally, the Public Representative suggests that price elasticity can be used
to differentiate between controllable and non-controllable volume losses. PR Reply
Comments at 9. The Public Representative notes that an analysis of elasticities
suggests that the Commission should include a forward-looking component and that it is
reasonable to assume certain products may become more elastic. Id. at 14. The Public
Representative alternatively suggests a one-time adjustment for density, with periodic

adjustments at 5-year intervals. 1d. at 17.

When volume declines, the remaining costs of servicing the growing network are
spread among fewer mailpieces, resulting in an unavoidable increase in per-unit costs
in the short- and medium-term. As discussed above, this density-driven increase in per-
unit costs is in addition to per-unit cost increases caused by inflation, which are
addressed in an inflation-based price cap system. See Section IV.C.1., supra. The
purpose of the density-based rate authority is therefore to provide additional Market
Dominant ratemaking authority to offset this unavoidable increase in per-unit costs in

the short- and medium-term.

These commenters do not allege that the relationship between declining density

and increased per-unit costs is different depending on the cause(s) of the underlying
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volume loss, and there is no evidence that it is. Similarly, the inability to offset the
increase in per-unit costs under the existing price cap system is equally damaging to the
Postal Service’s ability to attain financial stability regardless of whether the volume loss

was caused by technological shifts or price increases.

The Postal Service has limited options to address increases in per-unit costs that
are outside of its direct control. The Commission has accordingly determined that the
density-based rate authority is necessary to provide additional revenue to offset the
density-driven increase in per-unit costs, and created a formula to calculate the
expected increase in per-unit costs. Reducing the amount of additional rate authority
below the expected increase in per-unit costs on the grounds that the decision to use
that authority induces a further “controllable” volume loss would stymie the purpose of
offsetting that increase in expected per unit costs. Accordingly, any induced volume
loss is a necessary consequence of providing the offsetting revenue, rather than a
reason to reduce the amount of density-based rate authority. The only hypothetical
scenario where the rate increase would be counterproductive would be where the price-
induced volume effect (price elasticity) is such that less revenue is collected from the
increase than is forgone due to the loss in volume. As discussed in Section V.C.1., if
such a scenario were to come to pass, the Postal Service as the operator may
determine not to use any or all of its rate authority, or the Commission may review any

component of the ratemaking system sooner than its planned 5-year review.

The formula for the density-based rate authority is designed to approximate the
amount by which per-unit costs is expected to unavoidably increase in the short and
medium term as a result of the decline in density as remaining costs are distributed over
fewer pieces. This contrasts with a cost-of-service approach that would instead
compensate the Postal Service for the actual increase in total costs. By focusing on the
increase in per-unit costs expected to occur due to density declines, the density-based

rate authority maintains the Postal Service’s incentive to decrease costs wherever
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possible. Additionally, the density-based rate authority only addresses declines in
density calculated after the effective date of the rules (based upon the observed density
decline experienced in the most recently ended fiscal year), and makes no attempt to

compensate the Postal Service for prior density declines.

Finally, the Commission notes that if it were returning to a cost-of-service regime,
it would necessarily have to address all outstanding costs. Instead, the Commission
has targeted specifically identified costs that are driving the Postal Service’s losses and

are outside the Postal Service’s direct control in the short and medium term.

Objections that the density-based rate authority does not address differences in
the mail mix. ACMA obijects to the density-based rate authority on the grounds that it
ignores the evolution of the mail mix towards higher contribution pieces. ACMA

Comments at 5.

The Public Representative notes that the density formula does not account for
mail volume declines by either class or product, and that not all mail volume declines
are equally harmful to the Postal Service’s finances. PR Comments at 14-15. The
Public Representative describes this failure to consider the mail mix as a serious flaw in
the proposed density-based rate authority. Id. at 15. He notes that Package Services,
for example, has never experienced declines, and states it is unclear why Package
Service deserves density-based rate authority. Id. ACMA objects to the Public
Representative’s implication that specific classes of mail “deserve” additional rate
authority to compensate for class-specific declines in density. ACMA Reply Comments
at 6-7.

The extent to which density-decline driven increases in per-unit costs are
affected by the mail mix is captured by the measured cost elasticities of each cost
segment. Those cost elasticities are in turn indirectly captured by the institutional cost

ratio, which the density formula uses as a proxy for the elasticity of unit costs with
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respect to density.138 This ratio will change as the mail mix changes.**® Additionally,
the size of the Postal Service’s network is not measured by mail class. The density-
based rate authority is designed to offset increases in per-unit costs that are
unavoidable in the short- and medium-term, and is not designed to offset contribution

changes from individual mail classes.

The Public Representative’s suggestion that density declines should be
measured on a class basis overlooks the fact that changes to per-unit costs are not
isolated to specific classes. As overall volume decreases, remaining costs—those that
are less responsive to volume—are borne by fewer pieces, driving an increase in per-
unit costs, irrespective of class. Additionally, the effects of network size cannot be
evaluated at a class level, as the number of delivery points is not a class-specific

measure.

As the Commission discussed in Order No. 5337, factoring in revenue (or
contribution) would not comport with the necessity of compensating the Postal Service
for unavoidable increases in per-unit costs. Order No. 5337 at 76-77. The incentives
for efficiency that the density-based rate authority preserves would be weakened if
additional rate authority were tied to revenue or contribution, because calculating the
density-based authority as a particular revenue or contribution level would inadvisably

tie the amount of authority to the Postal Service’s pricing decisions.

Other recommendations. NPPC et al. recommend that, if adopted, the density-
based rate authority should include a reduction in rate authority if per-unit delivery costs
decline. NPPC et al. Comments at 26. NPPC et al. also recommend that adoption of

the density-based rate authority should preclude future exigent increases based on

138 For an expanded discussion of the relationship between the cost elasticities of cost segments
and the institutional cost ratio, please see Appendix A, Section I.A.

139 Similarly, for an expanded discussion of the impact of changes in the mail mix on the
institutional cost ratio, please see Appendix A, Section |.A.
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volume loss. Id. Further, NPPC et al. recommend that the Postal Service should be

required to report on its efforts to increase density. Id. at 74.

The density-based rate authority is an estimate. Year-to-year fluctuations in
measured density are to be expected. If systemic shifts result in persistent increases in
density, or cyclical increases are followed by decreases, that might be reason to
reconsider the application of the density-based rate authority in the Commission’s next

review, or sooner, should the circumstances warrant.

Reducing the density-based rate authority if per-unit delivery costs decline would
reduce the Postal Service’s incentive to reduce costs to the maximum extent possible.
Maintaining that incentive is why the density-based rate authority is based on the
increase in per-unit costs expected as a result of density declines, rather than the actual

increase.

Even with the additional density-based rate authority, the Postal Service still has
a powerful incentive to increase volume and density. The density-based rate authority
only provides additional revenue to cover the expected increase in average cost per
piece, and does not otherwise compensate the Postal Service for lost volume and
revenue. Maximizing volume is not an objective of 39 U.S.C. § 3622(b), and the Postal
Service has both the business discretion to take actions to attempt to increase volume,
and a powerful incentive to do s0.24° Accordingly, an additional reporting requirement is

not necessary.

The Commission will be mindful of the density-based rate authority when
considering future exigent requests.**' However, the Commission notes that exigent

requests are fact-based and, by their nature, difficult to anticipate. The Commission

140 By contrast, improving efficiency via maximizing incentives for cost reductions is an objective
of 39 U.S.C. § 3622(b). See Chapter IX., infra.

141 Exigent rate adjustments are authorized by 39 U.S.C. § 3622(d)(1)(E).
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therefore declines to explicitly preclude future exigent rate increases based on volume

loss.

3. Specific Critiques of the Density-Based Rate Authority Formula

Recommendations to use different data sources as the input to the density-based
rate authority formula. The Public Representative states concerns relating to the use of
TFP reports as the input data for the number of delivery points, and Revenue, Piece,
and Weight (RPW) reports for input data for volume. PR Comments at 14, 17. The
Public Representative suggests that delivery points can instead be obtained from the
figures on the Postal Service’s website, and that volume data can be obtained from the
Cost and Revenue Analysis (CRA) which is traditionally used to calculate per-unit costs.
Id.

RPW data is the original input source to the CRA, so using the CRA instead
would not provide any advantages. Similarly, the Commission has evaluated the figures
the Public Representative proposes to use for delivery points, and has not identified any
advantages to revising the input data source from what was proposed in Order No.
5337. Accordingly, the Commission declines to adopt the Public Representative’s

recommendations.

Objections relating to the formula’s use of the institutional cost ratio as a proxy
for the elasticity of unit costs with respect to density. ACMA states that the Commission
has not adequately justified the use of the institutional cost ratio in the density formula.
ACMA Comments at 5. ACMA also states that there is no reason that the institutional
cost ratio or percent variability in costs each year should be the same as the base year.
Id. at 7. The Public Representative states that the Commission is not fully consistent
with its definition of the institutional cost ratio, and encourages the Commission to
provide supporting workpapers to demonstrate how year-over-year decreases in density

drive an increase in per-unit cost.
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As volume declines, some costs (those that are dependent on volume) also
decline. The remaining costs, however, are necessarily borne by a smaller number of
pieces, and decreasing the denominator drives up the per-unit cost. At the same time,
as the number of delivery points increases, the expansion of the network increases the
costs of providing service to the entire nation, independent of volume. The inclusion of
the institutional cost ratio in the formula is designed to reflect these different cost
behaviors in the approximation of the effect of density changes on per-unit costs. To
the extent that the overall variability of costs with respect to volume changes over time,
that change will be reflected in changes in the institutional cost ratio in future years.

The attached technical appendix to this Order explains in more detail why the
institutional cost ratio is a good proxy for the elasticity of unit cost with respect to

density, as well as the constraints on using the institutional cost ratio for that purpose.

Objections to the formula’s comparison of Market Dominant volume to total
volume. The Postal Service describes the formula’s use of the least favorable of Market
Dominant volume change and total volume change as arbitrary, arguing that cross-
subsidization should be prevented by the appropriate share formula. Postal Service
Comments at 27. The Postal Service urges the Commission to pick one of the two
options. Id. ACMA notes that the Commission does not explain why it does not
calculate the percent change in density for Competitive products as a group. ACMA

Comments at 5.

GCA contends that the use of the least favorable of the two volume change
figures is rationally designed to maximize protections for users of Market Dominant
products. GCA Reply Comments at 2. GCA notes that the Commission is not trying to
prevent a Competitive product from being priced below incremental cost, but rather is
trying to protect Market Dominant mailers from paying for unit delivery cost increases
caused exclusively by a decline in competitive density. Id. at 3. GCA describes the

Commission as not attempting to create a new method of enforcing 39 U.S.C.
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§ 3633(a)(1) and (2), but instead redesigning the density rate authority to provide
improved protection for captive mailers. 1d.

GCA is correct that the purpose of comparing Market Dominant volume to total
volume is to protect Market Dominant mailers, rather than to create a new method of
enforcing statutory provisions against cross-subsidization. As discussed above, the
references to cross-subsidization in Order No. 5337 were erroneous. See Section
IV.B.2., supra. The purpose of this part of the formula is to protect Market Dominant
mailers from being forced to pay higher rates if changes in Competitive volume are less
favorable than changes in Market Dominant volumes. This built-in safeguard also
allows Market Dominant mailers to benefit from increases in Competitive volumes that

have the effect of reducing the overall density-based rate authority.

D. Conclusion

Having considered the comments received on its proposal in Order No. 5337, the
Commission concludes that the density-based rate authority will be an effective
mechanism for providing additional Market Dominant ratemaking authority to offset the
unavoidable increase in per-unit costs caused by the decline in mail density, which the

Commission has identified as a primary driver of the Postal Service’s net loss.

The Commission therefore implements the density-based rate authority as
proposed in Order No. 5337, with the revision to permit banking such authority, as
described above.
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V. RETIREMENT-BASED RATE AUTHORITY

A. Introduction

In Order No. 5337, the Commission sought comments on its proposal to allocate
additional Market Dominant rate authority based on the amount of specific retirement
liabilities of the Postal Service. Order No. 5337 at 95-103. This additional authority,
along with the density-based rate authority, was created to address critical comments
that the Commission’s prior proposal to annually allocate 2 percentage points of
supplemental rate authority was not tied to specific drivers of the Postal Service’s
losses. Id. at 60. The Commission has carefully considered the comments received on
Order No. 5337, and now implements the retirement-based rate authority as proposed,

with a minor non-substantive clarification.42

The Commission has identified the Postal Service’s retirement costs as a specific
driver of the Postal Service’s net losses, and determined that the amortization payments
for those retirement costs are beyond the Postal Service’s control. Order No. 5337 at
62-63, 89-90; see also Section V.C.1., infra. The retirement-based rate authority
modifies the existing price cap to include additional Market Dominant rate authority
calculated from the proportional increase in revenue per piece for all products (both
Market Dominant and Competitive) needed to permit the Postal Service to make the
targeted amortization payments. To protect Market Dominant mailers from a large initial
rate shock, this additional rate authority will be phased in over 5 years, with annual
recalculations to ensure ongoing accuracy during the phase-in period.

142 See Section XII.C.2. (clarifying that limited rate adjustments to one or two price cells will not
preclude later use of the retirement-based rate authority).
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The Postal Service must remit all revenue raised under the additional rate
authority towards the targeted amortization payments to be eligible to continue to

receive the retirement-based rate authority.

The Commission concludes that the retirement-based rate authority is a
necessary improvement to the existing system for regulating rates and classes for
Market Dominant products and is, with the other proposed changes, necessary to
achieve the objectives of 39 U.S.C.§ 3622(b) in conjunction with each other. See
generally Chapter XIlII., infra.

B. Background

1. Postal Service Retirement Costs

Components of Postal Service retirement costs. Postal Service retirement
benefits include: retiree health benefits (RHB), pension benefits under CSRS, and

pension benefits under FERS.

Prior to the PAEA, the Postal Service was required to pay the employer’s share
of health insurance premiums for all current postal retirees and their survivors on a pay-
as-you-go basis. 5 U.S.C. § 8906(g)(2)(A) (1970). The PAEA, in addition to the pay-as-
you-go payments, established the Postal Service Retiree Health Benefits Fund (RHBF)
and required the Postal Service to prefund long-term retiree health benefits for current
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postal employees, retirees, and their survivors. 5 U.S.C. § 8906a(2)(a)(b). This

prefunding requirement is unique to the Postal Service.143

For FY 2007 through FY 2016, costs for retiree health benefits consisted of (1)
fixed annual payments required to prefund the RHBF; and (2) the employer’s share of
health insurance premiums for all current Postal retirees and their survivors who
participate in the Federal Employee Health Benefits Program (FEHBP)—the pay-as-
you-go payments. 5 U.S.C. §§ 8909a(3)(B) and 8906(g)(2)(A). The Postal Service
contributed $20.9 billion to the RHBF between years FY 2007 to FY 2011, including
transfers from existing funds and payments made in accordance with the fixed payment
schedule required by 5 U.S.C. § 8909a(3)(a). Postal Service FY 2019 Form 10-K at 6.
From FY 2012 to FY 2016, the Postal Service defaulted on a total of $33.9 billion of the
prefunding portion of its RHB payments. Id.

Beginning in FY 2017, the pay-as-you go payments were paid out of the RHBF,
and so the Postal Service’s costs for retiree health benefits consisted of (i) the present
value of estimated future retiree health benefits attributable to active employees’ current
year of service (normal costs), and (ii) annual amortization payments required to
liquidate the remaining unfunded balance in the RHBF by FY 2056. 5 U.S.C.

§ 8909a(2)(B). The Postal Service defaulted on all of these payments in years FY 2017
to FY 2019. Postal Service FY 2019 Form 10-K at 6. As of September 30, 2019, the
Postal Service has missed or defaulted on a total of $47.2 billion in payments to the
RHBF. Id.

143 See U.S. Government Accountability Office, GAO-13-112, U.S. Postal Service: Status,
Financial Outlook, and Alternative Approaches to Fund Retiree Health Benefits (2012), at 7, available at:
https://www.gao.gov/assets/660/650511.pdf (“the [prefunding] payments required by PAEA were
significantly ‘frontloaded,’ with the fixed payment amounts in the first 10 years exceeding what actuarially
determined amounts would have been using a 50-year amortization schedule).” The same reported
noted that: “Although other federal, state and local, and private sector entities generally are not required
to prefund retiree health care benefits, a few do prefund at limited percentages of their total liability.”
GAO-13-112 at 45.
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The PAEA also significantly changed many of the funding requirements for the
CSRS. It removed the requirement for actuarially determining the funding for the Postal
Service’s portion of CSRS, and it also transferred the military service time for postal
employees back to the responsibility of the Federal government. 5 U.S.C.

§ 8334(a)(B)(ii), 5 U.S.C. § 8348(g)(2). Additionally, beginning in FY 2017, the U.S.
Office of Personnel Management (OPM) was required to evaluate the CSRS pension
liability by June 30 of each year. 5 U.S.C. § 8348(h)(2)(B). In case of a surplus in the
fund, the surplus is to be transferred to the RHBF during certain years.# If there is an
unfunded liability, the Postal Service is to pay into the fund the present value equivalent
(amortization) of the unfunded liability with interest through FY 2043. 5 U.S.C.

§ 8348(h)(2)(B). OPM calculated and invoiced the Postal Service for amortization of
unfunded CSRS liabilities in years FY 2017 to FY 2019 totaling $4.8 billion. Postal
Service FY 2019 Form 10-K at 7. The Postal Service has defaulted on each of these

amortization payments.4°

Postal Service retirement obligations for FERS consists of normal costs,#¢ the
employer portion of Thrift Savings Plan (TSP) contributions, social security, and
amortization of any unfunded retirement liabilities. Postal Service FY 2019 Form 10-K
at 6. The Postal Service is required to annually pay the share of the total value of
benefits allocated to the valuation year (normal costs) without regard to any surplus
funding or deficit position for CSRS. 5 U.S.C. §§ 8423(a) (describing payment

144 Transfers of any CSRS surplus to the RHBF occur at the close of FY 2015, 2025, 2035, and
2039. 5 U.S.C. § 8348(h)(2)(C).

145 Postal Service FY 2019 Form 10-K at 63. CSRS was replaced by FERS. “The CSRS,
implemented in 1921, is a stand-alone plan, providing benefits to most Federal employees hired before
1984.... The FERS was established in 1986 and when it became effective on January 1, 1987, CSRS
Interim employees with less than 5 years of creditable civilian service on December 31, 1986, were
automatically converted to FERS.” United States Office of Personal Management, Agency Financial
Report Fiscal Year 2019 (November 2019), at 51 (OPM Fiscal Year 2019 Agency Financial Report). The
Postal Service is not assessed service (normal) costs for CSRS. 5 U.S.C. § 8334(a)(B)(ii).

146 The employer portion of retirement benefits established by OPM, attributable to active
employees’ current year of service. Postal Service FY 2019 Form 10-K at 6.
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requirement) and 8423(a)(2)(B)(iv) (exempting Postal Service from provisions related to
the unfunded liability of CSRS). The Postal Service is also required to pay additional
installment (supplemental) payments for FERS, but only in circumstances in which the
prior and future contributions made by the Postal Service and its employees are
inadequate to cover the benefits expected to be paid from the Postal Service's FERS
account. 5U.S.C. § 8423(b)(2). OPM calculated amortization payments of
supplemental liabilities in years FY 2017 to FY 2019 totaling $2.9 billion. Postal Service
FY 2019 Form 10-K at 6. The Postal Service has annually paid its FERS normal costs,
but defaulted on the supplemental payments in FY 2017 through FY 2019. Id.

The specific retirement costs targeted by the retirement-based rate authority are
the annual amortization payments for the unfunded RHBF liability, the amortization
payments for any unfunded CSRS liability, and the amortization payments for FERS

supplemental liabilities (collectively, amortization payments).

2. Retirement-Based Rate Authority in the Revised Notice of
Proposed Rulemaking

In Order No. 5337, the Commission responded to criticism that its original
proposal to provide supplemental rate authority in its first NPR was not tied to specific
drivers of the Postal Service’s net losses. Order No. 5337 at 62. Along with the
increase in per-unit costs caused by the decline in mail density,'*’ the Commission

identified the Postal Service’s statutorily mandated amortization payments for particular

147 See Chapter IV., supra.
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retirement costs as a driver of the Postal Service’s net losses and a primary obstacle to
the Postal Service’s ability to achieve net income.*® To more precisely target these
loss drivers, the Commission replaced its original supplemental rate authority proposal
of a static 2 percentage points of Market Dominant rate adjustment authority per year
with the Density-Based and Retirement-Based Rate Authorities, each of which use
formulas to annually calculate the appropriate amount of additional rate authority for
each loss driver.*® The Commission noted that unlike other components of the Postal
Service’s retirement costs that in-principle vary with volume, the amortized components
of the Postal Service’s retirement costs are institutional costs,*>° the amount of which is
determined by OPM based on prior year service costs that are beyond the Postal

Service’s control.151

Calculation and implementation. As proposed in Order No. 5337 and
implemented here, the amount of the retirement-based rate authority will be determined
annually based on the formulas described below, and would be available to the Postal
Service to use in any rate change that is implemented within 12 months of the date of
the determination. See Order No. 5337 at 91. The full additional rate authority will be

phased in over 5 years, contingent upon the Postal Service’s ongoing partial

148 Order No. 5337 at 62; see id. at 89 (discussing GAO attribution of Postal Service financial
instability to the statutorily mandated prefunding requirements and previous Commission findings related
to RHBF payments as a major factor in net losses from FY 2012 to FY 2016). For an expanded
discussion of the targeted amortization costs as a driver of the Postal Service’s net losses, see Section
V.C.1,, infra.

149 Order No. 5337 at 62-63. Unlike the Density-Based Rate Authority, the amount of the
Retirement-Based Rate Authority is calculated on an annual basis only during the 5-year phase in period.
Id. at 63. Beyond that period, no new authority is provided.

150 The amortization payment for CSRS additionally includes a small portion of current-year costs
related to remaining employees covered by CSRS. Summary Description of USPS Development of Costs
by Cost Segments and Components Fiscal Year 2019, July 1, 2020, at 18-3.

151 1d. at 90. For an expanded discussion of the degree to which the targeted amortization
payments are outside the Postal Service’s control, see Section V.C.1., infra.
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amortization payments towards its unfunded retirement liabilities. 1d. The required
minimum remittance for these payments in each year is equal to the amount of revenue

raised from the additional rate authority during the previous fiscal year. Id.

As described in Order No. 5337, the formulas for the retirement-based rate
authority calculate the percentage amount by which revenue on all products (both
Market Dominant and Competitive) would need to increase to make the full payments
(as calculated by OPM). Id. at 91-92. That same percentage is authorized as additional
rate authority for Market Dominant products, spread out over the phase-in period.%2
Each year during the 5-year phase-in period, the required percentage increase is
recalculated based on the current amount of the OPM invoice, reduced by the actual
amount of revenue collected under the retirement-based rate authority in the previous

year, and the balance spread across the remainder of the phase-in period.1>3

The Commission described how the annual recalculation ensures that the
retirement-based rate authority accounts for volume changes during the phase-in
period. Id. This recalibration protects the Postal Service from receiving too little
additional revenue at the end of the phase-in period as a result of decreases in volume,
and protects mailers against unnecessarily large price increases as a result of increases
in volume. See id. The Commission also discussed other protections for mailers,
including how calculating the amount of the rate authority as a fraction of total revenue

rather than Market Dominant revenue ensures that the burden does not fall

152 1d. The Commission notes that implementing an equivalent rate increase on Competitive
products is outside the scope of this docket and remains within the Postal Service’s business discretion.
Competitive products are subject to a different statutory and regulatory framework, and the Postal Service
does not require additional rate authority to be granted by the Commission to implement the same
increase on Competitive products.

153 |d. at 92. Because OPM does not add the unpaid amount to the unfunded liability subject to
amortization (instead treating the amount as currently due), the required percentage increase will not
substantially change throughout the phase-in period as a result of the Postal Service making only partial
payments. See Notice of Supplemental Information, August 10, 2017 (August 10, 2017 Notice of
Supplemental Information).
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disproportionately on Market Dominant mailers. 1d. at 93. Additionally, to remain
eligible for future retirement-based rate authority (and to avoid other equitable remedies
at the discretion of the Commission), the Postal Service must remit the entire amount of
revenue raised under this authority each year towards the targeted amortization
payments, protecting mailers against the possibility that the Postal Service might use
the additional rate authority and then spend it elsewhere. Id.

Formulas. Formula V-1 shows how the Commission calculates the retirement-
based rate authority available during each year of the phase-in period. The first step is
to divide the required amortization payment (as calculated by OPM) for the most recent
fiscal year by the total revenue from that fiscal year. This proportion, expressed in
percentage terms, is the amount by which total revenue would need to increase to make
the full payment. From that proportion is subtracted the compounded amount of
previously granted retirement-based rate authority (calculated in Formula V-2). The
resulting difference is then amortized over the remainder of the phase-in period to
determine the amount of retirement-based rate authority authorized that year.

(Formula V-1) Retirement rate authority available in fiscal year T+1 =

1

(1+APT PARA >S_N 1
TR, T

Where,

T = most recently completed fiscal year;

APT = total amortization payment for fiscal year T;

TRt = total revenue in fiscal year T,

PARAT = previously authorized retirement obligation rate authority,
compounded through fiscal year T, expressed as a proportion of the Market
Dominant rate base and calculated using the formula below; and

N = number of previously issued determinations in which retirement
obligation rate authority was made available under this subpart.
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Formula V-2 shows how the compounded amount of previously granted
retirement-based rate authority is calculated. The sums of 1 plus each previous year’'s
retirement-based rate authority are multiplied together to determine how much higher
rates are than they would have been without any previously authorized retirement-
based rate authority. The inverse of that product is then subtracted from 1 to express

the result as a proportion of the Market Dominant rate base.

(Formula V-2) Previously authorized retirement obligation rate authority through

1- (tlT__[N(l + rt)>

T = most recently completed fiscal year;

rt = retirement obligation rate authority authorized in fiscal year t; and

N = number of previously issued determinations in which retirement
obligation rate authority was made available under this subpart.

fiscal year T =

-1

Where,

Formula V-3 shows how the amount of revenue generated in a fiscal year by use
of retirement-based rate authority is calculated, and thus the minimum amount that the
Postal Service must remit towards its amortization payments to remain eligible for future
retirement-based rate authority. As in Formula V-2, the sums of 1 plus each previous
year’s retirement-based rate authority are multiplied together, except that each previous
year’s rate authority is prorated (calculated in Formula V-4) if it came into effect partway
during the fiscal year. The inverse of that product is then subtracted from 1 to express
the result as the proportion of Market Dominant revenue resulting from use of
retirement-based rate authority. Multiplying that proportion by Market Dominant

revenue converts the result into a dollar amount.
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(Formula V-3) Amount of revenue collected during fiscal year T as a result of the

use of retirement-based rate authority =

T
MDR; 1—( [] 1+ (m)(rt))

t=T—N

-1

Where,

T = most recently completed fiscal year;

MDRT = Market Dominant revenue in fiscal year T;

N = number of previously issued determinations in which retirement
obligation rate authority was made available under this subpart;

r. = retirement obligation rate authority authorized in fiscal year t; and

pt = prorated fraction of r: that was in effect during fiscal year T, calculated
using the formula below.

Formula V-4 shows how each year’s retirement-based rate authority is prorated
when calculating its contribution to the total amount of revenue. If a particular year’s
authority was implemented prior to the start of the fiscal year, all of it is included in the
calculation. Conversely, if a particular year’s authority was not implemented prior to the
end of the fiscal year, none of it is included in the calculation. If a particular year’s
authority was first implemented during the fiscal year, a volume-weighted average is
taken to calculate how much of the fiscal year’s volume was subject to that rate
authority. To do so, the proportion of volume in the quarter of implementation occurring
after the date of implementation is added to the volume for subsequent quarters, and

the sum divided by the total Market Dominant volume for the fiscal year.

(Formula V-4) Prorated fraction of rate authority in effect during fiscal year T =

( 0, if r, was not in effect during fiscal year T
1, if r, was in effect for all of fiscal year T

E
(i) (QMDVy) + ¥t o1 QMDV;
MDV,

, ifr; came into effect during fiscal year T
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Where,

T = most recently completed fiscal year;

re = retirement obligation rate authority authorized under this subpart in
fiscal year t;

Q = the number of the quarter during the fiscal year of the effective date of
the price increase including retirement obligation rate authority made available
under this subpart;

Eq = number of days in quarter Q subsequent to and including the
effective date of the price increase;

Do = total number of days in quarter Q;

QMDVq = Market Dominant volume in quarter Q; and

MDVT = Market Dominant volume in fiscal year T.

A hypothetical example of the formulas in operation can be found in the attached

technical appendix. Appendix A, Section Il.A.

C. Commission Analysis

Comments on the retirement-based rate authority fall into three categories:
general conceptual objections to providing the retirement-based rate authority,
methodological objections regarding how the retirement-based rate authority is
implemented, and comments concerning removal of the retirement-based rate authority
from the rate base in the event of non-compliance. Each group of comments is

discussed below.

1. Conceptual Objections to Retirement-Based Rate Authority

Objections that the retirement-based rate authority is—or is not—a true-up of
rates. ANM et al. object to the retirement-based rate authority on the basis that it is a
true-up of rates. ANM et al. Comments at 52-54. ANM et al. further claim that such a
true-up violates congressional intent. Id. at 53. ANM et al. also characterize the
density- and retirement-based rate authorities as resembling a cost-of-service regime

that permits the Postal Service to recover prior-year cost-control shortfalls. Id. at 17.
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Conversely, the Postal Service objects to the retirement-based rate authority on
the basis that it is not a true-up of rates, stating “best practices of price-cap regulation
would be to authorize a reset of the Postal Service’s revenue base to a compensatory

level....” Postal Service Comments at 15.

The retirement-based rate authority is not a true-up of rates, nor is it intended to
be.’® To reiterate, the Commission has identified the amortization payments for
particular retirement costs to be a “primary obstacle” to the Postal Service’s ability to
achieve net income, and thus to satisfying the objectives of 39 U.S.C. § 3622(b). See
Order No. 5337 at 60; Section V.C.1., infra. The retirement-based rate authority: (1)
modifies the available rate cap authority to cover these specific costs; (2) only applies to
future rates; and (3) is limited to specifically-identified exogenous costs required by

statute and calculated by OPM.

Similarly, the Commission is not attempting to compensate the Postal Service for
cost-control shortfalls by implementing the retirement-based rate authority. There are
no short- or medium-term cost-control measures the Postal Service can take to
meaningfully affect the amortization portion of its retirement costs. Missed payments
are excluded from the amortization portion,'>® so the Commission is not compensating
the Postal Service for its $49.7 billion in missed payments.'>¢ The Postal Service has
forgone the investment returns that would have accrued had the missed payments been

contributed to the RHBF, but this does not affect the unfunded liability that arises in the

154 A true-up for retirement expenses would, at a minimum, be designed to recover the revenue
necessary to make the previously defaulted payments. A more general true-up would be designed to
recover all cumulative losses since the enactment of the PAEA.

155 See August 10, 2017 Notice of Supplemental Information.

156 Postal Service FY 2019 Form 10-K at 29, 33 (showing $2.7 billion past due for CSRS and
FERS, and $47.2 billion past due for RHB).
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RHBF, FERS, and CSRS as a result of changes in actuarial assumptions and the

discount rate.

Making necessary modifications to the system of ratemaking to achieve the
objectives of 39 U.S.C. § 3622(b) is fully in keeping with the Congressional intent that
the Commission modify or replace the price cap when it is found to not achieve those
objectives. See 39 U.S.C. § 3622(d)(3); Section Ill.B., supra. While the existing
ratemaking system does not distinguish among types of obligations (such as giving
special status to any type of cost or obligation), it left the Postal Service limited means
to meet those obligations. The Commission, in part due to the Postal Service’s inability
to meet its obligations (especially those largely outside of its control), has determined
that the existing system failed to achieve the objectives of 39 U.S.C. § 3622(b), taking
into account the factors of 39 U.S.C. § 3622(c). See Order No. 4257; Retirement-Based
Rate Authority in the Revised Notice of Proposed Rulemaking, supra. The Commission
is thus empowered by the terms of the statute to modify or replace the existing system,
as necessary to achieve the objectives. See 39 U.S.C. 3622(d)(3). The retirement-
based rate authority is a modification of the existing system that addresses the specific
problem that retirement amortization costs are driving the Postal Service’s net losses

which are preventing the existing system from achieving Objective 5.

Objections that the retirement-based rate authority is an impermissible exercise
in retroactive ratemaking. ANM et al. argue that the proposal “singles out and attempts
to true up a single expense that the Postal Service was always intended to recover in its
rates, an action that is contrary to incentive ratemaking theory and amounts to
impermissible retroactive ratemaking.” ANM et al. Comments at 51 (citing Old
Dominion Elec. Coop. v. FERC, 892 F.3d 1223, 1227 (D.C. Cir. 2018)). However, the
rule prohibiting retroactive ratemaking does not apply to the proposal nor to the

Commission.
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The rule against retroactive ratemaking “prohibits [the Federal Energy Regulatory
Commission (FERC)] from adjusting current rates to make up for a utility's over- or

under-collection in prior periods.”%’

As this rule is based on limits to FERC authority, it is not applicable here. Ina
recent case, the D.C. Circuit explained that the question of whether a particular method
of ratemaking is retroactive, and thus impermissible, is a question of law rooted in the
Interstate Commerce Act, the statute that governs FERC’s regulation of oil pipelines.%8
In particular, statutory language states that if FERC finds a rate unreasonable, it shall
determine the just and reasonable rate to be thereafter observed and in force. See,
e.g., 16 U.S.C. § 824e(a); 15 U.S.C. § 717d(a). The use of “thereafter” is what courts
have used to find that FERC has no authority to alter a rate retroactively.'>® No similar
language is found in 39 U.S.C. § 3622.160

The Commission’s proposal to provide additional authority to the Postal Service
to fulfill its statutorily mandated retirement obligations is not an adjustment of current

rates. Interpreting the rules in a light most favorable to ANM et al.’s arguments, the

157 Old Dominion, 892 F.3d at 1227 (citing Towns of Concord, Norwood, & Wellesley v. FERC,
955 F.2d 67, 71 n.2 (D.C. Cir. 1992)).

158 See SFPP, L.P. v. FERC, 967 F.3d 788, 801-802 (D.C. Cir. 2020).

159 See City of Anaheim v. FERC, 558 F.3d 521, 522 (D.C. Cir. 2009); Ark. La. Gas Co. v. Hall,
453 U.S. 571, 577 (1971).

160 Notwithstanding the rule being rooted in the statutory limits on FERC’s authority, it also applies
in that instance to rate adjustments within an existing system, not the creation or modification of a
ratemaking system. The rule against retroactive ratemaking prohibits the adjustment of current rates to
make up for a utility’s inadequate collection in prior periods. Old Dominion, 892 F.3d at 1227. Itis a
corollary of the filed rate doctrine. See SFPP, 967 F.3d at 801-802. This doctrine provides that a
regulated entity may not charge, or be forced to charge, a rate different from the one on file with FERC for
a particular good or service. Id. The considerations underlying the doctrine are preservation of the
agency’s primary jurisdiction over reasonableness of rates and the need to ensure that regulated
companies charge only those rates of which the agency has been made cognizant. See Ark. La. Gas Co.
v. Hall, 453 U.S. 571, 577-578 (1971). Because it concerns current rates on file, this doctrine is also
inapplicable here.
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proposal provides advance notice that the Postal Service may have access to additional
rate authority for future rate adjustment proceedings. Such notice does not constitute

retroactive rulemaking.6!

ANM et al. also argue that the proposal is contrary to incentive ratemaking
theory. ANM et al. Comments at 51. However, the system for regulating rates and
classes for Market Dominant products is not a system solely based on incentive
ratemaking theory, which primarily emphasizes incentivizing cost reductions and
efficiency improvements. The aim to incentivize cost reductions and increase efficiency,
however, is only one of nine specific objectives that the Commission must apply in
conjunction with each other when revising the ratemaking system. 39 U.S.C. § 3622;
see Chapter XIlll., infra. Accordingly, the ratemaking system must be revised in a way
necessary to achieve all nine objectives, and cannot, given that mandate, adhere

unequivocally to incentive ratemaking principles.

Objections that the retirement-based rate authority will not benefit the Postal
Service while imposing an undue burden on mailers. The Postal Service, ANM et al.,
ABA, and NPPC et al. argue that the retirement-based rate authority will not improve the
financial position of the Postal Service.'%? In particular, the Postal Service emphasizes
that the retirement-based rate authority does not improve the Postal Service’s liquidity
because the revenue raised must in turn be remitted to OPM. See Postal Service
Comments at 18. ANM et al. and ABA additionally argue that the retirement-based rate
authority imposes an undue burden on mailers. ANM et al. Comments at 52-54; ABA

Reply Comments at 6.

161 See Columbia Gas Transmission Corp. v. FERC, 895 F.3d 791, 796-797 (D.C. Cir. 1990).

162 Postal Service Comments at 18; ANM et al. Comments at 57-58; ABA Reply Comments at 6;
NPPC et al. Reply Comments at 9.
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The purpose of the retirement-based rate authority is to improve the Postal
Service’s ability to achieve net income rather than to improve the Postal Service’s
liquidity. The Postal Service cannot achieve net income if it does not generate sufficient
revenue to be able to make its statutorily mandated payments. To address this
problem, the retirement-based rate authority provides additional rate adjustment
authority and the revenue derived must be remitted towards the portion of those

payments that the Postal Service cannot control.

The retirement-based rate authority contains strong protections designed to limit
the burden on mailers while also providing additional revenue to address the underlying
driver of loss. Examples include: (1) using a phase-in period to create a predictable
and stable schedule for rate increases; (2) limiting the amount of the rate authority for
Market Dominant products to the percentage by which revenue would have to increase
for all products (both Market Dominant and Competitive) to make the full amortization
payments; and (3) requiring that all of the revenue generated under the retirement-
based rate authority is actually remitted towards those payments. These protections
help ensure that the retirement-based rate authority limits the effect on mailers while

simultaneously improving the ability of the Postal Service to achieve net income.

The Commission is permitting the density-based rate authority to be banked on
the grounds that doing so will assist the Postal Service in responding to potential
changes in price elasticity. See Section IV.C.1., infra. In the case of the retirement-
based rate authority, however, permitting banking would defeat the purpose of the
phase-in period that protects mailers by smoothing out the rate increases, and overly-
complicate the adjustment for mail-mix change and induced volume decline during the
phase-in period. Given those countervailing factors, the Commission maintains the
requirement that the retirement-based rate authority is only available for 12 months after

the Commission’s determination of the amount of retirement-based rate authority.
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Objection that the retirement-based rate authority addresses a problem that
should be fixed legislatively. ABA argues that the Postal Service’s retirement

obligations are a topic best addressed by Congress. ABA Reply Comments at 6.

While Congress certainly has the authority to act to address the retirement
obligations of the Postal Service, in the absence of Congressional action, the
Commission has the authority as explained above to take action to address the
identified retirement costs, which remain a primary driver of the Postal Service’s
ongoing losses, thus preventing the Postal Service from achieving net income.%3 The
Commission’s modifications to the system of ratemaking are necessary to achieve the
objectives, and as a corollary, the scope of the Commission’s authority is limited to the
system of ratemaking. The Commission cannot abdicate its responsibility to address a
driver of the Postal Service’s net loss (and thus a driver of the existing system’s failure

to achieve the objectives).

Objections that the retirement-based rate authority will counter-productively
induce further volume loss. ANM et al., Mailer’'s Hub, ABA, and NPPC et al. argue that
the retirement-based rate authority will contribute to additional volume loss, especially
when combined with the other sources of rate authority.64

The Commission’s experience demonstrates that demand for Market Dominant
products has been price inelastic in both the pre-PAEA period and the PAEA period.
Accordingly, the decrease in volume induced by the retirement-based rate authority is
expected to be less in proportional terms than the amount of retirement-based rate

authority.

163 The Commission reiterates that the retirement-based rate authority does not provide the
Postal Service with additional revenue to offset its previous (or future) missed payments. The payments
do not affect the amortization portion of the Postal Service’s retirement costs.

164 ANM et al. Comments at 29-33, 59; Mailer’'s Hub Comments at 6-7; ABA Comments at 1;
NPPC et al. Comments at 13.
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ANM et al. argue that the Commission should anticipate that price elasticity will
increase beyond the Postal Service’s elasticity estimates as rates rise. ANM et al.
Comments at 32-33. Unlike the density-based rate authority, where the Postal Service
can decide on a year-to-year basis how much of the additional authority to use, if the
Postal Service opts to make use of the retirement-based rate authority, it is required to
continue to use the available additional authority throughout the phase-in period, or else
forfeit the remaining authority. See Section IV.C.1., infra. Although this limits the Postal
Service’s flexibility to respond to observed changes in price elasticity, rate increases
under the retirement-based rate authority are limited to the 5-year phase-in period, after
which there will be no further rate increases that may induce further volume loss. If
price elasticity were to change abruptly, the Commission may review the components of
the ratemaking system sooner than the scheduled 5-year review. Additionally, the
Postal Service could, as the operator, make the judgment to forfeit the additional

authority should the circumstances warrant.

ANM et al. also argue that mailers will respond to the amount of price authority
granted to the Postal Service, rather than the amount by which the Postal Service
ultimately raises rates. ANM et al. Comments at 32. The Commission expects that
mailers will behave rationally based on the best information they have available. In a
situation where elasticity has increased to the point that using additional rate authority
would hurt the Postal Service, it is reasonable to expect that the Postal Service will
choose not to use all of its available rate authority. If the Postal Service has signaled an
intent on such grounds, it is also reasonable to expect that mailers will respond

rationally to the Postal Service’s actions.

Objections that the retirement-based rate authority will disincentivize efficiency.
ANM et al. argue that the retirement-based rate authority does not provide the Postal
Service with the correct incentives to improve efficiency because it increases rates in

reaction to increases in costs. See ANM et al. Comments at 51.
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The retirement-based rate authority does not increase rates in response to
general increases in costs and does not reduce the Postal Service’s incentive for
efficiency because the Postal Service cannot directly decrease the amount of its
unfunded retirement liabilities through improved efficiency. See Order No. 5337 at 62-
63; Section V.C.1., infra. The Postal Service will need cost savings and efficiency gains
to fully achieve financial health, and cost savings it reaps from increased efficiency in
other areas do not affect the amount of retirement-based rate authority. See Section
XI.E.1., infra.

Objections that the retirement-based rate authority arbitrarily targets specific
retirement costs. The Postal Service and NALC argue that the Commission’s distinction
between normal retirement costs and the amortization portion of the Postal Service’s
retirement obligations is arbitrary. Postal Service Comments at 17; NALC Comments at
2. APWU recommends that the Commission consider including normal costs as part of
the retirement-based rate authority. APWU Comments at 4-5. The Postal Service
states that although normal retirement costs depend on headcount, which is within the
control of the Postal Service, normal costs fluctuate in response to the same OPM
actuarial assumptions that drive changes in amortization costs. Postal Service
Comments at 17 n.7. The Postal Service also points out that some of the influences on
its headcount are also outside its control, citing as examples labor arbitration and the

Postal Service’s universal service obligation. Id.

The retirement-based rate authority targets amortization costs rather than normal
costs due to the same distinction acknowledged by the Postal Service. It has more
control over normal costs than over amortization costs. Amortization costs are based
on prior year service costs (in addition to actuarial and financial assumptions) and thus
are outside of postal management’s operational control. Reducing current or future
headcount, for example, does not directly affect the amount of the Postal Service’s

amortization costs. By contrast, normal costs—the cost of the future retirement benefits
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earned by employees in the current year—while also influenced by actuarial and
financial assumptions, are affected by current-year operational decisions, including
headcount. The fact that actuarial and financial assumptions also factor in to the Postal
Service’s normal retirement costs does not eliminate this distinction between normal

and amortization costs.16°

Additional Commission analysis. The Commission reiterates its determinations
that the Postal Service'’s retirement costs are a primary driver of its net losses and that
the targeted amortization payments are outside the Postal Service’s control. See
Section V.B.2., supra (citing Order No. 5337 at 62, 89-90).

As previously stated above and in Order No. 5337, the GAO has attributed the
Postal Service’s financial instability to the statutorily mandated prefunding
requirements,*®% and the Commission has previously found RHBF payments as a major
factor in net losses from FY 2012 to FY 2016. Order No. 5337 at 89 (citing Order No.
4257 at 41). Additionally, as shown in Table V-1, the Commission notes that the PAEA
was enacted at a time when the Postal Service was experiencing modest profits under

the previous regulatory regime. In every year since the PAEA imposed new payment

165The Commission also notes that the density-based rate authority provides increased rate
authority to offset the expected increase in per-unit costs (including retirement costs) caused by the
decline in mail density. Thus, in the case where growth of the Postal Service’s delivery network is not
accompanied by an equivalent growth in mail volume, the density-based rate authority ameliorates the
Postal Service’s concern that its obligation to serve its entire network puts exogenous upwards pressure
on its headcount (and thus its normal retirement costs).

166 See Order No. 5337 at 89 n.171; GAO 13-112 2 (“We have previously reported that USPS
cannot be financially viable until Congress and USPS address the cash flow problems that limit its
immediate prefunding capability while also addressing how to pay for the long-term cost of USPS’s
unfunded retiree health benefit liability”); U.S. Government Accountability Office, GAO-17-404T, U.S.
Postal Service: Key Considerations for Restoring Fiscal Sustainability (Statement of Lori Rectanus,
Director, Physical Infrastructure Issues) (2017), at 6, available at:
https://www.gao.gov/assets/690/682534.pdf (“As previously discussed, USPS’s unfunded liabilities and
debt have become a large financial burden, increasing from 99 percent of USPS revenues at the end of
fiscal year 2007 to 169 percent of revenues at the end of fiscal year 2016. These unfunded liabilities and
debt—totaling about $121 billion at the end of fiscal year 2016—consist mostly of retiree health and
pension benefit obligations for which USPS has not set aside sufficient funds to cover.” (footnote
omitted).
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requirements for the newly established RHBF, revenue has not been adequate to cover
the added costs, even in years when the Postal Service would have experienced net
income but for the PAEA prefunding requirements (required by statute through 2016)
and amortization payments (required by statute starting in 2017).

Table V-1
Net Loss With and Without PAEA-Imposed Expenses

Net Income (Loss)

Add: Statutory Add: Amortization [Add: Amortization |[Add: Amortization

before FAEA Prefunding to of unfunded RHBF |of unfunded CSRS |of unfunded FERS Total et income
Fiscal Year et RHBF obligation obligation obligation )

payments

(S in millions) (S in millions) (S in millions) (S in millions) (S in millions) (S in millions)
2006 S 900 S 900
2007 $ 3216 8,358 $ (5,142)
2008 S 2,794 5,600 S (2,806)
2009 $ (2,394) 1,400 $ (3,794)
2010 S (3,005) 5,500 S (8,505)
2011 S (5,067) - S (5,067)
2012 S (4,806) 11,100 S (15,906)
2013 $ 623 5,600 $ (4,977)
2014 $ 192 5,700 $ (5,508)
2015 S 881 5,700 241 $ (5,060)
2016 S 457 5,800 248 S (5,591)
2017 S 871 955 1,741 917 S (2,742)
2018 S (700) 815 1,440 958 S (3,913)
2019 $ (5,347) 789 1,617 1,060 $ (8,813)

Source: Please see Appendix A, Section II.B. for references to source data.

The Commission has also explained that the amount of the targeted amortization
payments are calculated by OPM based largely on prior-year service costs. Order No.
5337 at 90. To elaborate, the amount the Postal Service is invoiced by OPM for its
amortization payments is calculated based on the amount of the unfunded liability in the
RHBF. For purposes of this calculation, the amount of the unfunded liability is reduced
by the outstanding amounts of the missed payments. See August 10, 2017 Notice of
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Supplemental Information. With that adjustment, the remaining unfunded liability
subject to amortization is primarily the result of liability incurred in previous years for
future retirees, which the Commission refers to as prior-year service costs.'®’ Starting
in 2017, however, the Postal Service was required to annually pay each year’s service
costs into the RHBF,%8 so since 2017 the amount of those costs no longer adds to the
unfunded liability subject to amortization—if the Postal Service makes the payment,
there is no additional unfunded liability, and if the Postal Service fails to make the
payment, the amount of that payment will be deducted from the total unfunded liability
before determining the amortization payment.1¢® Accordingly, making changes to the
size of its current workforce—the primary method the Postal Service has for controlling
its retirement costs—would not in the near term affect the amount of its outstanding
unfunded RHBEF liabilities, and thus would not affect the amount it is invoiced by OPM
for its amortization payments. At best, changing the size of its current and future
workforce to reduce the amount of future normal costs could limit the growth of its

unfunded liability, but would not affect the amount of unfunded liability already accrued.

The Postal Service similarly has no control over its amortization payments for
FERS and CSRS. The Postal Service pays the normal costs of FERS but has defaulted
on its amortization payments. The amortization payments consist solely of
supplemental'’® payments for changes in liability due to actuarial re-evaluations. See

Section V.B.1., supra. Reducing the size of its current workforce would thus have no

167 The amount of the unfunded liability subject to amortization also includes actuarial changes,
financial returns on the balance of the RHBF, and the discount rate applied to the total liability. See, e.g.,
Postal Service FY 2019 Form 10-K at 33.

168 See Section V.B.1., supra.

169 Instead, the missed payment remains as a past due balance. See August 10, 2017 Notice of
Supplemental Information at 1-2.

170 Additional installment payments are assessed when the prior and future contributions made by
the Postal Service and its employees are inadequate to cover the benefits expected to be paid from the
Postal Service's FERS account.



Docket No. RM2017-3 -122 - Order No. 5763

effect at all on the amount of the Postal Service’s amortization payments for FERS.
Similarly, CSRS which replaced FERS, has been frozen since 1987 and has a dwindling
active employee population close to the end of their careers.1’* As such, the amount of
its amortization payments are again dependent almost entirely on actuarial re-

evaluations.

2. Methodological Objections to Retirement-Based Rate Authority

Objections that the retirement-based rate authority does not account for changes
in the OPM invoice after the phase-in period. The Postal Service argues that the
retirement-based rate authority formula does not provide an adjustment for the amount

of the OPM invoice after the phase-in period. Postal Service Comments at 20.

The retirement-based rate authority is intended as a phased-in one-time increase
in the rate base, rather than as an ongoing surcharge. The purpose of the phase-in
period is to avoid putting an undue burden on mailers by applying a one-time increase
of the full amount of the 5-year retirement-based rate authority. Because the inputs to
the retirement-based rate authority change during the phase-in period, it is reasonable
to adjust the annual retirement-based rate authority to match the new inputs while the
phase-in period lasts. After the phase-in period, should the amount of the OPM invoice
change, or mail volumes decline, the Postal Service is still only required to remit to OPM
the actual amount of revenue collected as a result of the retirement-based rate

authority.

It is also reasonable to not build in provisions for additional adjustments after the
phase-in period because the Commission will revisit the retirement-based rate authority
at least 5 years after implementation, and sooner if it appears it is not working as

intended, or should the magnitude of the obligations change in either direction. This

171 See Docket No. SS2018-1, Report to the Postal Regulatory Commission on Civil Service
Retirement System Demographic and Salary Assumptions, May 16, 2018, at 3.
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serves as an additional protection for mailers (and the Postal Service) and obviates the

need for scheduled adjustments after the phase-in period.

Objections that the retirement-based rate authority does not fully compensate the
Postal Service for the targeted retirement costs. The Postal Service claims that the
retirement-based rate authority does not fully compensate it for the amortization portion

of the identified retirement costs. Postal Service Comments at 16-17.

The retirement-based rate authority is not intended to provide full compensation.
Instead, the formula calculates the revenue increase that would be required from all
products (both Market Dominant and Competitive). The scope of the Commission’s
authority in the instant docket is limited to the Market Dominant rate system, and
authorizing that percentage of increase on Market Dominant products will necessarily
not recover the full amount of the identified retirement costs. This prevents Market
Dominant mailers from being required to pay the entirety of the identified retirement
costs. The Commission notes that the Postal Service is free to implement an equivalent
rate increase on Competitive products and does not require additional rate authority to
be granted by the Commission to do so, as long as the Competitive rate increase
complies with all relevant statutory and regulatory requirements.

The amount of the retirement-based rate authority is determined based on actual,
measured changes in the amount of the Postal Service’s liability and actual, measured
volume. This is consistent with the price cap, which bases rate authority on actual,
measured changes in inflation, and the density-based rate authority, which is based on
actual, measured changes in density. This consistent methodology has the substantial
advantage of avoiding the need to predict future volumes and correct for inaccurate
predictions. The advantage of avoiding the need to make predictions about volume

outweighs the 1-year lag created by waiting to use actual, measured data.

Objections that the retirement-based rate authority does not account for $3.1

billion already included in the rate base. NPPC et al. argue that the retirement-based
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rate authority should take into account the $3.1 billion per year added to the rate base in
Docket No. R2005-1. NPPC et al. Comments at 44. Similarly, ANM et al. argue that
RHB expenses should have always been compensated by postal rates. ANM et al.
Comments at 51. Additionally, the Public Representative states that the Commission
should determine whether the retirement-based rate authority is already provided for
under the CPI-U price cap. PR Reply Comments at 21-22. Mailers Hub, by contrast,
argues that last-minute changes in the prefunding schedule under the PAEA
(compressing 40 years of prefunding payments into 10 years) suggest that little
consideration was given at the time of the PAEA’s enactment to whether the CPI-cap
could generate sufficient revenue to cover the newly mandated retirement expenses.

Mailers Hub Comments at 4-5.

The $3.1 billion added to the rate base in Docket No. R2005-1 was part of the
pre-PAEA cost-of-service ratemaking system. The funds were required to be escrowed,
but there was no requirement that the escrowed funds be spent in any particular way.
After the PAEA passed, the escrow requirement was removed. Additionally, the PAEA

imposed the new RHBF liability.

The transition to the PAEA was a change to a new ratemaking system, with the
existing rate base (including the $3.1 billion from Docket No. R2005-1) as a starting
point. The new ratemaking system was evaluated on its own terms, and using the data
generated by experience under that system.1”2 Accordingly, the question of how much
of the pre-PAEA rate base was originally intended to cover retirement costs is not
relevant to the Commission's finding that the current ratemaking system has not
achieved the specified objectives, or to the Commission’s modifications to the

ratemaking system necessary to achieve the objectives.

172 Congress, when modifying the retirement-related liabilities in the PAEA could have specified
how any specific funds escrowed under the prior system would be utilized, but it did not do so.
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Unlike the pre-PAEA ratemaking system, the current ratemaking system does not
provide specific amounts of revenue to cover specific costs. Whether or not it was
anticipated that the revenue raised under the current ratemaking system would be
adequate to pay any particular cost is not relevant. The Commission has found the
targeted retirement costs to be a driver of the Postal Service’s inability to achieve net
income, and it is therefore reasonable for the Commission’s modifications to the current

ratemaking system to address those costs.

Objections that the retirement-based rate authority does not cap the amount of
additional rate authority. NPPC et al. object to the retirement-based rate authority on
the grounds that it is excessive, fluctuates between years, and is not subject to any cap.
NPPC et al. Comments at 42, 48. They state that a substantial drop in revenue would

increase the amount of the retirement-based rate authority. Id. at 42.

It is only during the phase-in period that the retirement-based rate authority
fluctuates, and it fluctuates only to the extent necessary to ensure that the Postal
Service receives (as nearly as practicable) the full amount of rate authority at the end of
the five years. While it is true that a substantial drop in Postal Service volume during
the phase-in period would increase the amount of the retirement-based rate authority (in
percentage terms) available in the remainder of the period, it is a trade-off that occurs
due to protecting mailers by including a phase-in period. The Postal Service’s
obligation is denominated in dollars, and recovering the same amount of dollars from
fewer pieces would require more rate authority per piece. After the phase-in period,
mailers are no longer exposed to additional retirement-based rate authority under this

rule.

Objections to the remittance requirement for the retirement-based rate authority.
The Postal Service argues that requiring revenue collected under the retirement-based

rate authority to be remitted towards its retirement liabilities prevents the Postal Service
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from improving its liquidity and usurps the business discretion of Postal Service

management. Postal Service Comments at 21.

The Public Representative agrees that remittance should not be required, stating
that due to induced volume decline, the Postal Service would have no incentive to use

the retirement-based rate authority. PR Comments at 32.

The purpose of the retirement-based rate authority is to improve the Postal
Service’s ability to achieve net income by making payments towards its unfunded
liability, not to improve the Postal Service’s liquidity. The remittance requirement helps
prevent the retirement-based rate authority from imposing an undue burden on Market
Dominant mailers by ensuring that the revenue raised under that authority actually goes
towards paying down the Postal Service’s unfunded liabilities. The retirement-based
rate authority is a tool the Postal Service may use to raise revenue to remit towards its
statutorily mandated payments, but the decision whether or not to make use of that

authority to adjust rates remains within the business discretion of the Postal Service.

Comments on the formula for calculating the amount of revenue actually
collected under the retirement-based rate authority. The Public Representative states
that the Commission does not demonstrate or explain how the actual amount of
additional revenue resulting from the retirement-based rate authority will be calculated.
PR Comments at 25.

The Postal Service claims that the additional rate authority provided by Formula
V-1 does not generate sufficient revenue to cover the remittance required under

Formula V-3 because the formulas do not take into account induced volume decline.13

173 See Postal Service Comments at 22 and Appendix A at 1. The Postal Service’s comments
and Appendix refer to these as Formulas V-1 and V-3, consistent with how they were identified in Order
No. 5337. In this document, they are identified as Formulas V-1 and V-3.
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The Commission disagrees with the Postal Service’s conclusion that the
retirement-based rate authority provided by Formula V-1 does not generate sufficient
revenue to cover the minimum required remittance.'’* The formula for calculating the
amount of revenue generated by the retirement-based rate authority (and thus amount
of the required remittance) is calculated by Formula V-3. This formula calculates the
fraction of the previous year’s rate base caused by all prior uses of retirement-based
rate authority, and multiplies the fraction by the actual revenue of the previous year.
Any induced volume decline caused by the higher rates will reduce the actual revenue
used in the calculation of the required remittance.

The amount of revenue collected as a result of the retirement-based rate
authority may be less than originally anticipated when the amount of retirement-based
rate authority was calculated. However, during years 2 through 5 of the phase-in
period, the formula accounts for the difference between the initial and subsequent
revenue when determining the amount of retirement-based rate authority available in
the next year. After the phase-in period ends, future declines in volume may continue to
reduce the amount of revenue raised by the retirement-based rate authority, but the
Postal Service will continue to only be required (for purposes of the retirement-based

authority) to remit the amount collected.

The Postal Service suggests that instead of calculating the fraction of the rate
base resulting from use of the retirement-based rate authority and then multiplying by
actual revenue, the Commission should calculate the amount of revenue raised by this
authority by estimating the amount of revenue the Postal Service hypothetically would

174 The Commission notes that the minimum remittance requirement operates only in the context
of the Postal Service’s eligibility to receive the retirement-based rate authority. The Postal Service’s
statutory obligation to remit the full invoiced amount to OPM is not subject to Commission modification.
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have raised absent the additional authority, and subtracting that estimate from actual

revenue. 1’

An estimate of the hypothetical revenue the Postal Service would have raised
absent the retirement-based rate authority would be a counterfactual approximation
necessarily involving the price-elasticity of Market Dominant mail, and a complex
iterative process not unlike that applied in pre-PAEA rate cases where the Commission
would design rates to achieve a break-even revenue target. The Postal Service uses its
own estimates in the technical appendix attached to its comments, which show wildly
varying elasticities among different classes of Market Dominant mail, and among
products within each class. See Postal Service Comments, Excel file “USPS 2020 RRA
workbook,” tab “Elasticity” (Technical Appendix). The Postal Service uses a volume-

weighted average elasticity in the examples supporting its alternative proposal.

Any reliable estimate of the amount of revenue that hypothetically would have
been raised absent the additional rate authority would require a class-by-class (and
potentially a product-by-product) comparison of the amount of rate authority used to the
price-elasticity of that class or product. Additionally, the Postal Service’s proposed
volume-weighted average does not account for complexity introduced by interactions
between price and volume across different products (cross-price elasticities), where a
price change for one product may affect the volume of another product. Even if these
additional complexities were to be taken into account, the reliability of the estimate
would depend entirely on the accuracy of the estimates for price-elasticities.

175 Postal Service Comments at 20; see Postal Service Comments, Technical Appendix. The
Postal Service alternatively suggests revising the amount of the retirement-based rate authority to reflect
the anticipated difference between actual revenue and the estimate of revenue absent the additional
authority. See Postal Service Comments, Technical Appendix.
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In addition, while the Postal Service’s analysis of potential counterfactual
scenarios include examples that incorporate density-based rate authority resulting from
volume declines induced by retirement-based rate authority, these scenarios do not
include an estimate of this additional revenue after the final year of the phase-in
period.t’® Because of the lagged effect of induced volume losses, additional density-
based rate authority would occur after the phase-in of retirement-based rate authority.
More significantly, the Postal Service’s scenarios also do not include any estimates of
the effect that induced volume losses would have on the costs of the Postal Service. If
retirement-based rate authority results in fewer pieces of mail being sent, then the
attributable cost of the mail that is not sent would not be incurred. When considering
the offsetting revenue effects of the density-based rate authority and the cost reductions
that would accompany such loss of volume, the Commission finds that the Postal
Service’s proposals to alter the retirement-based rate authority or the required
remittance risk increasing net revenue by more than the payments it is designed to

fund, to the detriment of users of Market Dominant products.

The Commission declines to adopt the Postal Service’s alternative methodology.
If the Postal Service wishes to rely on its own internal estimates of elasticity when
deciding whether or not to make use of the retirement-based rate authority, the
Governors retain that authority.

3. Objections Concerning Removal of Retirement-Based Rate
Authority

Objections that the retirement-based rate authority should instead be
implemented as a surcharge. ACMA recommends that the retirement-based rate

176 See Postal Service Comments; Appendix A; and Excel file “USPS 2020 RRA workbook.xlsx.”
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authority be implemented as a surcharge that can be easily removed when Congress
acts. ACMA Comments at 3-4.

In the event that the Commission later determines that the retirement-based rate
authority should be removed from the rate base, the rate base can be reduced by the
percentage specified in Formula V-2. This is identical in effect to removing a surcharge,
and avoids the possibility of an indefinite surcharge in the event that Congress does not

act.

Comments on clawing back the retirement-based rate authority after forfeiture.
NPPC et al. argue that there should be an automatic claw-back if the Postal Service

fails to make the required remittance to OPM. NPPC et al. Comments at 48.

The Public Representative recommends that the Commission clarify whether
forfeiture is immediate or would occur only after further Commission review. PR

Comments at 33.

In the event that the Postal Service fails to make the required remittance to OPM,
the Commission anticipates that the determination of whether or not to claw-back the
existing retirement-based rate authority will be heavily fact-dependent. Rather than try
to predict all possible scenarios and decide in advance which should trigger an
automatic claw-back provision, the Commission will instead make a determination
based on the facts at hand in the unlikely event that the Postal Service avails itself of

the retirement-based rate authority and fails to comply with its requirements.

D. Conclusion

Having considered the comments received on its proposal in Order No. 5337, the
Commission concludes that the retirement-based rate authority will be an effective tool

for raising additional revenue toward the targeted retirement amortization payments,
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which the Commission has identified as one of the primary drivers of the Postal

Service’s net loss.

The Commission therefore implements the retirement-based rate authority as

proposed in Order No. 5337, with a clarification as discussed in Section XII.C.2.177

177 As discussed in that section, the requirement that the retirement-based rate authority be used
in the first rate increase after it is available is clarified to exclude limited price changes that affect only one
or two generally applicable price cells.
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VI. PERFORMANCE-BASED RATE AUTHORITY

A. Introduction

The existing Market Dominant ratemaking system was unable to assure financial
stability (including retaining earnings), maximize incentives to reduce costs and
increase efficiency, and maintain service standards. See Order No. 4257 at 3-5,
274-275. In an effort to address these deficiencies, the Commission proposed to make
available up to 1 percentage point of rate authority per class of mail per calendar year,
conditioned on the Postal Service meeting or exceeding an operational efficiency-based
standard and adhering to service standard quality criteria. See Order No. 4258 at 120.
The Commission initially divided this 1 percentage point of performance-based rate
authority between operational efficiency (0.75 percentage points), and service
standards (0.25 percentage points). See id. The operational efficiency portion would
be allocated if the average annual TFP growth over the most recent 5 years met or
exceeded 0.606 percent. See id. The service standards portion would be allocated if
all of the service standards (including the applicable business rules) for that class during
the applicable year met or exceeded the service standards in place during the prior

fiscal year on a nationwide or substantially nationwide basis. See id. at 120-121.

After consideration of the comments, the Commission simplified its approach in
two ways. See Order No. 5337 at 149-150. First, rather than assign independent
weights for operational efficiency and service standards, the Commission made the
entire 1 percentage point of performance-based rate authority contingent on meeting
both requirements. See id. at 149. Second, the Commission revised the TFP target:
the Postal Service’s TFP for the measured fiscal year must exceed the previous fiscal

year to meet the operational efficiency-based requirement. See id. at 150.

The following discussion summarizes the comments received concerning the
Commission’s revised approach, provides analysis, and describes the resulting changes

made to the proposed rules.
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B. Comments

1. Overview

Multiple commenters oppose finalization of the rules relating to the
performance-based rate authority.'”® In the alternative, some of these commenters
suggest revisions to certain aspects of the final rules relating to the performance-based

rate authority.>’® The Berkshire Company supports the finalization of the rules related

178 See, e.g., ABA Comments at 13; AClI Comments at 3; ACMA Comments at 3; AF&PA
Comments at 5-6; ANM et al. Comments at 61; Discover Comments at 1; eBay Comments at 4-5;
Meredith Corporation Comments at 2; Mailers Hub at 5-8; NMA Comments at 8-9, 12; NPPC et al.
Comments at 51-52, 78-79; NTU Comments at 2; PR Comments at 39-40; SBE Council Comments at 2.

Additionally, ANM et al. filed three declarations in support of their comments recommending that
the Commission withdraw the rules relating to the performance-based rate authority. Expert Declaration
of Robert D. Willig, PhD, In Support of Comments of the Alliance of Nonprofit Mailers, The Association for
Postal Commerce, MPA - The Association of Magazine Media, The American Catalog Mailers
Association, The Nonprofit Alliance, The Direct Marketing Association of Washington, The Envelope
Manufacturers Association, and The Saturation Mailers Coalition, February 3, 2020, at | 7 (Willig Decl.)
(opining that the performance-based rate authority is “highly inconsistent with price cap theory,” “poorly
designed,” “vulnerable to gainful counterproductive manipulation and fails to incentivize the Postal
Service to maximize its productivity.”); Expert Declaration of Kevin Neels and Nicholas Powers, February
3, 2020, at 1 55, 62 (Brattle Decl.) (opining that the performance-based rate authority is inconsistent with
the traditional theory of price cap regulation and that the financial health justification put forth by the
Commission is significantly flawed); Declaration of Robert Fisher: TFP Accuracy for Performance-based
Rate Authority, February 3, 2020, at 2 (Fisher Decl.) (opining that “TFP is not a valid or accurate
operational efficiency-based measurement for performance-based rate authority as currently configured”).

Further, multiple commenters reiterate their opposition to the performance-based rate authority in
their reply comments. See, e.g., ABA Reply Comments at 1-2, 6-7; ANM et al. Reply Comments at 1-3,
25-29; ACMA Reply Comments at 2-4; NPPC et al. Reply Comments at 33-39; PR Reply Comments
at 34. One commenter made its first filing, expressing its opposition to all forms of additional rate
authority through its reply comments. C21 Reply Comments at 1-2, 5-7.

179 See, e.g., ABA Comments at 14 (suggesting to change: (1) the operational efficiency-based
requirement to actual net productivity improvements since inception of the performance-based rate
authority; and (2) the service standard-based requirement to actual service performance); ABA Reply
Comments at 7 (same); AF&PA Comments at 5-6 (suggesting to develop: (1) a mechanism to validate
that Postal Service management has fully leveraged all available tools to address cost and service issues
prior to providing performance-based rate authority; (2) empirical criteria to define “efficiency” and
“service;” and (3) a mechanism that would incentivize the Postal Service to align institutional costs with
expected volume declines); ANM et al. Comments at 64-65, 82 (suggesting to change: (1) the amount of
performance-based rate authority to correspond with future Postal Service capital needs; and (2) the
performance-based rate authority to an “X-factor”); Meredith Corporation Comments at 2 (suggesting that
any performance-based rate authority “must be tied to achieving future efficiencies that are not just
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to the performance-based rate authority. Berkshire Co. Comments at 1. While
generally supporting the provision of additional rate authority to the Postal Service to
fund capital investments, APWU, NAPS, NPMHU, and the Postal Service suggest
revising the performance-based rate authority rules to increase the likelihood that some
amount of performance-based rate authority would be provided to the Postal Service.'®°

marginal and are demonstrated through multi-year trends.”); Mailers Hub Comments at 8 (suggesting that
“[i]f the [Clommission finds that service performance is lagging because the Postal Service’s financial
position inhibits it from doing what's necessary to achieve expected performance, the [Clommission has
the latitude to authorize reductions in services to align reasonable operating costs to available revenue.”)
(emphasis in original); NMA Comments at 12 (suggesting that the final workshare discount regulations
and the Postal Service’s ongoing cost cutting initiatives be given time to improve the situation prior to
providing additional rate authority); NPPC et al. Comments at 59-71 (suggesting to: (1) change the
operational efficiency-based requirement to actual net productivity improvements since inception of the
performance-based rate authority; (2) reduce rate authority for failure to achieve either operational
efficiency-based or service standard-based requirement; (3) sunset the performance-based rate authority
after 5 years; (4) change the service standard-based requirement to actual service performance; and (5)
create a transparent and public process for review of Postal Service changes to its business rules); NPPC
et al. Reply Comments at 12-13, nn.26-27 (suggesting that the Commission exert increased authority
over the Postal Service’s cost reduction and investment decisions); NTU Comments at 2 (suggesting to
ensure that the Postal Service is thoroughly measuring performance before establishing performance
parameters); PR Comments at 40-45 (suggesting to change: (1) the amount of performance-based rate
authority to correspond with future Postal Service capital needs; and (2) the operational efficiency-based
requirement to multi-year TFP growth).

180 APWU Comments at 5-12 (suggesting to replace the operational efficiency-based requirement
with a capital investment plan and increase the amount of performance-based rate authority above 1
percentage point per annum); NAPS Comments at 2 (supporting the performance-based rate authority in
principle as a “postage-for-performance” incentive mechanism but asserting that it “falls short”); NPMHU
Comments at 1, 3-4 (supporting the performance-based rate authority but suggesting to independently
allocate some amount for achieving the service standard-based requirement); Postal Service Comments
at 29-31, 40 n.24 (suggesting to: (1) provide performance-based rate authority unconditionally for a
period of time; (2) adjust the service standard-based requirement; (3) provide 0.25 percentage points of
performance-based rate authority for independent achievement of the adjusted service standard-based
requirement; or (4) provide partial credit for slowing the rate of TFP decline); Postal Service Reply
Comments at 34-42 (reiterating suggestion to provide performance-based rate authority unconditionally
for a period of time); see Postal Service Reply Comments, Appendix A, Declaration of A. Thomas Bozzo
and Mark E. Meitzen, Christensen Associates, March 4, 2020, at 17 (Christensen Decl.) (opining that
providing “a limited (but unconditional) amount of revenue towards a capital funding goal would be a more
appropriate method than a TFP-linked price cap component.”).
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In the reply comments, some participants expressly oppose®! the suggestions of other

commenters.

2. Incentive Regulation

Asserting that the performance-based rate authority is unnecessary, inconsistent
with, and/or in conflict with the theoretical principles of incentive regulation, multiple

commenters urge the Commission to withdraw the performance-based rate authority.8?

With respect to concerns of theoretical necessity, ABA, ANM et al., and Meredith
Corporation assert that the performance-based rate authority unnecessarily duplicates
the existing price cap mechanism’s inherent incentive to increase efficiency and reduce
costs.’8 ABA, ANM et al., and NPPC et al. contend that the existing system richly

rewards the Postal Service for gains in TFP and that it is unexplained why giving an

181 ABA Reply Comments at 6-7 (opposing the suggestions of the Postal Service and the unions
to provide additional rate authority to fund investments that are necessary to improve efficiency and
service, and opposing the Postal Service’s suggestion to provide performance-based rate authority
unconditionally); ANM et al. Reply Comments at 27-29 (opposing the Postal Service’s suggestion to
provide performance-based rate authority unconditionally for 5 years); ACMA Reply Comments at 2-4
(opposing APWU’s suggestion to replace the operational efficiency-based requirement with a capital
investment plan); C21 Reply Comments at 2, 5 (opposing the suggestions of the Postal Service, Public
Representative, and the unions to provide additional rate authority in any form); NPPC et al. Reply
Comments at 33-39 (opposing the Postal Service’s suggestions to: (1) provide performance-based rate
authority unconditionally for a period of time; (2) adjust the service standard-based requirement; (3)
provide 0.25 percentage points of performance-based rate authority for independent achievement of the
adjusted service standard-based requirement; or (4) provide partial credit for slowing the rate of TFP
decline); Postal Service Reply Comments at 37-41 (opposing ANM et al.’s suggestion to transform the
performance-based rate authority to an “X-factor” and the suggestions by ABA and NPPC et al. to change
the operational efficiency-based requirement to actual net productivity improvements since inception of
the performance-based rate authority).

182 See ABA Comments at 2, 13; ABA Reply Comments at 6-7; AF&PA Comments at 6; ANM et
al. Comments at 61-68; ANM et al. Reply Comments at 25-29; Discover Comments at 15-16; Meredith
Corporation Comments at 2; NMA Comments at 8-9, 12; NPPC et al. Comments at 51-52, 55; NPPC et
al. Reply Comments at 35-36, 47-48.

183 See ABA Comments at 2, 13; ABA Reply Comments at 6; ANM et al. Comments at 61 (citing
Willig Decl. at [ 27 (opining that “the extra [reward of] 1percent of pricing authority [for any incremental

improvement in productivity] ‘is largely redundant and unnecessary.”)); ANM et al. Reply Comments
at 28; Meredith Corporation Comments at 2.
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additional reward through the performance-based rate authority would increase

efficiency.184

With respect to concerns of theoretical consistency, ANM et al. assert that the
performance-based rate authority “does not similarly provide an ‘economically efficient
connection between productivity gains, their financial benefits, and the cost of the
investments needed to accomplish them™ and therefore there is no basis to conclude
that the Postal Service will respond appropriately to it. ANM et al. Comments at 68
(quoting Willig Decl. at [ 32). ANM et al. contend that mailers would be better off if
Postal Service productivity declined by 0.1 percent so that mailers could avoid the
additional 1-percentage-point increase.*®> AF&PA contends that the performance-
based rate authority is inconsistent with theory because there is no business model
where a firm’s cost control and efficiency measures translate into an ability to charge

customers more. AF&PA Comments at 6.

With respect to concerns of theoretical contradictions, NMA and NPPC et al.
assert that implementing the performance-based rate authority would be contrary to
theory because it would weaken the Postal Service’s existing incentive to reduce costs

and increase efficiency.186

The Public Representative agrees with these commenters that the observed
deficiencies are not due to a lack of incentive and maintains that the performance-based

184 See ABA Reply Comments at 6; ANM et al. Comments at 64, 68 (citing Brattle Decl. 56
(opining that “[i]f the Postal Service has failed to respond to [these inherent cost savings] incentives
[under the current] price cap [system,] ... it is not clear why the Postal Service needs an additional reward
in order to motivate it to reduce costs,”) or why it can be expected to respond to additional incentives
beyond those it already faces.; NPPC et al. Comments at 55; NPPC et al. Reply Comments at 35-36.

185 ANM et al. Comments at 62 (citing Willig Decl. at [ 27; Brattle Decl. §[{] 55, 59); see Willig
Decl. § 7 (opining that the performance-based rate authority is “highly inconsistent with price cap theory,”
“poorly designed,” “vulnerable to gainful counterproductive manipulation and fails to incentivize the Postal
Service to maximize its productivity.”); Brattle Decl. [{] 55, 59, 61 (opining that the performance-based
rate authority is inconsistent with the traditional theory of price cap regulation).

186 See NMA Comments at 9; NPPC et al. Comments at 12; NPPC et al. Reply Comments at 36.
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rate authority should be withdrawn. PR Comments at 39-42. He asserts that due to
long-standing financial duress, the Postal Service has operated under significant
incentives to increase efficiency and does not require additional incentives to operate
efficiently. Id. at 41. He adds that any incentives created by the performance-based
rate authority will be inadequate to induce improvement, until the Postal Service
achieves financial health. 1d. at 42. Similarly, the Postal Service asserts that the
Commission’s analysis established that the underinvestment problem is due to

insufficient capital rather than insufficient incentive. Postal Service Comments at 39.

3. Amount of Rate Authority

a. Method to Derive the Amount

The Public Representative, ANM et al., and NPPC et al. disagree with the
Commission’s usage of historic capital investment data as reference points to derive the
proposed amount of the performance-based rate authority (1 percentage point per
annum).'®” The Public Representative asserts that this amount is not adequately
justified because there has been no demonstration that returning net asset holdings to
FY 2006 levels is the appropriate target and that 5 years is the appropriate time span to
reach that target.'8 Additionally, NPPC et al. assert that the pre-PAEA level of capital
investment is the improper starting point because the price cap system was intended to
reduce the level of capital investment compared to the cost-of-service system and past
examples of capital investment, such as the Flats Sequencing System (FSS), do not
indicate that greater capital investment would improve performance. NPPC et al.
Comments at 53-54. The Public Representative and NPPC et al. contend that the

187 See PR Comments at 40-41; ANM et al. Comments at 64-65; NPPC et al. Comments at 54-
55.

188 PR Comments at 40; Initial Comments of the Public Representative, Refiled March 7, 2018,
at 31 (2018 PR Comments).
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Commission must explain how it analyzed the reference points to derive the amount of

1 percentage point per annum.8°

The Public Representative and ANM et al. suggest that the amount of any
performance-based rate authority be based on future Postal Service capital investment
needs.® Similarly, NPPC et al. assert that the Commission incorrectly disclaims any
effort to determine how much capital the Postal Service actually needs or review the
Postal Service’s capital investment decisions going forward.'®! By contrast, the Postal
Service opposes the Commission making any projections or assumptions concerning
the Postal Service’s future capital expenditures, claiming that doing so would risk unduly
influencing the Postal Service’s business discretion as to its capital deployment. Postal

Service Comments at 37.

b. Necessity of the Amount

ABA, ACMA, Discover, and NPPC et al. argue that the performance-based rate
authority is unnecessary to generate revenue and fund investments that would improve
the Postal Service’s financial health.'®> ABA urges the Commission to “reject the
arguments...that additional rate authority is necessary in advance to make the
investments necessary to improve efficiency and service.” ABA Reply Comments at 6

(footnote omitted). ACMA contends that the performance-based rate authority is

189 See PR Comments at 41; NPPC et al. Comments at 54 (quoting Order No. 5337 at 122).

19 PR Comments at 41; ANM et al. Comments at 64-65 (citing Willig Decl. at 9 30); ANM et al.
Reply Comments at 26.

191 NPPC et al. Comments at 54 (citing Order No. 5337 at 121); id. at 54 n.60 (citing Order No.
5337 at 122).

192 See ABA Reply Comments at 6; ACMA Comments at 3; ACMA Reply Comments at 2-3;
Discover Comments at 6, 15; see also NPPC et al. Reply Comments at 34-35.
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unnecessary to fund capital investment because the Postal Service can borrow the
funds. ACMA Comments at 3; ACMA Reply Comments at 2-3.

Similarly, NPPC et al. assert that the Postal Service has ample cash-on-hand
and available borrowing authority to fund investments and that a lack of retained
earnings is insufficient to establish that additional rate authority is needed to fund
investment. NPPC et al. Reply Comments at 34-35. They emphasize that the Postal
Service had $8.9 billion in cash on hand and $4 billion in borrowing authority at the end
of FY 2019.1°3 Additionally, they echo their prior position that the performance-based
rate authority is premised on the misconception that the Postal Service is entitled to

retained earnings.'%*

Discover asserts that the justification for the performance-based rate authority is
flawed because it relies on the unexplained assumption that a lack of capital investment
has diminished service and/or volume and fails to identify any capital investments that
would reduce costs, improve service, or increase volume. Discover Comments at 6, 15.
Discover contends that the lack of capital investment is not a cause of the Postal
Service’s problems. Id. at 15. Further, Discover asserts that the justification for the
performance-based rate authority is flawed because the Commission fails to address
rising costs other than retirement obligations and actions the Postal Service can take to

reduce costs under the existing system. Id. Discover asserts that the Commission fails

193 NPPC et al. Comments at 53 (citing Docket No. ACR2019, Library Reference USPS-FY19-17,
December 27, 2019, at 11). The actual cash on hand figure reported by the Postal Service is $8.795
billion. Docket No. ACR2019, United States Postal Service FY 2019 Annual Report to Congress,
December 27, 2019, at 11 (FY 2019 Annual Report), Library Reference USPS-FY19-17, December 27,
2019.

194 Compare NPPC et al. Comments at 52-53, with Comments of the National Postal Policy
Council, the Major Mailers Association, and the National Association of Presort Mailers, March 1, 2018,
at 49-83 (2018 NPPC et al. Comments).
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to consider if the Postal Service can reenter the financial health cycle under the existing

system. Id. at 6.

Additionally, some commenters assert that the amount of the performance-based
rate authority is too large.'®®* NPPC et al. suggest that the Commission allow the
performance-based rate authority to sunset at the 5-year review, rather than allow
performance-based rate authority to be generated during the 5-year review. NPPC et
al. Comments at 61. Similarly, ANM et al. assert that granting the performance-based
rate authority in perpetuity runs counter to the Commission’s theory that the
performance-based rate authority is needed only until the Postal Service has reentered
the financial health cycle. ANM et al. Comments at 68-69; see Brattle Decl. [ 64
(opining that “the liquidity problem identified by the Commission is only a temporary
constraint created by the fact that the Postal Service has reached its borrowing limit”
and “any additional rate authority awarded to address liquidity constraints need only be
temporary”). NPPC et al. and eBay assert that the performance-based rate authority is
flawed because prior usage is incorporated into the rate base and compounded. See

NPPC et al. Comments at 12; eBay Comments at 5.

C. Sufficiency of the Amount

By contrast, other commenters assert that the amount of the performance-based
rate authority is insufficient.1% APWU asserts that the performance-based rate authority
may not provide sufficient additional rate authority to return the Postal Service to the
pre-PAEA level of capital investment. APWU Comments at 10. Additionally, APWU
asserts that the pre-PAEA level of capital investment may not be the right level for the

195 See ANM et al. Comments at 68-69; eBay Comments at 5; NPPC et al. Comments at 12, 61.

196 See APWU Comments at 10-12; NAPS Comments at 2; PR Comments at 45-46; Postal
Service Comments at 34.



Docket No. RM2017-3 -141 - Order No. 5763

future.'®” APWU opposes the 1-percentage-point limitation on the annual amount of the
performance-based rate authority and argues that rate authority should be provided to
raise revenues needed for the Postal Service’s capital investment plan. APWU
Comments at 12. NAPS characterizes the performance-based rate authority, even
when combined with the other forms of rate authority, as insufficient to restore and
maintain the financial integrity of the Postal Service. NAPS Comments at 2. The Public
Representative asserts that the Postal Service’s immediate capital needs remain
unaddressed because the performance-based rate authority is designed “to put the

th

Postal Service ‘on the path to long-term stability”” and will not provide sufficient revenue
to fund investment capital until the revenue accumulates for years. PR Comments at 46
(quoting Order No. 4258 at 53). He adds that the other forms of rate authority are
aimed to address medium-term financial stability, which as defined by the Commission,
also do not address immediate capital needs. Id. at 45-46. Similarly, the Postal Service
contends that the other forms of rate authority are insufficient to generate retained

earnings. Postal Service Comments at 34.

d. Potential Negative Effects

Multiple commenters assert that the performance-based rate authority would fail
to allow the Postal Service to reenter the financial health cycle.1% NPPC et al. express
doubt that performance-based rate authority would allow the Postal Service to reenter
the financial health cycle because they disagree that more revenue would lead to
increased efficiency via wise investing. NPPC et al. Comments at 55. Additionally, they

assert that history has shown that increased revenue can worsen TFP and past Postal

197 APWU Comments at 10-11; see ACMA Reply Comments at 2 (agreeing with APWU on this
point but disagreeing regarding the provision of additional rate authority to fund capital investments).

198 NPPC et al. Comments at 55, 59-60; ANM et al. Comments at 66-69; PR Comments at 39-46;
Postal Service Reply Comments at 34; APWU Comments at 5-6.
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Service investments such as the FSS have not fulfilled their alleged promise of
increased efficiency. Id. at 12, 55, 59-60.

APWU, ANM et al., the Public Representative, and the Postal Service assert that
the performance-based rate authority would fail to allow the Postal Service to reenter
the financial health cycle based on their contention that any lack of funding for
productivity-enhancing investments would not be addressed because the provision of
the performance-based rate authority is contingent on the realization of productivity
gains first.1%° As detailed below, while each of these commenters characterize this as a

flaw, they recommend different regulatory approaches.

APWU asserts that “the requirement of positive TFP growth to get the
performance-based rate authority puts the cart before the horse”. APWU Comments
at 5-6. APWU recommends that the Commission replace the TFP achievement
requirement with a capital investment plan requirement. Id. at 5-11. ACMA opposes
this recommendation and argues that the Postal Service should use its borrowing
authority to make essential investments with a likely payoff. ACMA Reply Comments
at 2-3.

ANM et al. contend that “the explanation offered by the Commission for why
costs have not fallen more—namely, that the Postal Service has not been able to
generate the needed investment funds—would not be addressed by this [performance-
based rate authority] proposal.” ANM et al. Comments at 69; see Brattle Decl. | 66
(opining that “the Commission’s proposal would not by itself enable the Postal Service
‘to reenter the financial health cycle.’ Instead, it would only reward the Postal Service
once it had managed to get there on its own.”). ANM et al. recommend that the

performance-based rate authority be withdrawn, reiterating their position that the

199 ANM et al. Comments at 69; PR Comments at 46; Postal Service Reply Comments at 34;
APWU Comments at 5-6.
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performance-based rate authority relies on the unexplained assumption that a lack of
capital investment has resulted in the Postal Service being unable to restrain cost
increases. ANM et al. Comments at 66-67; see Brattle Decl. ] 62 (opining that the
financial health justification put forth by the Commission is significantly flawed).
Additionally, ANM et al. assert that the Commission fails to explain how capital
investment(s) would impact efficiency and volume. ANM et al. Comments at 67; see
Brattle Decl. [ 63 (opining that “[tlhe Commission fails to demonstrate that productivity
improvements by the Postal Service have been hindered by a shortage of funds for
productivity enhancing investments”). ANM et al. further express concern regarding the
lack of any after-the-fact oversight to confirm that the revenue generated by the
performance-based rate authority is used to fund productivity-enhancing investments.
ANM et al. Comments at 68.

Arguing that designing the performance-based rate authority to function over the
long term will frustrate its intent, the Public Representative also recommends
withdrawing the performance-based rate authority. PR Comments at 39-40. He
contends that the performance-based rate authority will not provide sufficient revenue to
fund investment capital until after years of accumulation. 1d. at 46. He asserts that the
performance-based rate authority is misdirected at the symptoms of the Postal Service’s
past revenue shortfalls rather than the causes, which he identifies as the exogenous
costs of the health benefit and pension funds requirements. Id. at 39; 2018 PR

Comments at 31.

The Postal Service asserts that “[t]here is agreement that conditioning additional
rate authority on productivity gains (the ‘earn it first’ approach) is irreconcilable with the
Commission’s stated rationale of providing additional liquidity in order to invest in
productivity gains (the ‘financial-health cycle’ rationale).” Postal Service Reply

Comments at 34 (emphasis omitted). Instead, the Postal Service recommends that the
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performance-based rate authority be provided unconditionally until the 5-year review or

until an activation point to be determined through a separate proceeding.?%°

Multiple commenters oppose this recommendation by the Postal Service.?%!
Urging the Commission to “reject the Postal Service’s proposal to further dilute” the
performance-based rate authority, ABA characterizes the Postal Service’s objection that
conditioning additional rate authority on the Postal Service’s performance impermissibly
infringes on operational decision-making as “meritless.” ABA Reply Comments at 7
(citing Postal Service Comments at 30). ANM et al. characterize several of the Postal
Service’s remarks as “grous[ing] that the Commission’s proposal will make it harder for
the Postal Service to reduce its service standards”?%? and assert that the Postal
Service’s statements demonstrate that it will continue to reduce its service standards
without stricter regulation. See ANM et al. Reply Comments at 26-27 (quoting Postal
Service Comments at 30-31, 43). Additionally, ANM et al. characterize several of the
Postal Service’s remarks as “mak[ing] clear that [the Postal Service] has become wholly
uninterested in even feigning interest in a system that achieves Objective 172°% and
assert that the Postal Service’s statements demonstrate that it will not make operational
decisions that would improve productivity in response to the performance-based rate
authority. See ANM et al. Reply Comments at 27-28 (quoting Postal Service Comments
at 32). NPPC et al. contend that the Postal Service contradicts itself by claiming that it

needs unconditional revenue upfront to improve productivity and service quality and

200 See id. at 34-42; Postal Service Comments at 3; see also Christensen Decl. at 17 (opining that
“[iimplementing a K-factor to provide a limited (but unconditional) amount of revenue towards a capital
funding goal would be a more appropriate method than a TFP-linked price cap component.”).

201 See ABA Reply Comments at 7; ANM et al. Reply Comments at 26-29; NPPC et al. Reply
Comments at 33-39.

202 ANM et al. Reply Comments at 26 (citing Postal Service Comments at 30) (emphasis in
original).

203 ANM et al. Reply Comments at 27.
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also claiming that it does not need a price cap to incentivize cost reductions and
efficiency improvements. See NPPC et al. Reply Comments at 34 (citing Postal Service
Comments at 33, 56).

ABA, Discover, ACI, and Meredith Corporation assert that the provision of the
performance-based rate authority to the Postal Service will negatively affect the system
in various ways.?%* ABA questions whether the Postal Service will actually use the
revenue generated from the performance-based rate authority to increase efficiency and
reduce costs. ABA Comments at 7-8. ABA adds that without the Postal Service making
meaningful cost reductions and efficiency improvements, the additional revenues will
only give the appearance of stability and may actually be counterproductive over the
long term. Id. Similarly, Discover asserts that the Commission fails to provide evidence
to suggest that additional revenues would fund adequate capital investment to improve
efficiency and service. Discover Comments at 6. ACI contends that provision of the
performance-based rate authority would create rewards for the Postal Service “that
invite further pricing distortions.” ACI Comments at 3. Meredith Corporation asserts
that the performance-based rate authority would reward the Postal Service for engaging
in behavior that fails to adjust costs to economic realities. Meredith Corporation

Comments at 2.

4. Operation of the Rate Authority Adjustment Mechanism

a. Progressive (Upward Adjusting) Mechanism

Multiple commenters assert that the performance-based rate authority is flawed

because the incentive mechanism is entirely progressive—providing an upward

204 ABA Comments at 7-8; ACI Comments at 3; Discover Comments at 6; Meredith Corporation
Comments at 2.
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adjustment to rate authority that is incorporated into the rate base—rather than partially

or entirely regressive—providing a downward adjustment to rate authority.?%°

AF&PA characterize the proposed mechanism as improperly rewarding the
Postal Service and penalizing mail users. AF&PA Comments at 6. NPPC et al.
contend that the performance-based rate authority is counterproductive and arbitrary
because the adjustments to rate authority are upward only, the failure to meet either the
operational efficiency-based or service standard-based requirement merely results in
the inability to be eligible for the performance-based rate authority for 1 year, and prior
usage of rate authority is incorporated into the rate base. See NPPC et al. Comments
at 12-13.

ANM et al., eBay, and NPPC et al. suggest revising the performance-based rate
authority to adjust rate authority downward. ANM et al. suggest replacing the
performance-based rate authority with a downward adjusting productivity offset referred
to as an “X-factor.” See ANM et al. Comments at 81-82 (citing Brattle Decl. at { 71).
The Postal Service opposes this suggestion. Postal Service Reply Comments at 37-40.
eBay asserts that the Commission errs by declining to reduce the available rate
authority if efficiency or service decreases. eBay Comments at 5. NPPC et al. suggest
that performance-based rate authority provided in prior years should be rescinded if
TFP falls below the base year level or if service standards are reduced. NPPC et al.
Comments at 59, 68.

b. Split Between Operational Efficiency and Service Standard-
Based Requirements

Commenters express differing views on whether the achievement of the

operational efficiency and service standard-based requirements should be linked to a

205 See AF&PA Comments at 6; ANM et al. Comments at 82; eBay Comments at 5; NPPC et al.
Comments at 12-13, 59, 68.
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single amount of rate authority as proposed in Order No. 5337 or to separate amounts

of rate authority as proposed in Order No. 4258.

The Postal Service and NPMHU support Order No. 4258’s initial proposal to
provide 0.25 percentage points for achievement of the service standard-based
requirement and 0.75 percentage points for achievement of the operational efficiency-
based requirement.?°¢ The Postal Service asserts that the service standard-based
requirement “would impose an unwarranted gloss on Objective 3.” Postal Service
Comments at 31. The Postal Service argues that Order No. 4258’s initial proposal is
preferable because it would minimize the Commission’s exercise of what the Postal
Service characterizes as “unprecedented and undue influence over decisions that
Congress expressly delegated to the Postal Service” under 39 U.S.C. § 3691. Id. at 30.
Additionally, the Postal Service suggests that the Commission allow the performance-
based rate authority to be earned for each class of mail for which service standards

have not changed. Id. at 62.

By contrast, the Public Representative and NPPC et al. support Order No. 5337’s
revision to require the Postal Service to achieve both the operational efficiency-based
requirement and the service standard-based requirement to be eligible for the entire 1
percentage point of performance-based rate authority. PR Comments at 42; NPPC et
al. Comments at 52. NPPC et al. assert that “[t]he Postal Service overstates its
argument” regarding 39 U.S.C. § 3691 and that this provision does not prohibit the
Commission’s proposed service standard-based requirement. NPPC et al. Reply
Comments at 38. Additionally, NPPC et al. object to the Postal Service’s suggestion to
allow the performance-based rate authority to be earned for each class of mail for which

service standards have not changed, asserting that doing so would create perverse

206 See Postal Service Comments at 29-31; NPMHU Comments at 1, 4; see also Christensen
Decl. at 18 (opining that “the separate component of the authority for maintaining service standards is
arguably closer to regulatory practice than the combined authority proposed in Order No. 5337.”).
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incentives to devote Postal Service managerial attention to a certain class at the
expense of others. Id. at 39.

5. Operational Efficiency-Based Requirement

a. Use of TFP as the Benchmark

Multiple commenters oppose using TFP as the benchmark for measuring the

achievement of the operational efficiency-based requirement.?°’

ABA characterizes the other comments as “confirm[ing] that total factor
productivity is a flawed metric” (ABA Reply Comments at 6) and states that “[n]o party
supports using total factor productivity.” 1d. at 7 (citing Postal Service Comments at 39;
Fisher Decl. at [31]). ACMA asserts that TFP is too weak an indicator to guide
adjustments to the price cap. ACMA Comments at 3. AF&PA suggests developing
empirical criteria to define “efficiency” to evaluate its achievement objectively. AF&PA
Comments at 6. AF&PA suggests developing a mechanism to incentivize the Postal
Service to align institutional costs with expected volume declines. Id. Stating that TFP
growth can be affected by rapid volume decline, lack of capital expenditure, or when the
Postal Service commits a lot of resources to fix a problem, APWU asserts that TFP
growth is a flawed benchmark. APWU Comments at 6. APWU recommends that the
Commission continue to address the issues surrounding TFP in other proceedings. Id.
at 11. eBay asserts that the accuracy of TFP is debatable and can significantly vary.

eBay Comments at 4.

ANM et al. assert that TFP is inaccurate for three primary reasons and overstates
growth by about 1 percent per year from FY 2015 to FY 2018. ANM et al. Comments

207 ABA Reply Comments at 6-7; ACMA Comments at 3; AF&PA Comments at 6-7; ANM et al.
Comments at 8, 76-81; APWU Comments at 6; eBay Comments at 6; NPPC et al. Comments at 56;
NPPC et al. Reply Comments at 36-37; Postal Service Comments at 39-40; Postal Service Reply
Comments at 35.



Docket No. RM2017-3 - 149 - Order No. 5763

at 7-8, 76; see Fisher Decl. at 2 (opining that “TFP is not a valid or accurate operational
efficiency-based measurement for performance-based rate authority as currently
configured”). First, ANM et al. assert that TFP can produce “false positive” results in
which TFP increases, but productivity has not. ANM et al. Comments at 76 (citing
Fisher Decl. at 2). ANM et al. attribute this inaccuracy to the inclusion of inappropriate
factors and issues with the component values used to calculate TFP. ANM et al.
Comments at 76-79 (citing Fisher Decl. at 2, 4, 8, 14, 18-19, 21). Second, ANM et al.
assert that TFP is not transparent and cannot be independently validated. ANM et al.
Comments at 76, 79-80 (citing Fisher Decl. at 2, 26, 28; Brattle Decl. at {[] 68, 70).
Third, ANM et al. assert that TFP’s use of inputs that are beyond the control of the
Postal Service renders it inappropriate to use as a basis for providing the performance-
based rate authority. ANM et al. Comments at 76, 80-81 (citing Fisher Decl. at 2, 13,
31).

The Postal Service characterizes the comments received by the Commission as
demonstrating agreement that “TFP is not a suitably precise metric on which to base a
consequential award of rate authority.”?°® The Postal Service asserts that productivity is
an inappropriate and atypical requirement for performance-based rate authority. Postal
Service Comments at 39. The Postal Service claims that TFP is too comprehensive,
such that it detracts from its appropriateness to use as a measure. Id. Claiming that
most performance-based rate authority benchmarks are specific (such as safety,
service, or reliability-based), the Postal Service asserts that TFP is sensitive to
exogenous factors (such as business cycles and net trends) and endogenous factors
that are unrelated to operational performance (such as efficiency gains unrelated to

capital expenditures, and capital expenditures unrelated to operations). Id.

208 Postal Service Reply Comments at 35 (citing ACMA Comments at 3; ANM et al. Comments at
76-81; APWU Comments at 6-7; eBay Comments at 4; Postal Service Comments at 38-40).
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NPPC et al. agree with the Postal Service that TFP should not be used as a
benchmark for providing performance-based rate authority. NPPC et al. Reply
Comments at 36-37. NPPC et al. assert that “[a] review of the comments indicates that
almost no one thinks that the TFP criterion is either appropriate or likely to have the
desired effect.” Id. at 12 n.25. NPPC et al. question whether adding the TFP criterion
and related reporting requirements would be consistent with Objective 6. NPPC et al.
Comments at 20. NPPC et al. assert that TFP is an imperfect indicator because it does
not account directly for changes in factor input prices and therefore excessive inflation
in factor input prices (including wages) can increase TFP without costs decreasing.
NPPC et al. Comments at 56; 2018 NPPC et al. Comments at 73. Asserting that using
TFP as the benchmark incentivizes the Postal Service to shift costs to mailers, such as
by imposing mail preparation requirements, NPPC et al. assert that the Commission
must monitor the Postal Service pushing uncompensated costs on mailers.?®® NPPC et
al. support using a controllable cost approach rather than TFP as a benchmark. NPPC
et al. Comments at 57 n.64 (citing 2018 NPPC et al. Comments at 73). Observing that
cost problems with Periodicals and flat-shaped mail remain unresolved and that labor
costs remain above 75 percent of total postal costs and have risen as volume fell,
NPPC et al. urge the Commission to exert increased authority over the Postal Service’s
cost-reduction and investment decisions. NPPC et al. Reply Comments at 12-13 nn.26-
27.

209 NPPC et al. Comments at 56 (citing United States Postal Service, Office of the Inspector
General, Report No. MS-AR-11-006, Effects of Compliance Rules on Mailers, August 24, 2011, available
at: https://www.uspsoig.gov/sites/default/files/document-library-files/2015/MS-AR-11-006.pdf (MS-AR-11-
006)); 2018 NPPC et al. Comments at 73.
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b. Year-Over-Year Growth as the Target

Multiple commenters oppose setting the performance target for achievement of

the operational efficiency-based requirement as exceeding the prior fiscal year's TFP.2%0

APWU, the Public Representative, the Postal Service, and NPPC et al. raise
concerns that year-to-year changes in TFP growth would not produce useful information
regarding whether the Postal Service is actually maximizing efficiency.?* APWU and
the Public Representative assert that year-over-year TFP growth is an inappropriate
target because of the lag between expenditure and realization of productivity gains.
APWU Comments at 10; PR Comments at 42-43. Similarly, the Postal Service asserts
that efficiency improving investments affect TFP with variable and long lags. Postal
Service Comments at 40. The Postal Service claims that a Postal Service response to
a recession would not be fully reflected in TFP until recovery boosts workload. Id.
NPPC et al. agree with the Postal Service that year-to-year changes in TFP growth are
not particularly informative. NPPC et al. Comments at 57 (citing Docket No. ACR2019,
Library Reference USPS-FY19-17 (FY 2019 Annual Report)); 2018 NPPC et al.

Comments at 73.

ABA, ACI, Meredith Corporation, the Postal Service, and eBay argue that this
target would send incorrect signals and/or create perverse incentives.?’> ABA asserts
that using this target would allow the Postal Service to be eligible for the performance-
based rate authority “even if its net productivity declined over the 5-year period.” ABA

Comments at 13. ACI asserts that the target would discourage maximization of Market

210 ABA Comments at 14; AClI Comments at 3; ANM et al. Comments at 65-75; APWU
Comments at 10; eBay Comments at 4; Meredith Corporation Comments at 2; NPPC et al. Comments at
57-59; Postal Service Comments at 40; PR Comments at 39-46.

211 See APWU Comments at 10; PR Comments at 42-43; Postal Service Comments at 40; NPPC
et al. Comments at 57.

212 ABA Comments at 14; ACI Comments at 3; eBay Comments at 4; Meredith Corporation
Comments at 2; Postal Service Comments at 40.
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Dominant productivity. ACI Comments at 3. Meredith Corporation asserts that this
target allows for “easy manipulation of year-over-year productivity comparisons” in order
to be eligible for the performance-based rate authority. Meredith Corporation
Comments at 2. The Postal Service asserts that the proposed target of year-over-year
TFP growth would be inconsistent with the goal of maximizing efficiency incentives and
would perversely incentivize the Postal Service to spread TFP gains over multiple
years. Postal Service Comments at 40. eBay objects to the year-over-year TFP growth
target, characterizing it as awarding the Postal Service with extra rate authority for doing

“virtually nothing.” eBay Comments at 4.

Similarly, ANM et al. oppose using year-over-year TFP growth as the target,
asserting that this target would be too low and would create incorrect incentives. ANM
et al. Comments at 65-75. ANM et al. assert that the targets underlying the
performance-based rate authority are set so low as to effectively authorize the provision
of the 1 percent such that “[t]he ‘performance-based’ incentive is a misnomer.” Id.
at 69. Comparing the year-over-year TFP growth target with TFP growth over different
historical periods (average annual TFP growth was 0.72 percent from 1990 through
2006, and 0.75 percent from 2007 through 2015), ANM et al. assert that the operational
efficiency-based requirement would result in the Postal Service reaping a reward for
TFP growth below these historical levels. Id. at 70-71 n.24.

ANM et al. argue that the target creates an incentive for counterproductive
manipulation, to spread TFP gains over multiple years and thereby obtain the
performance-based rate authority for multiple years. Id. at 65-66, 72-75; Willis Decl.
191 27-29; Brattle Decl. [ 59-61, 67. ANM et al. hypothesize that in a situation where
the Postal Service is near the target, it might make a capital investment that would
boost TFP in the short term (to reach the target) but that would be inefficient in the long
term. ANM et al. Comments at 75 (citing Brattle Decl. ] 67). Observing that the

performance-based rate authority does not differentiate between changes in TFP, other
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than an increase over the prior fiscal year, ANM et al. assert that the operational
efficiency-based requirement would incentivize the Postal Service to aim for low positive
TFP growth contrary to Objective 1. ANM et al. Comments at 70-71. ANM et al. assert
that mailers would be better off if Postal Service productivity declined by 0.1 percent so
that mailers could avoid the additional 1-percentage-point increase. Id. at 62 (citing
Willig Decl. at 9] 27). ANM et al. assert that the performance-based rate authority “does
not similarly provide an ‘economically efficient connection between productivity gains,
their financial benefits, and the cost of the investments needed to accomplish them™
and therefore there is no basis to conclude that the Postal Service will respond
appropriately to the proposal. ANM et al. Comments at 68 (quoting Willig Decl. at ] 32).

C. Potential Alternative Target: Tiers of Achievement

The Postal Service and NPPC et al. debate the merits of introducing tiers of
rewards. Postal Service Comments at 40; NPPC et al. Reply Comments at 37. The
Postal Service contends that using year-over-year TFP growth as the target is flawed
because the Postal Service would not receive any partial credit for controlling negative
growth better than expected nor additional credit for exceeding the target. Postal
Service Comments at 40. The Postal Service observes that record evidence
concerning trends affecting TFP growth, the Postal Service’s operational efficiency
opportunities, and historic results tend to suggest that year-over-year TFP growth is an
overly ambitious target.?3> NPPC et al. oppose the Postal Service’s suggestion to
provide partial credit for decreasing TFP results that are not as low as expected and

express concern that doing so would allow for manipulation by the Postal Service’s

213 Postal Service Reply Comments at 40-41 (citing Northwest Postal Consulting (NWPC) for the
Postal Regulatory Commission, Report 2, Comparison of Postal Service Productivity Measurement:
Before and After PAEA Enactment, March 27, 2017, at 8-11 (NWPC Report 2); see Comments of the
United States Postal Service, March 20, 2017, Appendix C (A&M Cost Report); United States Postal
Service, USPS Annual Tables, FY 2019 TFP (Total Factor Productivity), February 27, 2020, Excel file
“Table Annual 2019 Public.xIsx,” tab “Tfp-52,” column K).
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management given the lack of transparency into “expectations.” NPPC et al. Reply

Comments at 37.

d. Potential Alternative Target: Multi-Year Growth

ABA, Meredith Corporation, NPPC et al., and the Public Representative suggest
changing the target to reflect multi-year trends of efficiency increases rather than year-
to-year TFP growth,?'# to which the Postal Service objects. Postal Service Comments
at 31-32.

While ABA and Meredith Corporation urge the Commission to withdraw the
performance-based rate authority, they assert that a shift to actual net improvement in
productivity since inception of the new authority would represent an improvement over
the target proposed in Order No. 5337.2%> Similarly, while NPPC et al. and the Public
Representative recommend that the Commission decline to adopt the performance-
based rate authority, in the alternative, they prefer Order No. 4258’s proposal to use the
5-year rolling average as the target instead of the year-over-year target proposed in
Order No. 5337. NPPC et al. Comments at 51-52, 57-59; PR Comments at 39-42.

Reviewing the past history of TFP growth from FY 2013 through FY 2019, NPPC
et al. assert that the target proposed in Order No. 5337 would allow the Postal Service
to earn performance-based rate authority in the early year(s) and keep those gains as
baked into the rate base, but then lose all of those TFP gains in later year(s). NPPC et
al. Comments at 57. Therefore, NPPC et al. suggest that performance-based rate
authority should not be provided unless TFP is cumulatively higher than when the new

system is put into place. Id. at 59. NPPC et al. suggest using the 5-year rolling average

214 See ABA Comments at 14; ABA Reply Comments at 7; Meredith Corporation Comments at 2;
NPPC et al. Comments at 57; PR Comments at 39-46.

215 ABA Comments at 14; ABA Reply Comments at 7; Meredith Corporation Comments at 2.
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for the TFP target, on an interim basis until a better metric is developed. Id. at 51-52,
57.

The Public Representative asserts that Order No. 5337’s proposal to use a year-
over-year target for TFP growth is inferior to Order No. 4258’s proposal to use a 5-year
rolling average method because TFP is designed to function over a lengthy period. PR
Comments at 39-40. He states that the year-over-year target does not take into
account the lag between productivity growth and innovations or short-term operating
decisions. Id. at 42-43. He adds that year-over-year TFP growth is less reliable than
the multi-year rolling average method because year-over-year growth may vary
substantially and uses fewer data points. Id. at 43. Therefore, he suggests allowing a
significantly longer period of 7 to 8 years to measure TFP growth. Id. He asserts that
the Commission acknowledges these deficiencies and fails to adequately rebut them.
Id. at 43-44 (quoting Order No. 5337 at 135). He asserts that although the year-over-
year method may be marginally more straightforward than the multi-year rolling average
method, the Commission’s contention that the year-over-year method renders annual
operational performance to be more visible does not justify its use over the multi-year
rolling average method. Id. at 44. He asserts that visibility into annual operational
performance can be obtained through reporting requirements; however, a multi-year
lookback is needed to produce reliable measurement incentives for longer-term capital
investments. Id. at 44-45. Overall, he asserts the change to the year-over-year method
accounts for short-term productivity improvements rather than measuring efficiency. Id.
at 45. Further, he hypothesizes that if the Postal Service generates revenue from the
performance-based rate authority in the short-term, then the Postal Service might use
the revenue to make longer-term capital investments that subsequently lower TFP for
future years. Id. at 46.
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The Postal Service opposes using multi-year TFP growth as the target, asserting
that it is irrational to reward or punish the Postal Service based on TFP growth prior to

the implementation of the rule. Postal Service Comments at 32.

6. Service Standard-Based Requirement

ACMA, AF&PA, Mailers Hub, NMA, and the Public Representative object to the
requirement that the Postal Service meet or exceed the service standards in place
during the prior fiscal year.?'® ACMA cautions that maintaining the Universal Service
Obligation as volume continues to decline will lead to costs rising to prohibitive levels
and eventual network collapse. ACMA Comments at 1. AF&PA suggests developing
empirical criteria to define “service” to evaluate its achievement objectively. AF&PA
Comments at 6. Mailers Hub opposes providing additional rate authority to incentivize
the Postal Service to consistently achieve its service standards and asserts that the
performance-based rate authority implies that the existing regulatory tools are
insufficient to yield that result. Mailers Hub Comments at 8. Mailers Hub asserts that if
the Commission finds that service performance is declining because the Postal
Service’s financial challenges inhibit it from taking the actions necessary to achieve the
expected performance, the Commission should authorize reductions in service that
would align operating costs with available revenue. Id. NMA characterizes the
performance-based rate authority as a reward for the Postal Service not officially
reducing published standards. NMA Comments at 8-9. The Public Representative
asserts that the performance-based rate authority is misdirected at the symptoms of

service problems rather than the causes, which he identifies as inadequate

216 ACMA Comments at 1; AF&PA Comments at 6; Mailers Hub Comments at 8; NMA Comments
at 8-9; PR Comments at 41.
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capitalization. PR Comments at 41-42 (citing 2018 PR Comments at 36 (quoting Kwoka
and Wilson Decl. at 15)).

Opposing the service standard-based requirement,?'’ the Postal Service

suggests that any diminution of service standards trigger a qualitative evaluation of:

(1) whether the reduced service standards remain of ‘high quality’ for
purposes of Objective 3; and (2) if the new service standards are not
‘high quality,” whether the change, on balance, nonetheless furthers
other Section 3622 criteria (e.g., reducing costs and increasing efficiency
(Objective 1)) that outweigh the impact on Objective 3.

Postal Service Comments at 43. NPPC et al. object and characterize the Postal
Service as “seek[ing] to weaken [Order No. 5337’s] already inadequate proposal [even]

more.” NPPC et al. Reply Comments at 38 (citing Postal Service Comments at 42-43).

ABA, eBay, and NPPC et al. suggest incorporating service performance
achievement into the service standard-based requirement.?® ABA asserts that
providing performance-based authority even if the Postal Service fails to meet its
published service standards is arbitrary and capricious. ABA Reply Comments at 7;
ABA Comments at 14. eBay asserts that maintaining service standards without
evaluating achievement lacks value. eBay Comments at 4. NPPC et al. suggest that
the Commission base the provision and reduction of performance-based rate authority
on the achievement of service standards (service performance results). NPPC et al.
Comments at 62-65. NPPC et al. assert that not linking the provision of performance-
based rate authority with service performance results fails to achieve Objective 3 and
take into account Factors 1, 4, and 9. Id. at 12, 63-64. NPPC et al. assert that the

annual compliance review process has been and will continue to be insufficient to

217 As summarized, Section VI.B.4.b., supra, the Postal Service provides suggestions that would
affect the amount of rate authority earned or foregone by achievement such as: reducing the amount of
rate authority earned by the achievement of this requirement (see Postal Service Comments at 30-31)
and allowing rate authority to be earned on a class-by-class basis (see id. at 62).

218 See, e.g., ABA Comments at 14; ABA Reply Comments at 7; eBay Comments at 4; NPPC et
al. Comments at 62-66.
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address declining service and that a rate authority consequence must be imposed. Id.
at 65-66.

NPPC et al. and the Postal Service debate the merits of introducing reporting
requirements associated with changes to service standards. Id. at 12, 69-71; Postal
Service Comments at 42. NPPC et al. support the inclusion of changes in the business
rules as part of the evaluation of whether the service standards have been maintained
and state that the Commission should have a process to assess such changes
transparently so that mailers may evaluate such changes. NPPC et al. Comments
at 12, 69-71. By contrast, asserting that the changes to the service standards are
already transparent, the Postal Service argues that the certification requirement is an
unnecessary administrative burden. Postal Service Comments at 42.

C. Commission Analysis of Comments

1. Overview

The Commission appreciates the commenters’ efforts in preparing their critiques
of the performance-based rate authority. Upon consideration of the comments
received, the Commission declines to implement the proposed rules relating to
performance-based rate authority at this time and will defer consideration of the related

issues to a new rulemaking docket.

The existing Market Dominant ratemaking system did not achieve the PAEA’s
objectives during the 10 years following the PAEA’s enactment. See Order No. 4257
at 3-5, 274-275. The Commission’s findings were premised on the existing ratemaking
system’s inability to assure financial stability (including retaining earnings), maximize
incentives to reduce costs and increase efficiency, and maintain service standards. See

id. at 3-5, 274-275. During the PAEA era, the existing ratemaking system was
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inadequate, which resulted in an accumulated deficit,?*® maximum use of the Postal
Service’s borrowing authority and a sharp decline in capital investments,??° operational
efficiency increases and cost reductions that were insufficient to achieve overall
financial stability and/or retained earnings,??! and reduction of the high quality service
standards that were set in 2007. Order No. 4257 at 273.

The Commission’s approach to designing a system that meets the PAEA’s
objectives in conjunction with each other is to make principled adjustments to the
existing ratemaking system. The Commission makes principled adjustments to the
existing price cap that targets two underlying drivers of the Postal Service’s net losses
that are largely outside of its direct control: (1) the increase in per-unit cost resulting
from the decline in mail density for each fiscal year under final subpart D of 39 C.F.R.
part 3030; and (2) the statutorily mandated amortization payments for particular
retirement costs under final subpart E of 39 C.F.R. part 3030. This allows the Postal
Service the opportunity to capture revenue to address these two underlying drivers of

the Postal Service’s near-term financial distress.

The Commission also provides additional rate authority of 2 percentage points
per fiscal year for each non-compensatory class of mail and defines rate-setting criteria
for non-compensatory products in classes for which overall class revenue exceeds
overall class attributable cost under final subpart G of 39 C.F.R. part 3030. The

additional 2 percentage points of rate authority made available for non-compensatory

219 See id. at 171-172 (describing how the consecutive net losses resulted in an accumulated
deficit).

220 The Postal Service lacks shareholders and instead must finance capital investments through
revenue or through borrowing. Order No. 4258 at 48-49. Therefore, as consecutive years of net losses
resulted in an accumulated deficit, the Postal Service relied heavily on its borrowing authority, deferred
capital investments, and increased its cash reserves. See id. at 46-52.

221 Order No. 4257 at 222, 274-275 (summarizing that while some cost reductions and efficiency
gains were achieved post-PAEA, they were insufficient to achieve financial stability in the medium term
and long term).
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classes is aimed at narrowing the cost coverage gap over time and is not projected to
produce positive returns within 5 years. See Order No. 5337 at 168-170. By taking an
incremental approach to addressing these long-standing issues, the final rules are
designed to ensure that the ratemaking system would not incentivize the Postal Service

to solely raise rates to address non-compensatory classes and products.

In addition to providing new forms of rate authority and introducing rate-setting
criteria, the Commission finalizes two other types of regulations. One type is directly
aimed at maximizing the Postal Service’s incentives to increase pricing efficiency, and
the other type is designed to increase transparency into the Postal Service’s efforts to
increase efficiency and reduce costs. To address the inefficient pricing practices
observed during the PAEA era, the Commission enhances its regulation of workshare
discounts under final subpart J of 39 C.F.R. part 3030. To monitor the effects of all of
the finalized regulatory changes, particularly with respect to planned and realized cost
reductions, the Commission codifies additional reporting requirements in final 39 C.F.R.
§ 3050.55.

Based on the record in this proceeding, the Commission finds that it is neither
necessary nor prudent to implement the proposed rules relating to performance-based
rate authority at this juncture. The performance-based rate authority proposal was
designed to maximize the incentives to increase efficiency and reduce costs while
maintaining service standards by introducing a performance incentive mechanism.?22

Because the final rules adopted in this Order, which are directly aimed at preventing the

222 performance-based regulation is a broad concept referring to a regulatory system that applies
incentives to promote targeted behavior by the regulated entity. See William Zarakas, A New Face for
PBR: Aligning Incentives in the Electric Utility System, PUB. UTILS. FORT., December 2017 (Zarakas),
available at: https://www.fortnightly.com/fortnightly/2017/12/new-face-
pbr?authkey=e0a4230ee85eb602f123c1e633c0e5b5260f9hd3f297c094c055e7868e5a4589. More
specifically, a performance incentive mechanism (PIM), also referred to as a targeted performance
incentive (TPI), is used by regulators to set a target for acceptable performance by the regulated entity for
a specific area and attach a financial incentive to ensure compliance. See id.
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Postal Service from succumbing to its near-term financial challenges, contain numerous
safeguards in their design,??® the Commission acknowledges that implementation of the
performance-based rate authority proposal is not an immediate need. Moreover, as
numerous commenters have highlighted potential issues with the design and
implementation of the performance-based rate authority, further careful deliberation on

whether, when, and how to introduce a performance incentive mechanism is warranted.

The aim of the Commission’s approach in removing the performance-based rate
authority from the final rules is to realign the existing system in a balanced, measured
manner. To ensure that this realignment occurs and the objectives remain properly
balanced until the next system review in 5 years or earlier if necessary, the Commission
will initiate a separate rulemaking to consider a number of issues—most particularly the
exact nature of what additional adjustments (if any) would be beneficial to the system’s
achievement of Objectives 1, 3, and 5.224 The following considerations lead the
Commission to decline to implement the performance-based rate authority at this time
and defer consideration of related issues to a new rulemaking docket.

223 particular discussion of how each of the three new forms of rate adjustment authority (the
density rate authority, retirement obligation rate authority, and non-compensatory rate authority) are
designed to account for such concerns appears in Section XIII.E.1., infra. Particular discussion of the
nature and extent of the financial instability of the Postal Service appears in Section XIII.E.5., infra.
Particular discussion of how the modified rate system is designed to enable the Postal Service to set
rates that would be “just and reasonable”—neither a threat to the Postal Service’s financial integrity nor
excessive to ratepayers—appears in Section XllI E.8., infra.

224 The discussion of the performance-based authority in prior orders and in this Order focuses on
the most direct impacts regarding issues encapsulated under Objectives 1, 3, and 5. This focus should
not be viewed as implying that the Commission is unaware of, or unconcerned with, the other objectives
appearing in the PAEA. See NPPC et al. Comments at 10. The Commission remains cognizant of the
need to balance all nine objectives with respect to the design of the ratemaking system. To promote
clarity, the Commission provides a summary in Chapter XIlII., infra, organized by objective, of how
finalizing the other changes, and declining to finalize the performance-based rate authority at this time,
are necessary to achieve the objectives of 39 U.S.C. § 3622(b) in conjunction with each other. Any
changes that may be undertaken in the new rulemaking docket will also consider all of the objectives in
conjunction with each other.



Docket No. RM2017-3 -162 - Order No. 5763

The final rules, even without the performance-based rate authority, introduce
numerous changes to the existing ratemaking system simultaneously. These changes
include the introduction of three new forms of rate adjustment authority that would allow
the Postal Service to raise rates in excess of the existing annual limitation (the annual
percentage change in the CPI-U). The deficiencies of the existing system are complex
and necessarily require complex solutions that act in concert with each other. To
mitigate against potential shocks and unintended consequences of introducing multiple
complex changes simultaneously, the Commission finds it is prudent to tailor the focus

of the final rules implemented at this time.??°

Moreover, the Commission determines that it should exercise particular caution
in introducing performance-based rate authority to the existing ratemaking system. As
proposed in Order No. 5337, the performance-based rate authority interconnects
complex, longer-term challenges concerning finances, operational efficiency, cost
reductions, and service. While the theoretical literature and experiences of other
regulators relating to incentive regulation may not exactly correspond to the Postal

Service,?? these sources tend to confirm that designing incentive based rate authority

225 See, e.g., NPPC et al. Comments at 14 (“Given these many moving parts, it would be prudent
for the Commission to move incrementally.”).

226 For instance, the Postal Service is unique in that it is a government agency and therefore
“...has no shareholders and may not invest in stocks, bonds, or other financial instruments.” Order
No. 4258 at 48. Additionally, the Postal Service’s borrowing capacity is restrained. See Order No. 4257
at 33 (describing the $15 billion limitation on borrowing imposed by 39 U.S.C. § 2005); Order No. 4258
at 49 (describing the Postal Service’s use of its borrowing authority post-PAEA); FY 2019 Financial
Analysis at 36 (explaining that as of FY 2019, the Postal Service has $4 billion in available borrowing
authority.). Therefore, unlike private companies, the Postal Service must finance capital investments
through revenue or using its nearly exhausted borrowing authority. See Order No. 4258 at 48-49.
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should be done cautiously as implementing incentive regulation is complicated and may
have unintended consequences.??’ Moreover, as reflected above, multiple commenters
in this docket also have raised practical concerns with implementing the proposed

versions of performance-based rate authority. Upon consideration of the record in this

227 See Synapse Energy Economics, Inc., Melissa Whited, Tim Woolf, & Alice Napoleon, Utility
Performance Incentive Mechanisms: A Handbook for Regulators, Prepared for the Western Interstate
Energy Board, March 9, 2015, at 13, available at: https://www.synapse-
energy.com/sites/default/files/Utility%20Performance%20Incentive%20Mechanisms%2014-098_0.pdf,
(describing the difficulties of establishing the right productivity factor when there are few comparable peer
operators, the operator needs to replace aging infrastructure, the operator or the industry is in a period of
rapid transition, and historical costs and practices are not a good indication of what future costs and
practices will be); id. at 53-56 (describing potential pitfalls when designing performance incentive
mechanisms such as providing disproportionate rewards or penalties, unintended consequences,
regulatory burden, uncertainty, and gaming and manipulation by the regulated entity); Paul L. Joskow,
Incentive Regulation and its Application to Electricity Networks, Review of Network Economics Vol. 7,
Issue 4, at 547, 554 (Dec. 2008) (2008 Joskow), available at:
https://siliconflatirons.org/documents/initiatives/IRLEdaythree/Joskow_Incentive_Regulation.pdf, (“... the
implementation of price cap mechanisms is more complicated and their efficiency properties more difficult
to evaluate than is often implied and places a significant information collection, auditing and analysis
burden on regulators.”); Paul L. Joskow, Incentive Regulation in Theory & Practice: Electricity Distribution
& Transmission Networks, January 21, 2006, at 8-9 (2006 Joskow), available at:
https://economics.mit.edu/files/1181, (“Some mechanisms can provide both good pricing and
performance (cost, quality) incentives, but typically, the desire to get prices as well as performance
incentives right creates another constraint that moves us further from first-best outcomes.”); General
Oversight of the U.S. Postal Service: Hearings Before the Subcomm. on the Postal Service of the H.
Comm. on Gov’t Reform, 105th Cong. 33-51 (1997) (statement of John E. Kwoka, Jr., Professor of
Economics, George Washington University) (Kwoka Congressional Testimony) (opining that caution
should be exercised in adjusting for past performance and describing other regulators’ efforts to correct
for errors in prior productivity calculations); Peter Navarro, The Simple Analytics of Performance-Based
Ratemaking: A Guide for the PBR Regulator, 13 Yale J. on Reg. 105, 109 (1996) (Navarro), available at:
https://core.ac.uk/download/pdf/72838797.pdf (“...PBR is neither good nor bad--but that application,
design, and implementation make it so. We shall also argue that PBR is sufficiently flawed as a concept
that would-be reformers should approach it with far less zeal and much more caution than is now being
exhibited in many quarters.”); Navarro at 110 (“...a poorly designed PBR experiment can actually make
the economic situation worse.”) (emphasis in original); Navarro at 125-144 (describing the potential
pitfalls of setting the amount of revenue at stake too high or too low, the tradeoffs involved in selecting a
progressive versus regressive mechanism for incentivizing efficiency gains and cost savings, and the
difficulties in establishing a mechanism to link cost savings with maintaining quality); Ass’n of Oil Pipe
Lines v. FERC, 83 F.3d 1424, 1437 (D.C. Cir. 1996) (Qil Pipelines 1) (upholding the Federal Energy
Regulatory Commission’s price cap regulation for oil pipelines despite the lack of a productivity offset);
Time Warner Entertainment Co. v. FCC, 56 F.3d 151, 173 (D.C. Cir. 1995) (upholding the Federal
Communication Commission’s price cap regulation for cable television despite the lack of a productivity
offset).
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proceeding, the Commission finds that it should engage in additional study before
deciding whether, when, or how to introduce performance-based rate authority into the

ratemaking system.

While multiple system designs could potentially satisfy the objectives of the
PAEA in conjunction with each other, the Commission aims to produce a balanced
system. In balancing the tradeoffs, the Commission finds that it is reasonable to focus
on near-term issues first.?22 The performance-based rate authority is aimed at
addressing longer-term challenges. See Order No. 5337 at 114-116; Order No. 4258
at 38-39, 53. While 39 U.S.C. § 3622(d)(3) requires that the Commission engage in
rulemaking, subject to notice and opportunity for public comment, it also allows the
Commission broad discretion with regard to determining which (if any), how, and when
any regulatory changes may be adopted to achieve the objectives, in conjunction with
each other.??° In determining the timing or schedule of how to address the many
challenges faced by the Postal Service, the Commission finds it prudent to address
immediate term pricing and uncontrollable cost issues first and then consider the
potential impact of imposing additional adjustments to the price cap that would further

incentivize efficiency, cost reductions, and maintenance of service standards. While the

228 See City of Las Vegas v. Lujan, 891 F.2d 927, 935 (D.C. Cir. 1989) (“Since agencies have
great discretion to treat a problem partially, we would not strike down the listing if it were a first step
toward a complete solution”); Nat'l Ass'n of Broads. v. FCC, 740 F.2d 1190, 1210 (D.C. Cir. 1984) (“We
have therefore recognized the reasonableness of the Commission's decision to engage in incremental
rulemaking and to defer resolution of issues raised in a rulemaking even when those issues are ‘related’
to the main ones being considered.”).

229 See 39 U.S.C. § 3622(d)(3); see also NPPC et al. Reply Comments at 16 (“That the
Commission ‘may’ modify the system to better achieve the Objectives does not mean that it must make
changes.” (emphasis in original)); Envtl. Integrity Project v. McCarthy, 139 F. Supp. 3d 25, (D.D.C. 2015)
(withdrawing a proposed rule after a notice and comment period is subject to a more deferential standard
of judicial review than a decision to issue a new rule or rescind an existing rule “because a decision that
‘alters the regulatory status quo’ requires ‘more persuasive justification than does the decision to retain an
existing rule’ and “must also be guided by appropriate deference to an agency’s discretion to set the
‘timing and priorities of its regulatory agenda.”) (quoting Williams Nat’l Gas Co. v. FERC, 872 F.2d 438,
443 (D.C. Cir. 1989) and WildEarth Guardians v. EPA, 751 F.3d 649, 651 (D.C. Cir. 2014)).
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Commission could opt to finalize such issues in a single rulemaking, the PAEA does not
require it. Moreover, given the issues that require refinement, prudence counsels
against it. Therefore, at this juncture, the Commission adopts a cautious approach with
respect to adding a direct financial incentive (such as the addition of 1 percentage point
of performance-based rate authority) contingent on year-over-year TFP growth and
maintenance of existing service standards. This approach is further reinforced by the
comments filed in this proceeding expressing widespread opposition to finalizing the
performance-based rate authority as proposed at this time?3° and urging the
Commission to conduct additional study prior to implementing this or another type of

proposal.?3!

The Commission acknowledges that stakeholders may have concerns related to
timing and certainty. Notice and comment rulemaking allows an agency, after
consideration of comments, to choose to adopt or withdraw its proposals.?®? While
implementing the additional 1 percentage point of performance-based rate authority
now would provide more certainty, reasoned decision-making also requires the

Commission to ensure that any changes to the existing ratemaking system are

230 See n.177, supra; see also ANM et al. Reply Comments at 29 (“More generally, however, the
initial comments to Order No. 5337 show that even commenters with widely divergent opinions uniformly
agree that the Commission’s performance-based rate authority cannot stand and should not be enacted”);
NPPC et al. Reply Comments at 36 (“The Commission should acknowledge that almost no one supports
the Revised NPRM'’s proposed use of TFP as a partial basis for additional ‘service performance’ rate
authority.”); Postal Service Reply Comments at 34 (“Despite some unfounded criticisms, there is
remarkable consensus that the proposed performance-based rate authority is problematic”).

231 See AF&PA Comments at 5-6 (suggesting to develop a mechanism to validate that Postal
Service management has fully leveraged all available tools to address cost and service issues prior to
providing performance-based rate authority); APWU Comments at 11 (suggesting that the Commission
continue to address the issues surrounding TFP in other proceedings); NMA Comments at 12 (suggesting
that the final workshare discount regulations and the Postal Service’s ongoing cost cutting initiatives be
given time to improve the situation prior to providing additional rate authority); NTU Comments at 2
(suggesting to ensure that the Postal Service is thoroughly measuring performance before establishing
performance parameters).

232 See Long Island Care at Home, Ltd. v. Coke, 551 U.S. 158, 175 (2007).
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measured. At this juncture, withdrawing the rules relating to the performance-based
rate authority and deferring these issues for further study represents the best procedural
method to ensure that any changes that the Commission implements to the existing
ratemaking system are measured. Doing so is also consistent with the Administrative
Procedure Act, which requires the Commission to address significant public

comments.233

The Commission finds that further study would produce useful information
concerning a number of issues, including many raised in the comments. Because the
Commission remains committed to exploring ways to enhance the regulatory system to
promote longer-term financial stability, increased efficiency and cost reductions, while
maintaining high quality service standards, the Commission intends to initiate a new
rulemaking in the coming months. The Commission also commits to conducting such a
proceeding via a notice and comment rulemaking to ensure that sufficient notice and

opportunity for comment is given to all stakeholders.

2. Areas for Further Refinement in the New Rulemaking

The comments received in this docket have been instructive in highlighting key
areas for additional study that will be analyzed in the new rulemaking, such as what
amount(s) of rate authority(ies) should be put at stake (if any), and what benchmark(s)

and incentive mechanism(s) should be used to incentivize desired behavior(s).

The Commission acknowledges that further analysis would be particularly helpful
to determine whether additional incentives should be added to further enhance the
ratemaking system. Multiple commenters express concerns that additional incentives

may be unneeded and suggest differing regulatory approaches: stricter limitations on

233 See U.S. Postal Serv. v. Postal Reg. Comm’n, 963 F.3d 137, 141 (D.C. Cir. 2020) (citing Int’l
Fabricare Inst. v. EPA, 972 F.2d 384, 389 (D.C. Cir. 1992)).
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rate increases to promote discipline by the Postal Service in containing costs?3* versus
fewer limitations on rate increases to generate additional revenue to fund the Postal
Service’s operating needs and capital investments.?3> The Commission wishes to
further explore whether connecting direct financial consequences with efficiency gains,
cost reductions, and maintained service standards would benefit the ratemaking

system, and if so, how to best design these potential measures.

Numerous commenters express concerns regarding the method used to
approximate the amount of the financial incentive.?*® The Commission intends to
explore whether there is a method that would better set the amount(s) of the financial
consequence to enhance the incentives for the Postal Service to increase efficiency,
reduce costs, and maintain high quality service standards in the current environment.
The Commission finds that additional study would ensure that counterproductive
outcomes do not occur and would better connect the change(s) in or level(s) of
efficiency, cost reductions, and service standards with the financial incentive(s) at stake.
The Commission also intends to further explore whether the amount(s) at stake would
translate to an increase of rate authority(ies),?3” a reduction of rate authority(ies), a

combination mechanism, or a surcharge(s).

234 See, e.g., ABA Comments at 2, 13; ABA Reply Comments at 6; ANM et al. Comments at 61-
68; ANM et al. Reply Comments at 28; Meredith Corporation Comments at 2; NPPC et al. Comments at
55; NPPC et al. Reply Comments at 35-36.

235 See, e.g., PR Comments at 39-42; Postal Service Comments at 39.

236 See, e.g., ANM et al. Comments at 64-69; APWU Comments at 10-12; eBay Comments at 5;
NAPS Comments at 2; NPPC et al. Comments at 12, 54-55, 61; PR Comments at 40-46; Postal Service
Comments at 34.

287 Upward adjustments (such as a negative “X-factor”) are not foreclosed by price cap theory.
See Postal Service Reply Comments at 37-38; PR Reply Comments at 3 n.9; Willig Decl. at { 12 n.5; see
also Zarakas, supra.
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Numerous commenters express particular concerns regarding the reliability,
accuracy, and transparency of TFP.23® The Commission intends to further explore
whether TFP is an appropriate benchmark to use for the basis of connecting a direct
financial incentive and how TFP (or an alternative) could be refined methodologically to
produce sufficiently reliable, accurate, and transparent results. Observing that there
have been some changes in the TFP methodology over the years and that TFP results
have been revised after-the-fact on occasion,?3® the Commission intends to ensure that
TFP, particularly if it is selected as a benchmark for provision of additional rate
authority, is methodologically stable and sound. A critical step to enable this study of
TFP will be to require the Postal Service to file the documentation and linked
workpapers for its TFP methodology in the new rulemaking. Engaging in additional
study will also somewhat mitigate the existing information asymmetry, particularly with
respect to cost reductions, which tends to advantage the Postal Service (which has
better information about the actual extent of achievable cost reductions) and

disadvantage the ratepayers (who have less information on this issue).?4°

238 See, e.g., ABA Reply Comments at 6-7; ACMA Comments at 3; AF&PA Comments at 6-7;
ANM et al. Comments at 8, 76-81; APWU Comments at 6; eBay Comments at 6; NPPC et al. Comments
at 56; NPPC et al. Reply Comments at 36-37; Postal Service Comments at 39-40; Postal Service Reply
Comments at 35.

239 Compare, e.g., United States Postal Service, USPS Annual Tables, FY 2017 TFP (Total
Factor Productivity), February 28, 2018, Excel file “table annual 2017 public (2017 cra).xlsx,” tab “Tfp-52”
(updating FY 2016 TFP result to 1.262), with United States Postal Service, USPS Annual Tables, FY
2016 TFP (Total Factor Productivity), March 1, 2017, Excel file “table annual 2016 public (2016 cra).xlsx,”
tab “Tfp-52” (reporting FY 2016 TFP result as 1.260). While the Postal Service did not provide an
explanation for the updated FY 2016 TFP result, Commission analysis identified updated source data for
FY 2016. Additional technical changes to the TFP are detailed in the NWPC paper provided by the
Commission in conjunction with Order No. 5337. See generally NWPC Report 2.

240 See Order No. 5337 at 224-226 (describing opportunities to improve transparency and reduce
information asymmetries relating to cost reduction initiatives or explanations for significant changes in
costs); see also 2008 Joskow, supra at 550-551 (observing that regulators have imperfect information
relating to the operator’s cost, quality, and demand attributes and that such information asymmetries
favor the operator and may disadvantage customers).
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This need for additional information and study is particularly applicable to
exploring potential alternatives to using a TFP benchmark. While some parties have
provided their general positions regarding potential alternatives, the record in this
docket does not contain much detail regarding how to potentially operationalize an
alternative to using TFP.?*' The new rulemaking will provide an opportunity for parties
to focus on these potential alternatives (and others) and provide operationalization

suggestions.

Numerous commenters have expressed particular concerns regarding the
performance target for efficiency gains that would be connected with a direct financial
consequence.?*? As proposed in Order No. 5337, the amount of performance-based
rate authority provided for low positive TFP growth would not differ from the amount of
performance-based rate authority provided for higher positive TFP growth. Similarly,
the amount of performance-based rate authority would not differ along the spectrum of
possible negative TFP growth results. In the new rulemaking, the Commission is
interested in exploring whether this performance incentive mechanism can and should
be refined to provide tiers of financial consequences based on particular achievements.
This need for additional information and study is particularly applicable to exploring
potential alternatives to using a single performance target derived from past
performance and potentially shifting to an approach that would connect direct financial
consequences with tiers of performance targets. With regard to the concerns regarding
setting an achievable target,?*® the Commission intends for any incentive mechanism it

may finalize to be effective; therefore, selection of an achievable target(s) will be

241 See, e.g., ACMA Reply Comments at 2-4; AF&PA Comments at 5-6; APWU Comments at 5-
11; NPPC et al. Reply Comments at 12-13.

242 See, e.g., ABA Comments at 14; ACI Comments at 3; ANM et al. Comments at 65-75; APWU
Comments at 10; eBay Comments at 4; Meredith Corporation Comments at 2; NPPC et al. Comments
at 57-59; Postal Service Comments at 40; PR Comments at 39-46.

243 See Postal Service Comments at 40; NPPC et al. Reply Comments at 37.
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explored in the new rulemaking.?** The comments regarding the use of a shorter-term

or longer-term measure of the change in TFP growth?*° raise important issues, and the
Commission intends to further explore whether the target should be measured over the
shorter-term or longer-term (or both) and whether any safeguards should be adopted to
avoid perverse effects such as attaining occasional small, shorter-term gains at the

expense of longer-term declines.

Some commenters take the position that the ratemaking system should introduce
direct financial consequences with further degradation of the existing service standards.
See NPMHU Comments at 1, 3-4. By contrast, other commenters oppose the
introduction of such a mechanism because it would impose a large cost burden on the
Postal Service and some users may not desire to pay extra to maintain existing service
standards. See Mailers Hub Comments at 5, 8. The Commission will explore in the
new rulemaking if introducing such a mechanism would enhance the system, and if so,
how to calibrate that mechanism. To the extent that such a mechanism would enhance
the ratemaking system’s achievement of the objectives, the Commission disagrees with
the Postal Service’s new argument that introducing such a mechanism would be

inconsistent with 39 U.S.C. § 3691.2%¢ Previously, the Commission proposed to

244 See Zarakas, supra (opining that performance targets set in performance-based regulation
should be achievable because “setting unachievable targets, in effect, extracts any meaning from the
incentive mechanism.”).

245 See, e.g., ABA Comments at 14; ABA Reply Comments at 7; Meredith Corporation Comments
at 2; NPPC et al. Comments at 57; PR Comments at 39-46; Postal Service Comments at 32.

246 See Postal Service Comments at 30 (claiming that linking 1 percentage point of performance-
based rate authority to maintenance of service standards is contrary to 39 U.S.C. § 3691); see also