

AAP-T-2


Before The

POSTAL RATE COMMISSION

WASHINGTON, D.C. 20268-0001

POSTAL RATE AND FEE CHANGES, 2000



DOCKET NO. R2000-1

Direct Testimony of

Stephen E. Siwek

On Behalf of the

ASSOCIATION OF AMERICAN PUBLISHERS

DATED: May 22, 2000

Communications with respect to this document should be sent to:

Mark L. Pelesh

John R. Przypyszny

Drinker Biddle & Reath LLP

1500 K Street, NW

Suite 1100

Washington, DC  20005

I.
PURPOSE OF TESTIMONY
1

II.
THE USPS PROPOSAL
2

III.
VOLUME ESTIMATES
4

IV.
COST INCREASES
8

V.
THE BPM MAIL CHARACTERISTICS SURVEY
15

VI.
DESTINATION ENTRY DISCOUNTS
23

VII.
COST COVERAGE
26

VIII.
RECOMMENDED RATES
30

TABLE OF ATTACHMENTS

Attachment

1. Curriculum Vitae of Stephen E. Siwek

2. Bound Printed Matter – USPS Recommended Pass-Through of Cost Savings

3. Corrected BMC Variabilities: Volume Variable Costs for Bound Printed Matter by 1998 (Table 1)

Alternative MODS Variabilities: Mail Processing Volume Variable Costs for Bound Printed Matter by 1998 (Table 2)

Removal of Overhead Component: Mail Processing Volume Variable Costs for Bound Printed Matter by 1998 (Table 3)

CRA Overstatement: Mail Processing Volume Variable Costs for Bound Printed Matter by 1998 (Table 4)

4. Bound Printer Matter: Adjusted Pass-Through of Cost Savings and Continued Destination and Carrier Route Presort (Table 1)

Bound Printed Matter: Rate Schedule with Adjusted Pass-Through of Cost Savings and Target Cost Coverage = 117.6% (Table 2)

5. Bound Printed Matter: Preliminary Rate Schedule with Adjusted Pass-Through of Cost Savings and Target Cost Coverage = 105%

6. Bound Printed Matter: Final Proposed Rate Schedule with Adjusted Pass-Through of Cost Savings and Target Cost Coverage = 105%

7. Bound Printed Matter: Final Proposed Rates - Workpapers

AUTOBIOGRAPHICAL SKETCH


My name is Stephen E. Siwek.  I am a Principal in the firm of Economists Incorporated, Suite 400, 1200 New Hampshire Ave., NW, Washington D.C. Economists Incorporated specializes in economic analysis of competitive issues that arise in antitrust reviews of corporate acquisitions, litigation and regulated industries.  I hold a BA in economics from Boston College and an MBA from George Washington University. My areas of specialization include the economic and financial analysis of telecommunications and other regulated industries, assessment of lost profit damages, and international trade for U.S. industries that depend on copyrights.  I have testified on economic and financial issues in more than 60 regulatory proceedings in 22 states.  I have particular experience in the economic and technical issues that are relevant to development and use of cost estimates for ratemaking purposes, and I have provided expert testimony on these issues in many state regulatory proceedings and arbitrations.  I have been involved in postal ratemaking matters since the 1970s, and I have appeared before the Postal Rate Commission on four prior occasions.  I first appeared before this Commission in Docket No. R83-1, where I testified as a witness on behalf of the Antitrust Division of the US Department of Justice.  In that case, I assessed the financial viability of the Postal Service’s proposed E-COM service.  I have also testified before this Commission in Docket Nos. R 84-1, R-87-1 and R 90-1.  My resume, which includes a list of proceedings where I have testified as an expert witness, is included herewith as Attachment 1.

I. PURPOSE OF TESTIMONY TC 
Each year, the members of the Association of American Publishers (“AAP”) ship millions of books to American citizens by means of the United States Postal Service (“USPS” or “Postal Service”). AAP members make use of various USPS mail subclasses including Standard A mail, Standard B mail, Parcel Post, Special Standard and Bound Printed Matter (“BPM”). For many AAP members however, BPM represents their most important shipping medium for books. As a result, these members are understandably concerned as to the magnitude of the rate increase that the USPS has proposed for BPM in this case. 

In this proceeding, the USPS has proposed what it calculates to be an “average” rate increase for BPM in the amount of 18.1%.
 However, the Postal Service also proposes to eliminate the Local rate zone for BPM and to introduce three new destination entry discounts for BPM mail. For mailers who cannot take full advantage of these discounts, the Postal Service’s proposal will result in much higher rate increases. According to Postal Service figures, a 2‑pound parcel now shipped at the Local BPM rate that can only achieve the Destination Bulk Mail Center (“DBMC”) “discount” will face a 61.6 percent increase.
 

My testimony in this case will focus on the USPS’ rate proposals for BPM. Specifically, my testimony will address five issues. First, I will explain how in this proceeding, the Postal Service has failed to develop even the most basic information needed to predict the likely effect that its proposed rate increase will have on the BPM subclass. Second, I will show how the USPS’ claimed cost increases for BPM are contradicted by the Postal Service’s own cost witnesses. Third, I will show that the USPS’ proposal to introduce multiple drop ship discounts for BPM depends crucially on a “first-time” survey that is unreliable. Fourth, I will explain how the Postal Service’s proposed drop ship discounts in BPM reflect an inconsistent and discriminatory pattern of cost saving “pass-throughs.” Fifth, I will demonstrate that the institutional cost markup recommended for BPM by the USPS is far too high. 

On the basis of my analysis of the issues described above, I will also propose alternative rates for BPM. I will recommend that the Postal Rate Commission adopt the rates that I propose for BPM in this proceeding. 

II. THE USPS PROPOSAL TC 
According to USPS witness James Kiefer, the BPM subclass contained only catalogs and similar bound advertising matter until 1973. However, in Docket No. MC73-1, eligibility for the subclass was broadened to include bound printed matter other than catalogs, although books were still excluded.
 Subsequently, as rates for other subclasses increased, book publishers began to include advertising in books in order to make them eligible to be mailed as BPM. In Docket No. R90-1, the Commission responded to this trend and recommended that all books that meet the appropriate weight requirements be eligible to be mailed as Bound Printed Matter. While the subclass still contains telephone directories, manuals and catalogs, BPM is now dominated by mailings of books.

Traditionally, BPM has been offered on a single piece and on a bulk rate basis. The rate structure consists of a per-piece charge and a charge that varies by weight and by delivery zone. In 1985, Basic Presort and Carrier route Presort options replaced the single bulk rate for BPM.
 Presorted mail pays a lower per-piece charge than Single Piece BPM, plus a lower zone-based per pound charge based on the aggregate weight of the mail traveling to each zone. To be eligible for these reduced rates, mailings must contain at least 300 pieces that are properly prepared and presorted as appropriate. Currently, BPM mailings of 50 or more machinable parcels of Single Piece or Basic Presort Bound Printed Matter are also eligible to receive a further discount of three cents per piece if they bear a readable barcode showing the delivery address ZIP code. 

In this proceeding, the USPS is proposing an institutional cost coverage of 117.6 percent over “volume-variable” costs for BPM. This proposal results in an average rate increase for BPM of 18.1 percent, “the highest rate increase proposed for any subclass in this case.”
 Significantly, many BPM mailers will be facing much higher rate increases, particularly those mailers who cannot take advantage of the destination entry discounts that the USPS also proposes to introduce.  In addition, as part of its proposal to the Commission, the USPS now seeks to eliminate the Local zone rate for BPM.  The Postal Service assumes that BPM mailers who traditionally relied on the lower BPM rates available under the Local zone rate will now be able to use one of the three new destination entry discounts that the USPS seeks to establish.  However, for BPM mailers who cannot take full advantage of these discounts, the Postal Service’s proposal will result in substantial rate increases. As noted above, a 2‑pound parcel now shipped at the Local BPM rate that could only achieve the Destination Bulk Mail Center (“DBMC”) “discount” will face a 61.6 percent rate increase under the USPS’s proposal. 

According to USPS witness Kiefer, the destination entry discounts proposed by the USPS “will better align rates with the costs of transporting, processing and delivering Bound Printed Matter.”
 This claim, however, is devoid of factual support. In order to demonstrate that its proposed rates would better align rates with costs, the USPS should have analyzed rates and costs under the current BPM rate structure and under the proposed destination entry discounts. However, the USPS did nothing to analyze cost recovery under the current Local rate zone for BPM. AAP requested that the USPS “identify and provide all studies or reports that pertain to the recommended elimination of the Local zone for BPM.” The Postal Service’s response was “[N]o studies were conducted.” 
 The Postal Service also failed to develop any “formal studies, reports, data or other evidence” regarding any alternatives to the elimination of the Local zone that were considered by the USPS. 

Indeed, the proposed destination entry discounts do not even align rates with the costs claimed by the USPS. Attachment 2 reproduces the Postal Service’s Response to AAP/USPS-T37-12. As shown in Attachment 2, the recommended pass-through of per-piece cost savings associated with the proposed DBMC discount is only 16 percent. By contrast, the recommended pass-through of per-piece cost savings associated with the proposed Destination Delivery Unit (“DDU”) discount is 45 percent, while the recommended pass-through associated with the Destination Sectional Center Facility (“DSCF”) discount is 47 percent. Thus, as shown in Attachment 2, the recommended pass-throughs for the DDU and DSCF discounts are more than two and one half times the pass-through recommended for the DBMC discount. For this reason, even assuming that the Postal Service has accurately measured the cost savings associated with destination entry, the destination entry discounts proposed by the USPS are plainly not cost-based. 

III. VOLUME ESTIMATES TC 
In this proceeding, the Postal Service is predicting an enormous increase in piece volume for the entire BPM subclass by the end of the 2001 test year. Despite this claim, however, the USPS has failed to develop even the most basic information that might support such a prediction. Since the Postal Service did not analyze the actual determinants of recent volume trends in BPM under current rates, it has literally no ability to predict the future consequences that its proposed rate increase will have on BPM mailers in this case. 

USPS witness George Tolley reports base year (1998) volume for BPM as 488.6 million pieces.
 By the 2001 test year, Dr. Tolley predicts before rate volume for BPM in the amount of 541.976 million pieces, an increase of more than 53 million pieces over base year 1998.
 The magnitude of this forecasted increase is startling particularly given recent volume declines in BPM since 1997. The Postal Service reports that BPM piece volume reached 516.1 million pieces in 1996 and peaked in 1997 at 521.7 million pieces.
 In 1998, BPM volume fell by more than 33 million pieces to the 1998 base year volume of 488.6 million pieces assumed by the USPS. In this proceeding, however, the Postal Service has no explanation whatsoever for this volume decline in 1998. 

In his testimony, Dr. Tolley dates the beginning of the volume fall-off in BPM to the first quarter of 1998.
 When asked to provide an explanation for this decline, Dr. Tolley stated “I am unaware of the cause of this decline. I am unaware of any Postal Service witnesses who would be able to provide an explanation.”
  In addition, USPS witness Thress was asked to describe any attempts by the USPS to explain the 1998 BPM volume decline using alternative model specifications or alternative data. Dr. Thress stated “I made no additional attempts to explain this downturn other than to include the dummy variable that was ultimately included in my testimony.”
 Since the USPS does not know and did not study why BPM volume fell dramatically in 1998, it cannot reasonably predict what BPM volume would do in the face of the USPS’ proposed 18.1 percent rate increase in 2001. 

It is also clear that USPS witness Tolley erroneously thinks only of catalogs when he considers the actual makeup of the BPM subclass. Dr. Tolley states for example that “[M]uch of the long-term growth in Bound Printed Matter (“BPM”) volume is due to the mail order boom and the expansion of the catalog industry.”
 Dr. Tolley also presented the unsupported “hypothesis” that small catalogs allegedly introduced by Sears to replace its large catalog after January 1993 were responsible for later increases in BPM volume.
 Despite this “hypothesis,” Dr Tolley was unable to provide any data on these smaller catalogs in 1996, 1997, 1998 or 1999.
 Importantly, Dr. Tolley’s basic view of BPM as primarily a catalog subclass is not consistent with the data that he himself presents. 

According to the latest available USPS Household Diary Study, 63.7 percent of the Bound Printed Matter subclass now consists of books.
 The same data show that only 29.4 percent of BPM is now made up of catalogs.
 As Dr. Tolley’s own data demonstrate, the BPM subclass is now used primarily by mailers of books. 

Importantly, unlike catalogs, books are not an advertising medium. Book mailers ship products demanded by consumers. Book mailers do not ship advertising that is demanded by advertisers. Unlike catalogs, books do not compete or potentially compete with newspapers, magazines, radio, television, Yellow Pages or any other direct mail media for a share of the advertising dollar. If the price of advertising (cost per thousand) offered by a competing advertising medium were to fall, advertisers might substitute away from catalogs, and the demand for catalogs shipped via BPM could be affected. By contrast, if the price of advertising offered by a competing advertising medium were to fall, it is extremely unlikely that consumers’ demand for books shipped via BPM would be affected in the slightest. 

The Antitrust Division of the U.S. Department of Justice and the Federal Trade Commission define a product market as “a product or group of products such that a hypothetical profit-maximizing firm that was the only present and future seller of those products likely would impose at least a ‘small but significant and non-transitory’ increase in price. That is, assuming that buyers likely would respond to an increase in price for a tentatively identified product group only by shifting away to other products what would happen? If the alternatives were, in the aggregate sufficiently attractive at their existing terms of sale, an attempt to raise prices would result in a reduction of sales large enough that the price increase would not prove profitable, and the tentatively identified product group (market) would prove to be too narrow.”
 As this explanation suggests, the “price increase question” is critical to any definition of markets. Profitable substitution results in the inclusion of a product within a relevant market while non-profitable or non-existent substitution will render a product outside the market. Yet in this proceeding, a change in the prevailing price level for catalogs clearly would not affect book sales and vice versa. Because of this fundamental difference, books are clearly not in the same economic market as catalogs. Since these products are not in the same economic market they are not affected by the same factors in the same way. However, in this case, the Postal Service has incorrectly studied catalogs and books combined. The USPS has failed utterly to analyze the separate underlying product markets for books and for catalogs that each make use of the BPM subclass. 

There is no doubt that the USPS has failed to analyze the separate underlying products that make use of BPM in its BPM forecast in this case. USPS witness Tolley’s BPM forecasting equation makes use of a “market penetration Z-variable” as a predictor of total BPM volume change. When asked in particular what “market” was being analyzed using the market penetration Z-variable, Dr. Tolley responded “[T]he market here represents the market for bound printed matter.”
  If BPM prices were to increase, however, catalog mailers would be able to consider different substitution possibilities than could book mailers. Catalog mailers, for example, might be able to shift their demand from catalogs to other advertising media that would avoid or bypass the Postal Service entirely. Book mailers, by contrast, would be unable to take advantage of substitution possibilities in other advertising media because books are not advertising. While catalog mailers and book mailers may both make use of BPM, the nature and extent of their demand for BPM mail is driven by vastly different considerations. Since the Postal Service has failed to study any of these differences, the Postal Service has no theoretical basis upon which to predict future demand for BPM in this case. 

As set forth above, it is clear that the USPS cannot reliably predict test-year demand for BPM mail. As a result, the Postal Service simply does not know the extent of damage that its proposed rate increase will cause for the American book industry. For this reason alone, the Commission should restrain the Postal Service’s proposals for BPM in this case. Moreover, as discussed at length in a subsequent section of this testimony, the Postal Service’s failure to analyze the separate underlying markets that demand BPM services also means that the USPS cannot correctly or accurately apply the 3622(b) factors to the BPM subclass in this proceeding. 

IV. COST INCREASES TC 
The USPS bases the magnitude of its proposed BPM rate increase request in part on claimed increases in the “volume variable” costs associated with the BPM subclass. According to USPS witness Kiefer, unit costs for BPM as a whole have “increased by more than 40%” since the last rate case and that “a large increase in rates is needed to cover this cost increase.”
 (emphasis added).  Mr. Kiefer’s assertion is, however, in direct conflict with the testimony of the USPS’ own costing witnesses in this case, most notably Dr. Bozzo and Mr. Degen. The Postal Service’s cost witnesses provide ample reason to doubt that true “volume variable” costs of BPM mail are in fact increasing at the rate suggested by Mr. Kiefer. In particular, many of the mail processing costs that have been “attributed” to BPM by the Postal Service actually reflect cost allocation decisions rather than true volume variability. If the true volume variable costs of BPM mail are lower than the BPM cost levels considered by Mr. Kiefer, then the “need” to cover these cost increases solely from BPM rates is also less critical. With less pressure to cover the true costs of BPM mail, the Commission can more freely address the devastating impact that these proposed rate increases, if adopted, would have on the book mailers of America. 

USPS witness Kiefer presents the DBMC discounts proposed for BPM in this case. He states that the cost savings that underlie these discounts are “based on the assumption that BMC mail processing costs are nearly 100% volume variable.”
 Mr. Kiefer then goes on to state, “[W]hile the Postal Service is using this assumption for calculating attributable costs in this docket, it is uncertain that mail drop-shipped to BMCs will avoid all of these costs, also arguing for a more conservative pass-through strategy.” 
 (emphasis added). When questioned about this surprising admission, Mr. Kiefer testified that he had “not investigated the variability issue” and was “unable to express an opinion on it.” He also suggested that the “[P]ostal Service’s views on this issue are presented in witness Bozzo’s testimony (USPS-T-15, at pp. 135-136). 

If the Postal Service is “using [an] assumption” of 100% volume variability for calculating attributable costs in this docket, then the Postal Service is clearly not measuring actual volume variability. This means that even if the Postal Service’s unfounded prediction of future BPM volume increases were to become reality, the true volume variable costs associated with that new volume will likely be far lower than the cost levels now forecasted for BPM by the USPS. Moreover, this admission calls into question the basic reliability of even the current BPM costs reported by the Postal Service in this case. 

In Base Year 1998, the USPS reported total volume variable costs for BPM in the amount of $394.4 million.
 Of this total, clerks and mail handler costs (C/S-3), at $134.5 million,  accounted for approximately one-third of total volume variable costs for BPM.
 The mail handling component of C/S-3 for BPM was reported as $125.4 million.
 There is no doubt that the claimed mail processing costs in C/S-3 represent a significant fraction of the total volume variable costs for BPM that the USPS seeks to recover by raising BPM rates in this case. 

The Postal Service derived total C/S-3 costs from three separate cost groups. There were the MODS 1&2 group, the non-MODS group and the Bulk Mail Center (“BMC”) group.
 For BPM, C/S-3 costs from the BMC group are the most significant costs, accounting for nearly 53% of the total mail processing volume variable costs that the USPS distributed to BPM in BY 1998. According to Postal Service witness Van-Ty-Smith, the BY 98 volume variable mail processing costs that were distributed to BPM from the BMC group totaled $67.9 million out of total BPM mail processing costs of $128.5 million.

There are major problems in the USPS’ development of volume-variable C/S-3 costs in this proceeding. These problems are particularly evident in the context of the BMC group but they also exist in the MODS 1 & 2 and non-MODS groups as well. The existence of these costing problems is, however, only part of the story. What is truly unique in this case is that the USPS’ costing witnesses themselves readily acknowledge that the Postal Service C/S-3 estimates are in error. These Postal Service witnesses have filed direct testimony before this Commission that directly contradicts the Postal Service’s own rate claims. These witnesses do not support many of the USPS’s cost calculations, and they admit that the Postal Service’s estimates overstate the true level of volume variable costs that should have been reported for BPM in this proceeding. Since the USPS’ cost witnesses do not believe the Postal Service’s C/S-3 costs, claims by the USPS’ rate witnesses that BPM rates must be increased to cover costs have little, if any, probative value. The Postal Service cannot both criticize its own cost filings and claim that the very same cost filings justify a need to raise rates. 

For example, USPS witness Carl Degen, a Senior Vice President at Christensen Associates, addresses clerk and mailhandler processing costs on behalf of the USPS in this proceeding. Among other things, Mr. Degen describes the manual sortation of parcels by the Postal Service. He states that, “[i]n total, volume variability of manual parcel sortation should be substantially less than 100 percent, primarily because set-up and take-down time are substantial relative to time actually sorting the parcels.”
 (emphasis added). With respect to this conclusion, Mr. Degen was asked, “In view of this statement, please explain why in this case, the Postal Service used a pool volume variability function of .997 for manual parcels at non-MODS offices …” 
 Reminiscent of the response furnished by Mr. Kiefer to a similar interrogatory, Mr. Degen’s response was “[F]or the requested explanation, please see witness Bozzo’s testimony, USPS-T-15 at pages 133-135.” 

Thus, in this case, Dr. Bozzo clearly seems to be the witness chosen by the Postal Service to respond to these sorts of questions. For this reason, Dr. Bozzo’s testimony concerning volume variability in MODS allied labor, non-MODS and BMC cost pools is particularly instructive. At page 133 of his testimony, Dr. Bozzo states, “[M]y explanation of the Postal Service’ decision to use volume-variability factors based on the traditional IOCS activity code classification should not be construed as an endorsement of the traditional method on its economic merits.”
  (emphasis added). At page 134 of his testimony, Dr. Bozzo indicated that  “…I believe Mr. Degen’s description of the structure of mail processing costs is also suggestive of a potential disconnection between the IOCS method of parsing tallies into fixed and variable categories and the real cost drivers for support operations which are workhours and/or workload in the supported operations.” 
 (emphasis added).  In connection with BMC costs, at page 135 of his testimony, Dr. Bozzo stated “Nonetheless, I believe Dr. Bradley’s efforts, (in Docket No. R97-1) though flawed in some respects, provide the best available estimates of elasticities for BMC operations. Extrapolating from the effects of the methodological changes on the MODS elasticities, I believe Dr. Bradley’s models represent a much more accurate method for estimating the volume variable costs in BMC operations than the IOCS-based method.” 
 (emphasis added).  Given these statements, it is abundantly clear that the Postal Service’s principal cost witness simply does not believe that the cost estimates that were actually filed by the Postal Service in this case reflect the best available analyses of these costs. 

Dr. Bozzo also confirmed that, in his opinion, the IOCS methods relied on by the Postal Service in this case significantly overstate true volume variable costs at the BMCs. At page 136 of his testimony, he stated, “ [I] cannot rule out the possibility that the PIRS data issues are serious, but I note that the PIRS workload data would have to be so noisy as to be useless in order for the IOCS-based method not to significantly overstate the BMC volume-variable costs relative to Dr. Bradley’s methods.”
 (emphasis added). In response to an interrogatory from AAP, Dr. Bozzo also quantified the extent to which the Postal Service has overstated the BMC costs that were allocated to Bound Printed Matter.
  Dr. Bozzo’s data are shown in Attachment 3, Table 1. 


As shown in Attachment 3, Table 1, the Base Year 1998 BMC costs that have been allocated in this case to Bound Printed Matter have been overstated by nearly 31 percent. A corrected estimate of the volume-variable BMC costs that should have been distributed to BPM in BY 98 is also shown in Attachment 3, Table 1. This corrected estimate of BMC costs is based on the methods used by Dr. Bradley in Docket No. R97-1. According to Dr. Bozzo, Dr. Bradley’s methods were “much more accurate” than the IOCS-based methods relied on by the Postal Service in this proceeding. 


Differences between the Postal Service and it own cost witnesses are not restricted to BMC costs. USPS witness Degen also disagreed with the USPS’ cost filing with respect to the volume variabilities that should have applied to allied operations at MODS offices. These allied operations include platform, opening and pouching. Mr. Degen testified that Dr. Bozzo had updated the Postal Service’s previous analyses of these variabilities but that “the Postal Service has decided not to incorporate those estimates in the current filling.”
 In a response redirected from Mr. Degen, Dr. Bozzo supplied the MODS allied labor volume variabilities that should have applied to these cost pools.
 These alternative variabilities are used to provide volume variable costs for BPM in Attachment 3, Table 2. As shown in Attachment 3, Table 2, on the basis of the alternative MODS allied labor variabilities provided by Dr. Bozzo, the Postal Service’ claimed MODS allied labor costs for BPM are overstated by 37.2%. 


While the Postal Service seeks to downplay the significance of certain of its cost showings from Docket No. R97-1, other aspects of its prior cost studies seem to be afforded great weight in this filing. One such area is the USPS’s proposed treatment of “overhead” activities in MODS, non-MODS and BMC cost pools. According to USPS witness Van-Ty-Smith, overhead activities in mail processing “comprise IOCS activity codes 6521-6523, i.e. breaks/personal needs, clocking in/out, and empty equipment related work.” 
 Apparently no attempt to quantify the volume variability (if any) of these activities was even attempted by the Postal Service in this case. Rather, the costs associated with these overhead activities were “considered volume-variable to the same degree as non-overhead activities.”
 The extent to which these overhead costs were included in the Postal Service’s claimed mail processing costs for BPM is shown in Attachment 3, Table 3.  The overhead costs that the USPS included in the total mail processing costs reported for BPM amounted to more than 29 percent of the total MODS, non-MODS and BMC costs claimed for BPM in this case.


Thus, the Postal Service has made the apparently unsupported assumption that overhead costs such as breaks and clocking in/out should be considered volume variable to the same degree as non-overhead activities. This assumption is sweeping in its breadth. Without conducting analyses, one could equally justify the unsupported assumption that these overhead costs have no relationship to volume whatsoever. The Postal Service’ treatment of overhead costs is not a quantification of volume variability; it is an arbitrary example of cost allocation. The Postal Service has not even attempted to prove that these overhead costs are equally volume variable as non-overhead costs. Accordingly, there is no reason to believe that any of these costs actually vary with actual postal volume. For this reason, it is likely that some significant portion of the overhead costs shown in Attachment 3, Table 3 should not have been assigned to BPM in BY98. 


For all the reasons set forth above, the Commission should not simply assume that the measurable volume variable costs of BPM have increased at the rates suggested by the Postal Service. The nature of the assumptions and cost allocations that were performed by the USPS in this case undermine the basic foundation of any of these claims. Moreover, the problems set forth above relate to the cost showing that was actually filed by the USPS in this case. However, many of the alleged BPM cost increases that were cited by the Postal Service were taken not from the USPS cost filing in this case but from the USPS’ Cost and Revenue Analysis (CRA) Reports which themselves contain additional infirmities.
 

USPS witness Degen sought to “compensate” for the use of 100 percent volume variability for the allied cost pools by constructing a new distribution key to be used for not handling tallies in this case.
 In response to interrogatories, Mr. Degen provided a comparison of BPM distribution key share under the “compensation” method proposed by the USPS with the distribution key shares that would apply in the USPS CRA for FY 1998.
 According to Mr. Degen, “the use of the 100 percent variability assumption with the broad not-handling distribution (that he proposes) is better than the use of 100 percent variability assumption alone.” 
 Thus, in order to see the CRA results that Mr. Degen sought to improve upon one can “reverse engineer” the “compensation” distribution key that he developed.

As shown in Table 4 of Attachment 3, “reverse engineering” the “compensation” distribution key that was developed by USPS witness Degen permits one to observe, at least to some extent, the degree to which the CRA overstates BPM costs. As Table 4 demonstrates, even when compared with the USPS’ own inflated cost filing, the CRA overstates allied labor costs for BPM by 28.7 percent. It is abundantly clear that the cost results shown in the CRA simply cannot be used to assess the extent to which any cost increases have actually occurred in the BPM subclass since the last rate proceeding. 


Importantly, the problems that plague the USPS’ cost filing in BY 1998 do not disappear once the Postal Service extends those “base year” costs to the 2001 test year that is proposed in this case. In order to estimate the test year costs that allegedly will be incurred when the Postal Service’ proposed rate increase goes into affect, the Postal Service makes use of a “roll-forward model” to translate base year costs into test year values. In this proceeding, the USPS’ roll-forward model was described in the testimony of USPS witness Kashani. Unfortunately, there is little reason to believe that the Postal Service’s “roll-forward” model is any more reliable than the base year costs. The roll-forward model is a cumbersome software program, the expansion of which would require “rewriting the underlying COBOL program” and “would be a costly and complicated undertaking.”
 More to the point, however, the Postal Service apparently chooses to rely on this model without conducting any tests of its underlying reliability. AAP asked USPS witness Kashani whether the Postal Service has “compared or evaluated in any way the cost levels predicted (by the roll-forward model) in Docket R97-1 with actual cost levels that ensued taking into account such factors as variances in volume or cost level.” 
 Mr. Kashani’s answer was “No.”
 The Postal Service’ failure even to attempt any sort of after-the-fact evaluation of its roll forward model completely undermines any serious claim that Postal Service’s proposed test year costs will actually be incurred at the levels predicted by the USPS. 


In this proceeding, the USPS asserts total test year before rate (“TYBR”) volume variable costs for Bound Printed Matter in the amount of $481,389,000.
 Of this amount, 33.9% or $163,113,000, reflects the USPS’ claimed volume variable costs for Clerks and Mailhandler Segment 3 (C/S-3).
 As we have seen, there are multiple reasons to doubt that all of these costs actually reflect the volume variable costs of BPM mail. In Attachment 3, Table 3, we observed that 29.1% of the USPS’ claimed BY 98 C/S-3 costs actually reflected “overhead,” by the Postal Service’ own admission. Assume that the Postal Service’s unsupported characterization of overhead as a volume variable cost was the only problem with the USPS’ C/S-3 costs. If so, the USPS’ TYBR costs for BPM in this case would have been overstated by $47.5 million.
 With $47.5 million less BPM costs in TYBR in 2001, the USPS’ coverage for Bound Printed Matter at current rates would be 110.5 percent.
 Thus, if the Commission were to accept even this single correction, there would be no need for any rate increase in BPM in this case. 
V. THE BPM MAIL CHARACTERISTICS SURVEY TC 
The USPS proposes to introduce dramatic changes in the BPM rate structure.  It seeks to eliminate the Local rate zone in the BPM subclass and to introduce three new levels of destination entry discounts for BPM mailers. However, at this time, the impact that these proposals will have on the BPM subclass is simply unknown since the actual mail preparation and entry requirements that will govern the use of these discounts are themselves not known.  The Postal Service relies on a “first time” survey of BPM volume in order to estimate the BPM pieces that will and will not be able to make use of particular destination entry discounts. However, the study did not and cannot measure BPM volumes that conformed to the mail entry requirements that will govern these discounts since those requirements are not final and will not be final until after the conclusion of this rate case. In AAP/USPS-T27-15, USPS witness Crum was asked to confirm that “at the time the BPM Mail Characteristics Study provided in LR-I-109 was conducted, the Postal Service had not determined or finalized the mail makeup and entry requirements that BPM mail will be required to meet in order to receive the DSCF and DDU discounts proposed by USPS witness Kiefer (USPS-T-37).” Mr. Crum’s response was “Confirmed.”
 

Mr. Crum was also asked to reveal when the Postal Service would finalize the mail makeup and entry requirements that BPM mail will be required to meet in order to receive the DSCF and DDU discounts proposed by witness Kiefer. In response, redirected from Mr. Crum, the United States Postal Service stated that “[T]he Postal Service anticipates filing a Federal Register notice that contains the requirements in approximately mid-July. Mailer comments to the proposed requirements will be taken into consideration when developing the final requirements. It is anticipated that the final requirements will be published in the Federal Register shortly (approximately 5 days) after the Governors issue their decision regarding the Postal Rate Commission’s Docket No. 2000-1 Opinion and Recommended Decision.”
 (emphasis added). In other words, the entry requirements that will govern these discounts will not be finalized until after the conclusion of this rate case. Better proof that these destination entry proposals are premature could scarcely be imagined. 

The Postal Service began its preparations to develop destination entry discounts in early 1999.
 USPS witness Crum indicated that, “[W]hen I was planning my analysis, I determined that there was no entry profile data available for Bound Printed Matter and that it would be required to complete my costing work. After some internal discussion, it was decided that a field study might be required to get this and other data and we contracted with Christensen Associates to assist with the sample selection, design, and data collection portion of the analysis.”
 This field study, later known as the Bound Printed Matter Characteristics Study, was subsequently sponsored by USPS witness Charles Crum as Library Reference 109 (“LR-I-109”). Mr. Crum confirmed that this analysis was the first such study ever performed for BPM and that no similar BPM study had ever been conducted in a prior rate case.
 

Mr. Crum claims to have had a “high level of involvement” with the BPM Study.
 Nevertheless, Mr. Crum did not draft LR-I-109.
 He also indicated that he spent no more than one hour reviewing the raw survey results that went into the BPM survey calculations.
 Finally, Mr. Crum indicated that he was not “comfortable” discussing the standard error calculations that are included in the study and that there was no other witness in this docket who could explain those estimates in any detail.

Christensen Associates and the Postal Service conducted the BPM Mail Characteristics survey in FY 1999 over the period June 21 through July 21, 1999.
 The results of the survey were then “inflated” to national BPM piece totals for FY 1998. While USPS witness Crum was “informed” that FY 1999 sample results had been applied to FY 98 totals, he failed to provide a responsive answer to an AAP interrogatory that asked him to “explain fully how the Postal Service deducted FY 99 volumes associated with mailer’s permit numbers from the FY 1998 office totals.”
 At any rate, the BPM Mail Characteristics Survey is fraught with a set of statistical oddities and infirmities that call into question many of its basic results. Based on a  brief review of BPM survey conducted with the assistance of my associate, Dr. Jorge Portillo, I believe that the sampling technique used by Christensen Associates results in biased mean estimates and unreliable standard errors. The sampling errors that are contained in LR-I-109 include the following: 

Strata weights are measured with error. 

The sample in LR-I-109 makes use of four sample strata. The weights used to average the means of these strata are based on the proportion that each stratum represents in the total annual volume of pieces. Nevertheless, the annual volume assigned to strata four is not the actual volume but rather an estimate based on strata four’s total annual revenue and strata three’s ratio of revenue per piece. As a result, strata four’s volume, and hence the total population volume, is measured with error. Instead of the true stratum proportions, the report used estimated weights that bias the estimate of the population mean. 

 Inflation factors are measured with error.

The BPM report inflates the sampled pieces to national totals by multiplying the sample means by the proportion of office volumes and strata volumes with respect to national totals. This operation is quite innocuous when the sample means are unbiased estimators of the population means by office and strata, and when the inflation factors represent the actual proportions in the population from which the sample is drawn. Nevertheless, the report applies 1998 inflation factors to the 1999 sample means without adjusting by the difference with respect to the true 1999 inflation factors. In other words, the inflated means are the product of the 1999 sample mean times the 1998 inflation factor times the difference between the 1998 and 1999 inflation factors. This last term introduces a systematic bias that is not explicitly treated in the report. 

The bootstrap standard errors are unsound.

The conditions under which bootstrapping techniques can be applied to estimate standard errors fail to apply in the procedure followed in the report. Bootstrapping is a re-sampling technique that takes repeated draws from the actual sample results to obtain a computational, rather than analytical, measure of dispersion. A critical condition for the reliability of these results is that the re-sampling should follow the same sampling procedure used to draw the original sample.
  The ex-post merging of strata two and three implies that observations from these two strata are re-sampled with a probability different from that applied in the original survey, and the result is a biased variance estimate. Importantly, even if strata two and three were kept separated while re-sampling, the bootstrap estimation procedure used in LR-I-109 would still not be appropriate. The reason is that the sample of strata three, with only one observation, is too small to allow any variability of the bootstrap sample.
 

Finally, it should be recalled that the survey in LR-I-109 is a “first-time” effort by the Postal Service to study the characteristics of BPM mail. Because it is a first time effort, the USPS has no track record against which to assess the survey results.  For this reason alone, any possible sampling error must be taken seriously.  In this instance, the Postal Service does not have the luxury of testing whether the results produced in this proceeding are consistent with BPM studies that the USPS performed in prior cases. 

In addition to the statistical anomalies described above, another serious problem in the BPM Mail Characteristics Survey results from the manner in which data from the survey were adjusted by Christensen Associates. In the Postal Service’s filing, volume data from the BPM Mail Characteristics Survey were inflated and increased to national totals. These total FY 1998 BPM data were then reported in two “versions” of Mr. Crum’s Attachment H. The “mail processing” version of Attachment H was shown as Table 1. The “transportation” version of Attachment H was shown as Table 2. The adjustment issue arises in the “mail processing” version of Attachment H.  It should be noted that both Mr. Crum and Mr. Kiefer rely only on the mail processing version of Attachment H to support the cost and rate calculations that they propose in this case. 

In the Mail Processing version of Attachment H, entry locations for mail from the BPM Mail Characteristics survey are not simply tabulated and reported. Entry locations used in these calculations actually reflect the Postal Service’ assumptions as to where this mail should be handled within the Postal system. The Postal Service assumed that “containers sorted to a more aggregate level than the office where they are entered are first processed at the facility representing their sortation level.”
 (emphasis added).  For example, assume that a mailer physically delivered BPM mail to an SCF but the mail was ultimately destined for another BMC area. In this instance, the entry Zip Code for that mail would not be reported in Attachment H as that of the actual SCF where the mail was physically delivered. In the mail processing version of Attachment H, it would be assumed that the entry level Zip Code for this mail was the Zip Code of the parent BMC of the SCF rather than the Zip Code of the SCF at which the mail was actually deposited.
 

If one is to rely on assumptions in adjusting survey responses, it is important that these assumptions be communicated accurately to the tabulators of the survey, in this case Christensen Associates. Unfortunately, a serious “miscommunication” problem between USPS witness Crum and Christensen Associates come to light three months after the Postal Service’s original filing in this case. Table 1 of Mr. Crum’s Attachment H reflects survey responses for four types of mailer entry: BMEU entry, BMEU verified drop shipment, plant verified drop shipment and plant load mail. According to Mr. Crum, the “confusion” was that Christensen had interpreted Mr. Crum’s assumption to apply to all four entry types rather than only to plant load mail which was what Mr. Crum apparently intended.
  This “miscommunication” problem resulted in a set of revisions to Mr. Crum’s exhibits that were filed on April 14, 2000.
 In connection with BPM pieces supposedly entered at the Destination BMC, the Postal Service’s April 14 revisions resulted in a decrease in total Destination BMC pieces in excess of 14 million pieces.
 Under cross-examination, Mr. Crum agreed that the volume changes in Attachment H that resulted from these revisions were “significant.”
 

The corrections to account for the Postal Service’ “confusion” in the BPM Mail Characteristics Study should also have been reflected in the BPM rates proposed by USPS witness Kiefer. After all, Mr. Kiefer admittedly relied on the destination entry data from LR-I-109 that were reported in Attachment H, Table 1. As a result, the Postal Service’s April 14, 2000 revisions clearly should have resulted in corresponding changes in Mr. Kiefer’s destination entry rate proposals for BPM. However, under cross-examination, Mr. Kiefer claimed that these changes “might have a minor effect on some preliminary rates, but not a material effect on the bottom line rates.” 
 He also claimed that, “[A]s I recollect, there would be a reduction in the amount of mail going to DBMC of about somewhere on the order of 900,000 pieces…”

Mr. Kiefer’s claims were surprising since Mr. Crum had already conceded that some 14,000,000 fewer pieces would now qualify for the Destination BMC discount and that this change was “significant.” Accordingly, during his cross-examination, Mr. Kiefer was asked to provide the “input spreadsheet” that he used to reach his conclusions. This input spreadsheet was provided as LR-I-325 on May 4, 2000, some four months after the USPS’s original rate filing. 

Inspection of LR-I-325 reveals what Mr. Kiefer actually did. WP-BPM-9 in LR-I-325 shows that Mr. Kiefer now estimates 212,970,245 DBMC pieces in FY 1998.  This value is 15,378,455 fewer DBMC pieces than the corresponding value of 228,348,700 DBMC pieces that appears in Mr. Kiefer’s original WP-BPM-9. However, in order to avoid introducing any last minute changes in the Postal Service’s filing, Mr. Kiefer also changed his BPM rate adjustments so as to offset the effect of the BPM volume revisions.
 Mr. Kiefer then concluded that the net effect of both changes has no material effect on the Postal Service’s BPM rate proposal in this case. In other words, the new data have no effect because Mr. Kiefer has unilaterally made new adjustments in his workpapers that mathematically offset these volume effects. The arbitrariness of this procedure cannot be overemphasized. In principle, Mr. Kiefer could, in the privacy of his office, mathematically offset the effect of nearly any volume change in order to reach the preordained conclusion that the net effect of this change, once adjusted, was not significant. 

Finally, it should be noted that the BPM Mail Characteristics Study completely omitted any analysis of Single Piece Bound Printed Matter.  According to the Postal Service, the study measured only Basic Presorted BPM and Carrier Route Presorted BPM. 
 In its response to the same AAP interrogatory concerning Single Piece BPM, the Postal Service also stated that “[A]ccording to the 1998 Billing Determinants, Single-Piece comprised less than 6 percent of total Bound Printed Matter by volume.”
 Presumably, the Postal Service meant to imply that, at less than 6% of total BPM, Single Piece BPM could safely be ignored in the USPS’ rate design efforts in this case. Nevertheless, in this proceeding, the Postal Service is also proposing to increase Single Piece BPM rates by as much as 19 percent.
 Absent any proposals on destination entry discounts for Single Piece BPM pieces, Single Piece mailers cannot even attempt to offset any of the Postal Service’s proposed rate increase by taking advantage of such discounts. Moreover, the Postal Service is itself a Single Piece BPM “mailer” when it ships book returns back to book mailers and charges those mailers for these returns at the BPM rate.
 Even at 6 percent of total volume, Single Piece BPM is heavily used by certain book shippers and is indisputably part of the BPM subclass. The Postal Service’s unilateral decision to ignore Single Piece BPM in its BPM Mail Characteristics Study clearly demonstrates why the USPS’ proposal to increase Single Piece BPM rates by as much as 19 percent in this proceeding should be rejected outright. 

VI. DESTINATION ENTRY DISCOUNTS TC 
As noted earlier in this testimony, the Postal Service proposes to eliminate the Local rate zone in the BPM subclass and to introduce three new destination entry discounts for BPM mail. The new discounts would apply to BPM entered at the Destination Bulk Mail Center (“DBMC”), the Destination Sectional Center Facility (“DSCF”) and the Destination Delivery Unit (“DDU”). None of these destination entry discounts now exist in BPM. 


In support of these proposals, USPS witness Kiefer testified, among other things,  that the Postal Service would like to introduce an annual $100 destination entry permit fee (later changed to $125) in order “to make drop-shipped BPM consistent with drop-shipped Parcel Post.”
 While this proposal might indeed make destination entry permit fees in BPM comparable to those in Parcel Post, the Postal Service’s overall program for multiple BPM discounts reflects a hasty and ill-conceived implementation schedule that is flatly inconsistent with the way in which drop ship discounts were first introduced in Parcel Post. 


As Mr. Kiefer himself recognized during his cross-examination, DBMC discounts were first adopted for Parcel Post in Docket R 90-1. 
 By contrast, DSCF and DDU discounts were not adopted for Parcel Post until more than six years later in Docket No. R 97-1.
 In this proceeding, I recommend that the Commission follow the pattern that it previously established in Parcel Post. As regards the BPM rate structure, the Commission should adopt only DBMC discounts now.  The Commission should not adopt additional discounts for DSCF and DDU entry pending further analyses by the Postal Service and more commentary from the mailers.
 There are any number of compelling reasons why the Commission should not accept all of the Postal Service’s BPM rate design proposals in this case. 


First of all, as noted earlier in this testimony, the entry requirements that will control the extent to which BPM mailers can actually take advantage of any of these drop ship discounts will not be finalized and published until after the conclusion of this rate case. The absence of these requirements argues strongly for caution in the adoption of any destination entry discounts for BPM in this case. DBMC discounts were a cautious first step in Parcel Post and the same pattern is appropriate here. It also bears repeating that the USPS’ first time survey of BPM destination entry volume patterns is statistically flawed and that it reflects “confusion” as to how the Postal Service’s directions to adjust the survey results were interpreted by the USPS’ outside consultants. For all of these reasons, the Commission should restrain the Postal Service’s proposed transformation of the BPM rate structure and permit only the implementation of DBMC discounts now. 


It is also important for the Commission to recognize that the destination entry discounts that have been proposed by the Postal Service reflect a disparate and discriminatory pattern of cost saving pass-throughs. The Postal Service’s recommended treatment of the cost savings that result from destination entry is blatantly unfair to DBMC mailers. The USPS’ proposed discounts greatly favor DSCF and DDU mailers at the expense of DBMC mailers. The one-sided nature of the USPS’ recommended cost savings pass-through was documented earlier in this testimony in Attachment 2. As shown in that exhibit, the BPM rate structure recommended by Mr. Kiefer would pass-through only 16 percent of the cost savings generated by DBMC mailers. By contrast, the USPS would award pass-throughs of 47 percent and 45 percent respectively to DSCF and DDU mailers in BPM. The unreasonable treatment of DBMC mailers that results from the Postal Service’s BPM proposals should be flatly rejected by the Commission. 


It should also be recalled that even without DSCF and DDU discounts, DSCF and DDU mailers would still benefit from the adoption of a DBMC discount. These mailers would still receive credit for entering BPM mail beyond the origin BMC.  They simply would not benefit as much as they would under the Postal Service’s one-sided proposal. Nevertheless, because all destination entry mailers bypass the origin BMC, it is possible to develop BPM rates that both reduce the disparate nature of the pass-throughs recommended by the USPS and that retain benefits for all destination entry mailers including DSCF and DDU mailers in BPM. Such a set of BPM rates is illustrated in Attachment 4. 


Table 1 of Attachment 4 shows the cost savings pass-throughs that would result from the adoption of a single destination entry discount in BPM of $0.129 per piece. This discount would apply to DBMC, DSC and DDU pieces equally. As shown in the top panel of Table 1, this proposal would result in a pass-through of 33.9 percent for DBMC mail. Importantly however, it would also permit pass-throughs of 24.4 percent and 19.7 percent respectively for DSCF and DDU pieces in BPM. Thus, unlike the ill-founded proposal of the USPS, this plan would dramatically reduce the disparate and discriminatory pattern of cost savings pass-throughs that are implicit in the BPM rates proposed by Mr. Kiefer. Moreover, these hypothetical rates retain the 100 percent pass-through of carrier route presort savings that was also recommended by the USPS. As shown in the lower section of Table 1, if one were to add the suggested destination entry pass-throughs from the top panel of Table 1 with an assumed 100 percent pass-through for carrier route presortation, the combined pass-throughs for all three destination entry levels are even closer together.


A hypothetical rate structure for BPM that includes a single per-piece discount for DBMC, DSCF and DDU mail is shown at Attachment 4, Table 2. The rates in Table 2 are not the rates recommended by AAP in this case. The rates in Table 2 reflect the USPS’s proposed target cost coverage of 117.6% which is discussed in a subsequent section of this report. However, the rates in Table 2 do illustrate how a single destination entry discount in BPM might work. I recommend that such a single discount be adopted now with an opportunity for further discounts to be addressed subsequently. 

It is important for the Commission to realize that, in this case, the USPS has consistently failed to study or even consider rate design alternatives in BPM that may have made the transition to a new BPM rate structure both less harmful to mailers and more efficient for the USPS. For example, the Postal Service has proposed to eliminate the Local Rate zone for BPM without any studies or reports that pertained to this recommendation.
 At one point, the USPS did apparently consider briefly the possibility of offering both a Local rate that was considerably higher than the current Local rate in conjunction with a lower DDU rate but “no formal studies, reports, data or other evidence describing this or other alternatives exist.”
 The USPS’ failure to consider any alternatives to its rate proposals provides yet one more reason to defer full implementation of the USPS’ BPM proposals now. 

If the Commission chooses to consider other BPM rate design alternatives in a future proceeding, one possibility is an “Enhanced DBMC” discount. Under an Enhanced DBMC discount, mailers would be afforded an additional rate incentive to ship BPM which is made up to the Destination BMC level beyond the DBMC.  Although not made up beyond the DBMC level, those pieces would be transported more deeply into the postal network than pure DBMC mail with resulting additional cost savings to the USPS. I have been informed by members of the AAP that such an Enhanced DBMC proposal would be worthy of consideration in any future proceeding dealing with destination entry discounts for BPM. 

VII. COST COVERAGE TC 
In determining the overall rate level that the Postal Service seeks to establish for a mail subclass in a Postal rate proceeding, the USPS traditionally calculates the cost coverage that should apply to that subclass. Cost coverage is expressed as a percentage of volume variable costs. Thus, a cost coverage of 100 percent would equal the total volume variable costs for that subclass. By contrast, a cost coverage of 150 percent would allow an additional contribution of 50 percent of the volume variable costs from that subclass to apply toward the recovery of the USPS’ non-volume variable or “institutional” costs. Traditionally, the establishment of cost coverage for a subclass is a judgmental process.  In order to arrive at its recommended cost coverage for a subclass, the Postal Service generally considers the nine ratemaking criteria that are listed in Section 3622(b) of the Postal Reorganization Act. In this proceeding, the nine Section 3622(b) criteria are listed and described in the testimony of USPS witness Virginia Mayes.

In this case, the Postal Service is proposing a cost coverage of 117.6 percent over volume variable costs for Bound Printed Matter. This coverage results in an average rate increase for BPM of 18.1 percent, the highest rate increase proposed for any subclass in this case.
 (emphasis added).  The magnitude of the Postal Service’s proposed rate increase for BPM is particularly significant since one of the nine ratemaking criteria, (criterion 4), deals specifically with rate increases. Under criterion 4, the USPS is supposed to consider “the effect of rate increases upon the general public, business mail users, and enterprises in the private sector of the economy engaged in the delivery of mail other than letters.”
 In her Direct Testimony, Postal Service witness Mayes clearly does not dispute the obvious conclusion that an average rate increase of 18.1 percent will “affect” BPM mailers. She states that “[t]he 18 percent rate increase for Bound Printed Matter, much higher than the system average, will obviously affect users of Bound Printed Matter (criterion 4).”
 (emphasis added). Of course, the fact that an 18.1 percent average rate increase will “obviously” affect users of Bound Printed Matter has not motivated the USPS to reduce its BPM rate increase proposal to a more manageable level. 

Value of service is another of the nine ratemaking criteria that was allegedly considered by USPS witness Mayes is setting the Postal Service’s proposed cost coverage for BPM in this case. In her testimony, Ms. Mayes describes the concept of own price elasticity of demand and explains how it has been used as an indicator of the economic value of a subclass’ service in postal ratemaking.
 The own price elasticity of demand is measured as the percentage decline in mail volume that results from a one percent increase in price. The lower (in absolute value) the own-price elasticity, the higher the value of service. Under Criterion 2, the USPS is supposed to consider the value of the mail to both sender and recipient in establishing cost coverage for a postal subclass. 

The own price elasticity reported by Ms. Mayes for the BPM subclass was –0.392. 
 This value was lower (in absolute value) than the own price elasticities shown for any and all of the following postal subclasses: First Class Cards – Stamped, First Class Cards – Private, Priority Mail, Express Mail, Standard A Regular Mail, Standard A ECR Mail and Parcel Post.
 The own price elasticities for Standard Mail A Regular and Standard Mail A ECR were more than 45.4 and 106.1 percent higher respectively than the own price elasticity for BPM.
  The own price elasticity reported for Parcel Post was more than three times the own price elasticity reported for BPM.
 Since the BPM subclass has a much lower own price elasticity coefficient than any of these subclasses, BPM should have been considered a much more highly valued service than any of these subclasses under criterion 2.
 Nevertheless, in utter disregard of criterion 2, the rate increase proposed for BPM in this case is higher than the rate increase proposed for any of these subclasses. 

In addition to ignoring both criterion 4 and criterion 2 in deriving her recommended cost coverage for BPM, USPS witness Mayes has also chosen to disregard even her own advice with respect to criterion 8, the so-called “ECSI” standard for postal ratemaking. Criterion 8 requires  the Postal Service to consider the “educational, cultural, scientific and informational value” of the mail to the recipient when determining rate levels for each type of mail.
 Witness Mayes has testified that “[o]ver a period of years, a substantial number of books have been mailed as Bound Printed Matter. The Commission accordingly has given the subclass some ECSI consideration in setting rate levels….”
 Witness Mayes thus recognizes that the substantial presence of books in the BPM subclass is what gives rise to ECSI consideration for this subclass.
 Ms. Mayes also seems to be aware that the USPS Household Diary study is the most recent source of data on the makeup of the BPM subclass.
 As noted earlier in this testimony, that Household Diary Study indicates that 63.7 percent of the BPM subclass now consists of books. Finally, Ms. Mayes has testified that “the higher the percentage of mail matter with ECSI, the greater the application should be of criterion 8.”
 

Ms. Mayes was asked by the AAP to “explain the extent to which the number of books sent as BPM is considered in determining the extent of ECSI consideration given to BPM.” 
 Her response in full was as follows: “I would expect that if the share of books overwhelmingly dominated the subclass, ECSI value consideration would become more important in rate design. However, I think that examination of the Commission’s treatment of such subclasses as First-Class Letters or Periodicals where the mail consists of both material which would warrant ECSI value consideration (personal correspondence or editorial content, for example) as well as advertising or other matter which would not warrant ECSI value consideration could be instructive.”
 (emphasis added). Thus, it was Ms. Mayes’ own advice to examine the Commission’s treatment of First Class Letters and Periodicals in order to assess how ECSI value should be considered. 

The consequences of following Ms. Mayes’ recommendation are particularly enlightening. According to Ms. Mayes, “for periodicals, in general, ECSI value consideration is paramount.”
 (emphasis added)  Ms. Mayes also agreed that in BPM, books, which have only editorial content, represent at least 50 percent of the BPM subclass, and she did not dispute that Periodicals contain at least 50 percent advertising.
 Thus, following Ms. Mayes’ own suggestion to consider the ECSI treatment of Periodicals, there is clear comparability between BPM and Periodicals. Indeed, it is likely that the ECSI content in BPM exceeds the ECSI content in Periodicals by a significant margin. Yet, the Postal Service has proposed cost coverage for Outside County Periodicals at just above 101 percent.
 By contrast, the Postal Service’ proposed cost coverage for BPM is 117.6 percent. It is quite obvious that the markup proposed by the Postal Service for BPM is far too high. 

In this case, I recommend that the Commission adopt cost coverage for BPM at 105 percent. This value would serve to correct the Postal Service’s self-contradictory proposals and help to mitigate the massive BPM rate increase that the USPS recommends in this case. At 105 percent, cost coverage for BPM would still remain higher than the USPS’ proposal for Periodicals. 

VIII. RECOMMENDED RATES TC 
For all of the reasons noted above, it is critical that the Commission adjust the Postal Service’s BPM rate proposals. Both the rate structure and rate levels for BPM should not be accepted as proposed. The entry and mail preparation requirements that will govern the USPS’ destination entry proposals will not be completed until after the close of this rate case. In addition, the rate structure proposals rest heavily on a “first-time” survey that is fraught with statistical problems and has been plagued by “miscommunication” between the USPS and Christensen and Associates. Finally, the USPS’ pass-throughs of destination entry cost savings are blatantly unfair.  The Postal Service should follow the procedural sequence that was used to implement destination entry discounts in Parcel Post. The Commission should recommend DBMC discounts now and defer additional discounts for DSCF and DDU entry (or other alternatives such as “Enhanced” DBMC discounts) until a subsequent proceeding.
 

The Postal Service’s proposed cost coverage for BPM is similarly flawed.  The Bound Printed Matter subclass has become largely a book subclass and requires full consideration of the ECSI ratemaking standard under the Act.  The USPS’s proposed target coverage of 117.6 percent is much too high.

The BPM rate design that was described earlier in this testimony at Attachment 4 had retained the USPS’ proposed cost coverage target of 117.6 percent. However, the cost coverage recommended for BPM by the USPS is clearly inappropriate and should be reduced substantially.  A preliminary rate proposal for BPM at a cost coverage target of 105% is shown in Attachment 4. This proposal combines the recommended destination entry discounts that were shown in Attachment 4 with a more appropriate target cost coverage for BPM. Attachment 5 simply reflects the mathematical effect of assigning a lower cost coverage to the BPM subclass and maintaining the rate design that was developed in Attachment 4. 

The rates proposed in Attachment 5 rationalize the cost savings pass-throughs for destination entry BPM mail, and they reduce the impact of the proposed rate increase on BPM mailers who cannot take advantage of such discounts. The rates in Attachment 5 also spread the benefit of the lower cost coverage that is appropriate for BPM to all BPM mailers.

Notwithstanding all of these considerations, however, it still may be appropriate to adjust the recommended BPM rates so as to reduce the impact that the proposed rate design would have on certain mailers in this case. The final BPM rates that I propose do in fact include such an adjustment, and are shown in Attachment 6. As with the preliminary rates in Attachment 5, my final proposed BPM rates appropriately include a reduction in BPM subclass cost coverage to 105 percent. The final rates also include pass-throughs for destination entry cost savings that are far more equitable that those recommended by the Postal Service. 

The workpapers that support the rates proposed in Attachment 6 are provided in Attachment 7. These workpapers make use of the spreadsheet workpapers used for BPM by Mr. Kiefer. However, specific assumptions in Attachment 6 have been altered to derive the BPM rates proposed here. I recommend that the Commission adopt the rate structure and rate level for Bound Printed Matter that are proposed in Attachment 6. 
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� USPS-T-16 at 69. 


� USPS Response to AAP/USPS-T16-8, Tr.15/6449-6450.


� USPS Response to AAP/USPS-T16-9, Tr.15/6451-6452. 


� USPS Response to AAP/USPS-T14-1, Tr.2/603-605. 


� USPS response to AAP/USPS-T14-2, Tr. 2/606.


� USPS Response to AAP/USPS-T-14-2, Tr. 2.606. 


� USPS-T-37, WP-BPM-1. 


� Exhibit USPS-14H at 1. 


� 29.1 percent of $163,113,000. 


� $493.4 million less $47.5 million yields TYBR costs for BPM of $445.9 million. In WP-BPM-29, TYBR revenue is shown by USPS witness Kiefer as $492.6 million. $492.6 divided by $445.9 equals 110.5 percent. 


� USPS Response to AAP/USPS-T27-15, Tr.8/3328.


� USPS Response to AAP/USPS-T27-16, Tr.8/3329.


� Tr.8/3444, lines 8-10. 


� USPS Response to AAP/USPS-T27-1 (a – b), Tr.8/3312-13.


� Tr.8/3445, lines 5-8. 


� Tr.8/3443, lines 2-4. 


� Tr.8/3443, lines 22-24. 


� Tr.8/3470, lines 5-12. 


� Tr.8/3471, lines 5-16. 


� Tr.8/3444, lines 11-13. 


� USPS Response to AAP/USPS-T27-31, Tr.8/3348. 


� See A. Davison and D. Hinkley, Bootstrap Methods and their Application, 1997, pp. 92-100.


� See M. Chernick, Bootstrap Methods: a Practitioner’s Guide, 1999, Chapter 9.


� See Crum Attachment I, Table 2 and Tr. 5326 at lines 18-23. 


� USPS Response to AAP/USPS-T27-35, Tr.8/3350.


� USPS Response to AAP/USPS-T27-35, Tr.8/3350.


� Tr.8/3453, lines 9-13.  


� Tr.8/3449, lines 14-24. 


� Tr.8/3462, lines 12-25. 


� Tr.8/3462, lines 23-25, Tr.8/3463, lines 1-4. 


� Tr.13/5327, lines 14-16. 


� Tr.13/5327, lines 21-23. 


� For example in WP-BPM-15, Column D, Mr. Kiefer now shows a Per-Piece Adjustment for non-drop shipped mail in the amount of -$0.145 per piece. The corresponding value in Mr. Kiefer’s original BPM workpaper was -$0.157 per piece. 


� USPS Response to AAP/USPS-T27-20, Tr.8/3334.


� USPS Response to AAP/USPS-T27-20, Tr.8/3334.


� See USPS-T-37, WP-BPM-22. 


� The USPS had no data or estimates as to the amount of Single Piece revenue that it earns from book returns. See USPS Response to AAP/USPS-T37-21, Tr.13/5296.


� USPS-T-37 at 34, fn 14. 


� Tr.13/5332, lines 8-12. 


� Tr.13/5332, lines 13-15.


� Under this plan, mailers entering BPM at destination SCFs and DUs would still receive the DBMC discount. 


� Indeed, if DDU and DSCF mailers are more likely than DBMC mailers to presort to the carrier route level, the pass-through disparity between these types of mail would virtually disappear. 


� USPS Response to AAP/USPS-T37-4. 


� USPS Response to AAP/USPS-T37-5. 


� USPS-T-32 at 2-3. 


� USPS-T-32 at 43. 


� USPS-T-32 at 2. 


� USPS-T-32 at 44. 


� USPS-T-32 at 5. 


� USPS-T-32 at 43. 


� USPS Response to AAP/USPS-T32-1, Tr.11/4178. 


� USPS Response to AAP/USPS-T32-7, Tr.11/4185.  


� USPS Response to AAP/USPS-T32-6, Tr.11/4184.  


� USPS Response to AAP/USPS-T32-1, Tr.11/4178.  


� USPS-T-32 at 11. 


� USPS-T-32 at 45. 


� See also USPS Response to AAP/USPS-T32-4, Tr.11/4181-82. 


� Tr.11/4466, lines 14-22. 


� Tr.11/4468, lines 20-24. 


� USPS Response to AAP/USPS-T32-10 (b), Tr.11/4189. 


� USPS Response to AAP/USPS-T32-10 (b) – (c), Tr.11/4189.  


� Tr.11/4637, lines 11-12. 


� Tr.11/4662, lines 24-5, Tr.11/4663, lines 1-9. 


� USPS-T-32 at 32. Cost coverage for Periodicals is proposed at 101.45 percent calculated prior to the administration of discounts to preferred rate categories within the subclass. The after-discount cost coverage proposed for Periodical is 101.37 percent. 


� BPM mail that would have qualified for DSCF and DDU discounts under the USPS’ proposals would still receive the proposed DBMC discount under this plan. 
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