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I.
INTRODUCTION AND SUMMARY

The Postal Rate Commission recommends that the United States Postal Service enter into a three-year Negotiated Service Agreement with HSBC North America Holdings Inc. (HSBC).  The HSBC Negotiated Service Agreement is based on the recently recommended Capital One Services, Inc. (Capital One) Negotiated Service Agreement.

The HSBC Negotiated Service Agreement includes an address correction element that provides HSBC, at certain levels of volume, electronic address corrections without fee for properly endorsed First-Class Mail solicitations.  HSBC will receive the services associated with Change Service Requested, Option 2, which include forwarding.  In return, HSBC agrees to forgo physical return of undeliverable mail, which otherwise is provided under the existing service features of First-Class Mail for mail that cannot be forwarded.

The HSBC Negotiated Service Agreement declining block rate volume discount element provides HSBC with per-piece discounts on those portions of its First-Class Mail that exceed specified volume thresholds.  The initial volume thresholds, which must be exceeded to receive any discount, are 615 million pieces for year one of the agreement, 725 million pieces for year two of the agreement, and 810 million pieces for year three of the agreement.  The discounts range from 2.5 cents to 5.0 cents depending on the block volume.

The Postal Service will benefit by $6.2 million over the life of the HSBC Negotiated Service Agreement.  This is based on estimates of $6.5 million in savings due to the address correction feature, $2.4 million in increased contribution due to increased First-Class Mail volume, and a net leakage of minus $2.8 million due to the discount feature of the agreement.  The agreement establishes a negotiated $9 million discount cap over the life of the agreement.  The agreement further provides mechanisms to adjust the volume thresholds based on the occurrence of specific events.

The Capital One Negotiated Service Agreement recommended by the Commission in Docket No. MC2002-2 and approved by the Governors on June 2, 2003 rests on the Postal Service’s express undertaking to make the essential features of that agreement available to similarly situated mailers.  This was viewed as essential to complying with the statutory requirement that the Postal Service not “make any undue or unreasonable discrimination among users of the mails, nor shall it grant any undue or unreasonable preferences to any such user.”  39 U.S.C. § 403(c).  The HSBC Negotiated Service Agreement demonstrates the Postal Service’s ability to offer the essential features of a previously recommended Negotiated Service Agreement to other mailers willing to accept similar terms and conditions.

While the HSBC Negotiated Service Agreement is functionally equivalent to the Capital One Negotiated Service Agreement, it is not, nor is it required to be, identical.  The HSBC Negotiated Service Agreement is tailored to HSBC’s unique situation.  For example, the HSBC Negotiated Service Agreement includes discounts and volume levels applicable exclusively to HSBC’s mailing characteristics.  The necessity to tailor specific rates and classifications to a particular mailer is a characteristic of a Negotiated Service Agreement classification, which might not be present with a more inclusive type of classification.  This agreement also includes contract terms and conditions, such as threshold adjustment mechanisms, which were negotiated specifically to address HSBC’s interactions with the Postal Service.  The Commission commends proponents for developing this mechanism to help alleviate concerns about excessive potential revenue leakage.
Just as the functional elements of the Capital One and HSBC Negotiated Service Agreements are similar, but not identical, the benefits or effects of each agreement on the Postal Service are comparable, but not identical.  For example, the HSBC Negotiated Service Agreement does not rely on the generation of new First-Class Mail volume, but instead relies on a shift of mail volume from Standard Mail to First-Class Mail.  Also, because of the operational differences between Capital One and HSBC, the Postal Service may experience different effects from each mailer’s utilization of electronic return data.

The Postal Service will pursue a data collection plan with the HSBC Negotiated Service Agreement that is similar to the plan recommended for the Capital One Negotiated Service Agreement.  Information from both data collection plans should prove useful for evaluating the benefits of pursuing this style of agreement with other mailers.

This docket has been conducted using the Commission’s rules for functionally equivalent Negotiated Service Agreements.  The rules provide the opportunity for expediting Postal Service requests considering functionally equivalent Negotiated Service Agreements by allowing participants to rely on relevant record testimony from a previous docket and avoiding the need to re-litigate issues that were recently litigated and resolved.

The Commission acknowledges the participants’ efforts that have gone into rapidly resolving issues in this docket and bringing this docket to an expedited conclusion.

II.
PROCEDURAL HISTORY

On February 23, 2005, the United States Postal Service filed a formal request with the Postal Rate Commission seeking a recommended decision approving a mail classification and related rates and fees predicated on a Negotiated Service Agreement with HSBC North America Holdings Inc.
  The Postal Service contends that the proffered Negotiated Service Agreement is functionally equivalent to the Capital One Financial Services, Inc. Negotiated Service Agreement recently recommended by the Commission
 and approved for implementation by the Governors.
  See Docket No. MC2002-2.

The Postal Service has identified HSBC, along with itself, as parties to the Negotiated Service Agreement.  Thus, HSBC has been considered a co-proponent, procedurally and substantively, of the Postal Service’s Request during the Commission’s review of the Negotiated Service Agreement.

The Request, which includes six attachments, was filed pursuant to Chapter 36 of the Postal Reorganization Act, 39 U.S.C. § 3601 et seq.
  In support of the Request, the Postal Service filed Direct Testimony of Jessica A. Dauer on Behalf of the United States Postal Service, February 23, 2005 [errata filed March 11, 2005, March 22, 2005, and April 14, 2005] (USPS-T-1).  HSBC separately filed Direct Testimony of John H. Harvey on Behalf of HSBC North America Holdings Inc., February 23, 2005 (HSBC-T-1).  The Request relies substantially on record evidence entered in the baseline docket, Docket No. MC2002-2.  The Postal Service’s Compliance Statement, Request Attachment E, identifies the baseline docket material on which it relies.

In contemporaneous filings, the Postal Service submitted a proposal for limitation of issues in this docket,
 and a conditional request to establish settlement procedures.

The Commission issued Order No. 1431 to announce the filing of the Request; authorize settlement negotiations; appoint the Postal Service as settlement coordinator; designate the director of the Commission’s Office of the Consumer Advocate (OCA) as the representative of the interests of the general public; establish the deadline for intervention; and set the date and agenda for a prehearing conference.

The prehearing conference was held on March 24, 2005 to identify issues in this docket and to solicit information necessary to establish a procedural schedule.  No issues were identified which would require oral examination of any witness at a hearing.  Furthermore, there were no objections to proceeding under rule 196 for functionally equivalent Negotiated Service Agreements, or to a Postal Service proposal for limitation of issues.
The Presiding Officer issued a scheduling ruling to provide direction to the proceeding.
  No evidentiary hearings were scheduled.  The ruling established that this docket would proceed under rule 196 for functionally equivalent Negotiated Service Agreements.  The Postal Service’s proposal for limitation of issues was slightly modified to conform with the requirements of rule 196(a)(6).
On April 19, 2005, the proponents filed motions requesting that the direct testimonies of Postal Service witness Dauer and HSBC witness Harvey; the written cross-examination designated by the American Postal Workers Union, AFL-CIO, OCA, and Valpak; and written responses to POIR Nos. 1 and 2 be entered into the record.
  HSBC’s motion was accompanied by the supporting declaration of witness Harvey.  The Postal Service’s motion was accompanied by the supporting declaration of witness Dauer.  The testimonies, designated written cross-examination, and POIRs were entered into the record on April 25, 2005, and the record was closed.

Briefs were filed April 20, 2005, by HSBC and the Postal Service.
  OCA filed comments on April 21, 2005 and further comments on April 27, 2005.
  No participants filed reply briefs.

III.
BASELINE AGREEMENT

The Postal Service submits that the HSBC Negotiated Service Agreement, on which this Request is predicated, is functionally equivalent to the Capital One Negotiated Service Agreement (the baseline agreement) recommended by the Commission in Docket No. MC2002-2 and currently in effect.  The Postal Service Board of Governors determined that the rate and service changes associated with the Capital One Negotiated Service Agreement will remain in effect from September 1, 2003 through September 1, 2006.

The Capital One Negotiated Service Agreement includes two significant mail service features that form the bases of the agreement — an address correction service feature, and a declining block rate volume discount feature.

The address correction service feature provides Capital One, at certain levels of volume, electronic address corrections without fee for First-Class Mail solicitations that are undeliverable as addressed (UAA).  In return for receipt of electronic address correction, Capital One will no longer receive physical return of its UAA First-Class solicitation mail that cannot be forwarded.  Capital One will also be required to maintain and improve the address quality for its First-Class Mail.  PRC Op. MC2002-2, para. 2004.

Use of the address correction service feature is a prerequisite to use of the second feature of the Negotiated Service Agreement, a declining block rate volume discount.  This feature provides Capital One with a per-piece discount for bulk First-Class Mail volume above an annual threshold volume.  The per-piece discount varies from 3 to 6 cents under a “declining-block” rate structure.  Should first-year mail volume decline under a predetermined quantity, a reduced threshold and lower initial discounts take effect.  Id., para. 2005.

The Commission’s analysis of the Capital One Negotiated Service Agreement focused on assuring that the agreement would not make mailers, other than Capital One, worse off.  Id., para. 8006.  To meet this condition, the Commission’s recommendation of the Capital One Negotiated Service Agreement included the addition of a provision establishing a cumulative three-year stop-loss limit of $40.637 million.  Id., para. 8011.  The Commission found that the estimates of before rates volumes for Capital One were so unreliable that without a stop-loss provision there would be no reasonable assurance that the Postal Service would not lose money on the Capital One Negotiated Service Agreement.  Id., para. 8013.

IV.
SUMMARY OF PROPOSAL

A. Witness Harvey’s Testimony

HSBC North America Holdings Inc. witness Harvey describes HSBC’s business organization, reviews its solicitation and operational mail practices, presents the before and after Negotiated Service Agreement First-Class Mail volume projections, and discusses address quality issues.  Tr. 2/30‑43.

HSBC Background and Mailing Practices.  Witness Harvey asserts that HSBC Holdings plc (HSBC Holdings and together with its subsidiaries, HSBC Group) is one of the largest banking and financial holding companies in the world.  He explains that HSBC Group developed its presence in the United States by acquiring Marine Midland Banks, Inc. and Household International, Inc.  The businesses of HSBC Group in the United States and Canada are organized as HSBC North America Holdings Inc. (HSBC).  HSBC provides a comprehensive range of financial services, which include personal financial services; commercial banking; corporate, investment banking and markets; private banking; and other financial activities.  Witness Harvey also states that HSBC Card Services is a direct competitor of Capital One Services, Inc., Discover Financial Services, Inc., and Bank One Corporation.  Id. at 33‑34.
Witness Harvey states that HSBC predominately sends two types of mail:  solicitation mail which is sent either by First-Class Mail or by Standard Mail, and operational mail which is sent by First-Class Mail.  He contends that solicitation mail is but one of several channels available for marketing financial services.  Nonetheless, he asserts that HSBC views direct mail as an integral part of HSBC’s marketing efforts and that HSBC plans to increase significantly its volume of solicitation mail in the next few years.  He explains that HSBC’s solicitation mail is used to encourage existing customers to use their credit cards more often and to use other products and services.  It also is used to solicit new customers.

Witness Harvey states that HSBC uses Standard Mail for most of its solicitation mail.  Although HSBC’s First-Class Mail solicitation volumes are projected to increase in the future, witness Harvey contends that even by 2007, First-Class Mail volume will likely account for only about one-third of HSBC’s projected 886 million solicitations for that year.  Nevertheless, he asserts that a reduction in the cost premium for First-Class Mail will cause HSBC to shift a certain amount of solicitations from Standard Mail to First-Class Mail.

Witness Harvey states that HSBC creates solicitation mailing lists from its own databases and from information provide by its marketing partners.  HSBC also rents lists from third parties.  He contends that the percentages of addresses from each source varies, and is highly proprietary.  Id. at 45‑46.
Witness Harvey explains that the class of mail used to send operational mail (predominately First-Class Mail) is generally determined by the requirements of postal regulations rather than by economics.  He says that HSBC’s operational mail is used to communicate with existing customers in regard to bills for credit card accounts, statements for bank accounts, letters responding to customer inquiries, and mailing of new and replacement credit cards, among other things.  Id. at 36.
HSBC’s Historical, Before Rates, and After Rates Mail Volumes.  Witness Harvey asserts that HSBC intends to grow the scale of its business in the United States over the next few years.  Id at 38.  He begins by presenting HSBC’s First-Class Mail historical mail volume from 2002 through 2004.  Table 1.

Table 1.  HSBC Historical First-Class Mail Volume (Millions of Pieces)

	
	2002
	2003
	2004

	Solicitation
	108
	89
	96

	Operational
	408
	410
	440

	Total
	515
	499
	535


Id. at 36-37.
He presents HSBC’s First-Class Mail before rates volume projections over the three years of the proposed agreement.  Table 2.  He states that the before rates forecasts are based on HSBC’s business plans developed by its business managers and used in the ordinary course of business.  Witness Harvey expects before rates volumes to reflect substantial growth in solicitations based on his business judgment, and HSBC’s budget and growth plans.

Table 2.  HSBC “Before” First-Class Mail Volume (Millions of Pieces)

	
	Year One
	Year Two
	Year Three

	Solicitation
	158
	245
	299

	Operational
	483
	518
	556

	Total
	641
	764
	856


Id. at 37‑39.
Witness Harvey presents HSBC’s First-Class Mail after rates volume projections over the three years of the proposed agreement.  Table 3.  He bases after rates volume projections on historical volumes, discussions with senior marketing managers on the potential effects of the Negotiated Service Agreement discounts, and his business judgment.  He states that the after rates volume increases would consist entirely of solicitation mail.  Witness Harvey assumes that all new First-Class Mail volume would be switched from Standard Mail. 

Table 3.  HSBC “After” First-Class Mail Volume (Millions of Pieces)

	
	Year One
	Year Two
	Year Three

	Solicitation
	174
	265
	319

	Operational
	483
	518
	556

	Total
	657
	784
	876


Id. at 37‑38.
Finally, witness Harvey presents HSBC’s historical and projected Standard Mail volumes.  Table 4.  Before and after rates volumes are projected over the three years of the proposed Negotiated Service Agreement.  He indicates that Standard Mail volumes for years 2002‑2004 were all letter shaped.  Also, he explains that the after rates volumes are predicated on a shift of a portion of the Standard Mail volume to First-Class Mail.
Table 4.  HSBC Standard Mail Volume (Millions of Pieces)

	
	Historical
	Projected

	
	2000
	2001
	2002
	2003
	2004
	Year
One
	Year
Two
	Year
Three

	Before Rates
	53
	124
	223
	287
	336
	605
	596
	586

	After Rates
	N/A
	N/A
	N/A
	N/A
	N/A
	589
	576
	566


Id. at 24‑25, 51‑52.
Address Quality.  Witness Harvey asserts that HSBC will meet or exceed Postal Service requirements for address hygiene.  HSBC will perform National Change of Address processing on existing operational and on solicitation files every 90 days.

He explains that HSBC’s business records indicate that historical return rates for non-solicitation First-Class Mail, including statements and letters has been 0.3 percent, and historical return rates for First-Class Mail solicitation letters has been 4.75 percent.  He estimates similar return rates for the three years of the Negotiated Service Agreement.  Id. at 40‑41.
B.   Witness Dauer’s Testimony

Postal Service witness Dauer, USPS-T-1, reviews the importance of Negotiated Service Agreements, and functionally equivalent agreements, to the Postal Service.  She states that “[t]he HSBC NSA creates a win-win situation for both HSBC and the Postal Service by providing HSBC with a direct economic benefit of up to $9 million in postage discounts, and allowing the Postal Service to capture costs savings and increased contribution, which minimizes any potential risk of harm to mailers not party to the agreement.”  Id. at 112.  Furthermore, “[f]unctionally equivalent NSAs are important to the Postal Service because they extend the benefits of baseline agreements to other customers.”  Id. at 114.

Witness Dauer’s testimony discusses the relationship of the baseline Capital One Negotiated Service Agreement to the HSBC Negotiated Service Agreement.  She then presents the Postal Service’s financial impact analysis and competitive impact analysis, discusses the discount cap, and reviews the factors of the Postal Reorganization Act (the Act).  Id. at 108‑155.
Functionally Equivalent.  Witness Dauer asserts that the HSBC Negotiated Service Agreement fully meets the guidelines outlined in Commission Order No. 1391 for functionally equivalent Negotiated Service Agreements.  She contends that the HSBC Negotiated Service Agreement contains the same functional elements as the baseline Negotiated Service Agreement, i.e., declining block rate and address correction elements, and will produce comparable benefits.  Id. at 115–117.

Witness Dauer explains that the declining block rate discount element applies only to the incremental volumes above the negotiated thresholds of 615 million pieces in year one, 725 million pieces in year two, and 810 million pieces in year three.  The incremental discounts versus the applicable volume blocks for each year of the agreement are shown in Tables 5, 6, and 7.
Table 5.  Year One Incremental Discounts Versus Volume Block

	Volume Block
	Incremental Discounts

	615,000,001 — 655,000,000
	2.5¢

	655,000,001 — 675,000,000
	3.0¢

	675,000,001 — 695,000,000
	3.5¢

	695,000,001 — 715,000,000
	4.0¢

	715,000,001 — 735,000,000
	4.5¢

	735,000,001 — above
	5.0¢


Table 6.  Year Two Incremental Discounts Versus Volume Block

	Volume Block
	Incremental Discounts

	725,000,001 — 765,000,000
	2.5¢

	765,000,001 — 785,000,000
	3.0¢

	785,000,001 — 805,000,000
	3.5¢

	805,000,001 — 825,000,000
	4.0¢

	825,000,001 — 845,000,000
	4.5¢

	845,000,001 — above
	5.0¢


Table 7.  Year Three Incremental Discounts Versus Volume Block

	Volume Block
	Incremental Discounts

	810,000,001 — 850,000,000
	2.5¢

	850,000,001 — 870,000,000
	3.0¢

	870,000,001 — 890,000,000
	3.5¢

	890,000,001 — 910,000,000
	4.0¢

	910,000,001 — 930,000,000
	4.5¢

	930,000,001 — above
	5.0¢


Id. at 116‑117.

For a more comprehensive description of the Address Correction Service element, witness Dauer refers to witness Wilson’s testimony presented in the baseline docket.  See Docket No. MC2002-2, USPS-T-4 at 2‑7.  The address correction element allows the Postal Service to convert physical return of HSBC’s undeliverable-as-addressed (UAA) marketing mailpieces into electronic address correction information through the computerized ACS system.  Tr. 2/117.
She contends that the functional elements in the HSBC Negotiated Service Agreement provide a benefit comparable to what the Postal Service expects to obtain with the baseline Negotiated Service Agreement.  She cites Address Correction Service cost savings, and contribution from new First-Class Mail volume as examples of the comparable benefits.  Id. at 118.

Witness Dauer lists other notable terms and conditions of the HSBC Negotiated Service Agreement.  The agreement:

· waives the seal against postal inspection of the mail;

· requires HSBC to prepare mail under applicable standards;

· requires HSBC to enhance its address management practices;

· includes a transaction penalty;

· contains a provision for HSBC to make necessary records and data available to facilitate and monitor compliance; and

· enables the Postal Service to cancel for failure by the mailer to provide accurate data, to present properly prepared and paid mailings, to comply with a material term of the agreement, or to use the Negotiated Service Agreement.

Id.
In describing terms and conditions unique to the HSBC Negotiated Service Agreement, witness Dauer notes that although the incentive structure remains the same as in the Capital One Negotiated Service Agreement, the thresholds, incremental blocks, and starting discounts are unique to the HSBC Negotiated Service Agreement.  Also, the HSBC Negotiated Service Agreement includes four customer-specific terms.  Id. at 118‑119.

The first customer-specific term establishes individual volume thresholds and incentives for each of the three years of the Negotiated Service Agreement.  In previous agreements, the thresholds remained essentially constant throughout the three years of the agreements.  Id. at 119.
The second customer-specific term is a volume threshold adjustment mechanism to account for volume deviations from HSBC’s First-Class Mail volume forecasts.  The volume threshold for a subsequent year is adjusted only if the volume for the recently concluded year varies in magnitude from the recently concluded year’s before-rates volume forecast by greater than positive 20 percent or negative 15 percent.  The adjustments are intended to preserve the incentive to increase First-Class Mail volume.  Id. at 119‑122.
The third customer-specific term is a negotiated cap of $9 million on the maximum amount of discounts that HSBC can receive from the Postal Service over the life of the Negotiated Service Agreement.  Witness Dauer contends that the Postal Service’s evaluation of the value of the cap employs the logic used by the Commission in establishing a stop-loss cap in Docket No. MC2004-4.  The valuation passes through 100 percent of the Address Correction Service cost savings, plus a 10.09 percent “competitive” adjustment.  While witness Dauer contends the Postal Service accepts the cap, which resulted from arms-length negotiations, she cites the annual threshold adjustment mechanism and the individual yearly thresholds as mitigating factors that might make the cap unnecessary.  Id. at 122‑123.
The fourth customer-specific term is an implementation date threshold adjustment mechanism.  This provision increases the threshold levels on a pro rata basis for each month that implementation lags the start of a calendar year.  Id. at 123‑124.
Financial Impact Analysis.  Witness Dauer explains that there are three factors affecting the financial estimates:  ACS cost savings, new volume contribution, and discount exposure (leakage).  An ACS cost savings of $6.6 million accrues from elimination of the physical return of First-Class Mail marketing pieces, and substituting electronic return notice in its place.  A new volume contribution of $4.1 million accrues from the conversion of a percentage of marketing mail from Standard Mail to First-Class Mail.
  A discount exposure of $4.4 million is created as the result of price incentives applied to any volume that would have occurred without a price incentive.  Witness Dauer estimates that this results in a net benefit to the Postal Service of $6.3 million over the life of the Negotiated Service Agreement.  Id. at 124–126.

Witness Dauer’s financial analysis model, with certain modifications, follows witness Crum’s methodology from Docket No. MC2002‑2.  Modifications are made to present a financial analysis over the life of the agreement, versus the test year approach taken in the Capital One docket.  A contingency factor of 3 percent is applied to all piece cost calculations, including First-Class Mail, Standard Mail, and the physical and electronic costs of ACS.  In addition, witness Dauer applies a 4 percent annual inflationary cost adjustment factor to estimate unit costs in each year of the agreement, and to account for cost increases since litigation of the Capital One Negotiated Service Agreement.  Id. at 126‑127.

Competitive Impact Analysis.  Witness Dauer relies on the competitive impact analysis presented in the baseline docket.  She states that the Commission concluded that the impact on competition would be minor, and that it was significant that no competitors of Capital One opposed that Negotiated Service Agreement.  Witness Dauer estimates that the impact on competition due to the HSBC Negotiated Service Agreement should be even less than the effect from the Capital One Negotiated Service Agreement.  Id. at 128‑129.

Discount Cap.  Witness Dauer discusses the possible negative ramifications of applying a stop-loss provision.  She argues that basing a stop-loss provision “solely on cost savings would tend to limit participation in the NSA process to only large volume mailers who can offer significant cost savings opportunities.”  Also, a stop-loss provision similar to Capital One’s could foreclose potential contribution from increased volume.  Furthermore, a stop-loss provision would impose a competitive disadvantage on HSBC because its potential cost savings are not as large as the potential cost savings for Capital One.  Id. at 129‑130.
However, to lessen the degree of complexity in determining the functional equivalency of the HSBC agreement, witness Dauer contends that both parties have negotiated a stop-loss cap to assure applicability of the expedited procedures and reduce litigation costs.  Id.

Criteria of the Act.  In witness Dauer’s discussion of the factors of the Act, she contends that the arguments made by Postal Service witness Plunkett in the baseline docket are also applicable in this docket.  She incorporates witness Plunkett’s testimony into her own, and argues that the Commission’s findings and conclusions in the baseline docket also justify recommending the instant Request.  See witness Plunkett’s testimony at MC2002-2, USPS-T-2, page 9, line 36 through page 10, line 15.  Witness Dauer further argues that the customer-specific rates offered HSBC cover all Postal Service costs (criterion 3), and that this is fair and equitable (criterion 1).  Tr. 2/131‑133.

C. Incorporated Record Evidence

The Request relies upon the record evidence from previous dockets shown in Table 8.

Table 8.  Record Evidence From Previous Dockets

	Witness
	Reference
	Docket
	Transcript (Volume/Page)

	Anita J. Bizzotto
	USPS-T-1 
	MC2002-2
	3/411*; 3/410-530

	Michael K. Plunkett
	USPS-T-2
USPS-RT-1
	MC2002-2
	4/674*; 4/673-851
5/865-66; 9/1857-1961

	Charles R. Crum
	USPS-T-3
	MC2002-2
	2/254*; 2/252-400; 5/858-864

	James D. Wilson
	USPS-T-4
	MC2002-2
	3/532*; 3/531-666

	B. Kelly Eakin
	USPS-RT-2
	MC2002-2
	10/2060-2140

	Institutional Responses
	USPS
	MC2002-2
	5/867-966

	John C. Panzar
	JCP-T-1
	MC2002-2
	8/1572-1790

	Donald Jean
	COF-T-1
	MC2002-2
	2/34-198

	Stuart Elliott
	COF-T-2
COS-RT-2
	MC2002-2
	2/198-251
9/1836-72

	Robert Shippee
	COS-RT-1
	MC2002-2
	9/1797-1835

	Other Sources
	Reference
	Docket
	Source

	Library Reference
	USPS
	R2001-1
	J-58; J-60 (as revised 11/15/2001);
J-69 (as revised 11/5/2001)

	Library Reference
	PRC
	R2001-1
	PRC-LR-2; PRC-LR-4; PRC-LR-7


* Location where accepted into the record (Postal Service written direct testimony is referenced but not transcribed into the record).
Request, Attachment E-18; Tr. 2/95.
D. DMCS Provisions
The Postal Service proposes to add a new Domestic Mail Classification Schedule (DMCS) section 613, to specify the general parameters of the HSBC Negotiated Service Agreement.  See Request at Attachment A.

The Postal Service also proposes the addition of four new rate schedules to the DMCS:  613A, 613B, 613C, and 613D.  Rate Schedule 613A specifies the volume block incremental discounts in year one of the agreement.  Rate Schedule 613B specifies the volume block incremental discounts in year two of the agreement.  Rate Schedule 613C specifies the volume block incremental discounts in year three of the agreement.  Rate Schedule 613D specifies the volume block incremental discounts where adjusted thresholds become necessary.  See Request at Attachment B.

V.
FINDINGS AND CONCLUSIONS

E. Functional Equivalency

The finding that a request predicated on a Negotiated Service Agreement is functionally equivalent to a Negotiated Service Agreement previously recommended by the Commission and currently in effect (a baseline agreement) affords the new request the opportunity for expedited review by allowing proponents of the agreement to rely on relevant record testimony from a previous docket.  This potentially could expedite the proceeding by avoiding the need to re-litigate issues that were recently litigated and resolved.  The Commission finds that the HSBC Negotiated Service Agreement is sufficiently functionally equivalent to the Capital One Negotiated Service Agreement, which is currently in effect, such that record evidence specified from Docket Nos. MC2002-2 and R2001-1 may be relied upon in this docket, MC2005-2.

The criteria for determining whether a proposed Negotiated Service Agreement is functionally equivalent to a previously recommended Negotiated Service Agreement are developed in Docket No. RM2003-5.

‘Functional Equivalency’ focuses on (1) a comparison of the literal terms and conditions of one Negotiated Service Agreement with the literal terms and conditions of a second Negotiated Service Agreement, and (2) a comparison of the effect that each agreement has upon the Postal Service.

PRC Order No. 1391 (February 11, 2004) at 50.

“The first part of the analysis is an examination of the literal terms and conditions of each Negotiated Service Agreement.”  Ibid.  From a macro perspective, the Capital One Negotiated Service Agreement and the HSBC Negotiated Service Agreement are based on the same two functional elements.  Each agreement provides a declining block rate volume discount on those portions of First-Class Mail that reach specified volume thresholds.  Each agreement provides, as the major cost savings element, electronic address corrections without fee for properly endorsed First-Class Mail solicitations in place of physical return of undeliverable First-Class solicitation mail for mail that cannot be forwarded.  Additionally, each agreement provides mechanisms to limit the risk to the Postal Service and protect the interests of mailers not party to the agreement.

The declining block rate volume discount elements in each agreement share the same structure, but they are not identical.  Each agreement establishes volume thresholds, block levels, and discounts which are unique to each mailer.  The Capital One Negotiated Service Agreement establishes a single initial volume threshold, applicable to each year of the agreement, which must be exceeded before any discount becomes available.  The HSBC Negotiated Service Agreement establishes three separate initial volume thresholds, applicable to years one, two, and three of the agreement, which must be exceeded before any discount becomes available.  This does not imply that the agreements are not functionally equivalent.  It does imply that further examination of each agreement is necessary to determine whether the declining block rate volume discount elements have a comparable effect upon the Postal Service.

The electronic address correction element in each agreement similarly provides, at certain levels of volume, electronic address corrections without fee for properly endorsed First-Class Mail solicitations in place of physical return of undeliverable First-Class solicitation mail that cannot be forwarded.  Even though the literal terms and conditions in each agreement are similar, there are differences in related requirements that have an effect on the Postal Service.  For example, HSBC will perform National Change of Address processing on existing operational files and on solicitation files every 90 days.  Capital One performs National Change of Address / Coding Accuracy Support System database processing within 30 days prior to mailing for customer mail and within 60 days prior to mailing for solicitation mail.

The mechanisms to limit the risk to the Postal Service and protect the interests of mailers not party to each agreement are essential provisions in each agreement.  Both agreements include stop-loss mechanisms, and acquisition and merger adjustments.  The HSBC agreement adds two annual threshold adjustment mechanisms.  Each agreement tailors the specific requirements of each mechanism to the unique relationship between the mailer and the Postal Service.

The Capital One Negotiated Service Agreement initially did not contain a stop-loss mechanism.  However, the Commission found the estimates of “before rate” volumes so unreliable that without the addition of a stop-loss mechanism there would be no reasonable assurance that the Postal Service would not lose money on the agreement.  The addition of this provision, which was central to the recommendation of the agreement, effectively eliminated the uncertainty of before rate volumes from the analysis of the Postal Service’s risk of entering the agreement.  The Commission recognizes that some level of uncertainty will always be present when mailers are asked to predict mail volumes into the future.  Furthermore, the best of estimates will always be subject to exogenous factors.  The HSBC Negotiated Service Agreement contains a stop-loss mechanism with literal terms identical to those recommended with the Capital One Negotiated Service Agreement.  The stop-loss values in each agreement are unique to each mailer and are determined using different methodologies as discussed below.
The HSBC Negotiated Service Agreement includes a volume threshold adjustment mechanism to account for volume deviations from HSBC’s First-Class Mail volume forecasts.  It also includes an implementation date threshold adjustment mechanism that increases the threshold levels on a pro rata basis for each month that the Negotiated Service Agreement’s implementation lags the start of a calendar year.  These elements do not appear in the Capital One Negotiated Service Agreement.  The threshold adjustment mechanisms function as additional methods of reducing risk in the HSBC Negotiated Service Agreement.

The comparison of the literal terms and conditions of the HSBC Negotiated Service Agreement with the literal terms and conditions of the Capital One Negotiated Service Agreement reveals two substantially similar, but not identical, agreements.  The differences generally focus on tailoring the specific agreement to the specific mailer.  Allowing such differences is contemplated as a general characteristic of Negotiated Service Agreement classifications.  The differences do not change the overall functionality of the agreements.

“For the second part of the analysis, the Commission will go beyond the literal terms and conditions of the agreements and compare the effect that the baseline and proffered functionally equivalent agreements have on the Postal Service.”  Id. at 51.  This requires the Commission to evaluate whether both Negotiated Service Agreements provide a comparable benefit to the Postal Service.  “A comparable benefit does not mean an identical benefit, but instead will be placed into context by the terms and conditions of each agreement, and the characteristics of each participant.”  Ibid. 

Each agreement establishes different volume thresholds, block levels, and discounts for the declining block rate volume discount element.  Each mailer also anticipates different before and after rates mail volumes.  Also important to the analysis, each mailer’s mail characteristics has an effect on the comparable benefit to the Postal Service.

In regard to mail characteristics, the Capital One Negotiated Service Agreement generates an increase in First-Class Mail volume through new First-Class Mail pieces, which creates all new contribution.  The HSBC Negotiated Service Agreement generates an increase in First-Class Mail volume through a migration of Standard Mail pieces to First-Class Mail pieces.  Thus, the additional contribution attributable to the HSBC agreement in part is due to the difference between the higher First-Class Mail contribution and the lower Standard Mail contribution.

Also, HSBC’s anticipated year one before rates volume is above the level of the initial threshold.  This allows a discount to be received for mail that would have been mailed anyway absent the discount.  The Capital One Negotiated Service Agreement did not exhibit this characteristic because the initial threshold was set below the anticipated year one volume.

The differences in new versus migrated mail and the setting of the threshold levels influence the value of the HSBC Negotiated Service Agreement to the Postal Service.  New First-Class Mail pieces generate higher additional contribution than mailpieces migrating from Standard Mail.  Setting the initial discount threshold below the initial volume estimates reduces the amount of contribution that would have otherwise been received.  The detailed effect of these factors is represented in the financial analysis presented below.  However, the Commission believes that even with these differences, the declining block rate volume discount element present in each agreement provides a comparable potential for increasing net contribution to the Postal Service.

The address correction element present in each Negotiated Service Agreement acts as the main cost savings element for the respective agreement.  The cost savings is realized by substituting lower cost electronic return service for high cost manual return service.  To this extent, the address correction element present in each agreement produces a comparable net benefit for the Postal Service.

However, because of each mailer’s mailing list practices and how each mailer will utilize electronic address correction information, the Postal Service will experience a different effect from each agreement’s electronic address correction element.  For example, the Capital One Negotiated Service Agreement is based on a mailer that maintains its own internal solicitation lists.  The HSBC Negotiated Service Agreement is based on a mailer that creates its solicitation mailing lists from its own databases, information provided by its marketing partners, and lists rented from third parties.  This difference, combined with how each mailer utilizes the electronic address correction information, could influence each mailer’s return and forwarding rates, and the resulting effect on the Postal Service.

The Commission has considered the different characteristics of each mailer’s mailing practices, and believes that the electronic address collection element in each agreement provides a comparable benefit to the Postal Service.

The stop-loss mechanisms, merger and acquisition clauses, and other protective provisions all produce a comparable effect and provide a comparable benefit by limiting the risk to the Postal Service, and assuring that mailers not party to each agreement are not made worse off.
There is, however, a conceptual difference between the stop-loss mechanism employed in the Capital One Negotiated Service Agreement and the one proposed in the HSBC Negotiated Service Agreement.  This difference does not affect the outcome of the recommendation, but it could have an effect on future proposals.

The Capital One Negotiated Service Agreement stop-loss cap was developed from the perspective of limiting potential Postal Service losses, and thereby protecting the interests of mailers not party to the agreement.  The methodology employed to calculate the stop-loss cap effectively associates the cost savings element of the agreement to the discount element.  Associating the two elements is an important aspect of the agreement.

The HSBC Negotiated Service Agreement mechanism is characterized as a “negotiated” stop-loss cap.  The Postal Service asserts that it evaluated the negotiated stop-loss cap employing the Commission’s logic in regard to the “competitive” stop-loss mechanism recommended for the Discover Negotiated Service Agreement.
The Discover stop-loss mechanism was proposed as a method of providing Discover with a benefit proportional to the one received by Capital One.  From Discover’s perspective, the stop-loss mechanism functioned as a limit on the benefit that it may receive and not primarily as a protective mechanism for the Postal Service or other mailers.  Because of this, the methodology employed to calculate the value of the stop-loss mechanism does not effectively associate the cost savings element of the agreement to the discount element.  The Commission did not endorse the methodology used to determine the Discover “negotiated” cap, but did find that the competitive cap served the intended purpose of protecting the Postal Service from undue financial risk or harm due to uncertainties in mail volume forecasts, and other exogenous factors.
The association of the cost savings element with its discount element is one factor the Commission must weigh when examining whether a proposed agreement (and its stop-loss mechanism) is functionally equivalent to the Capital One Negotiated Service Agreement.  Two agreements might not be considered functionally equivalent if comparable associations did not exist.  A comparison of stop-loss mechanisms also is important from the perspective of fairness and equity between two mailers.  For example, a more advantageous stop-loss mechanism from the perspective of the recipient of a functionally equivalent Negotiated Service Agreement may discriminate against the recipient of the baseline agreement and leave that mailer competitively worse off.  As will be discussed in the stop-loss section appearing below, the conceptual differences between the proposed and the baseline stop-loss mechanisms do not affect the outcome of this recommendation.
The HSBC Negotiated Service Agreement also includes a volume threshold adjustment mechanism to account for volume deviations from HSBC’s First-Class Mail volume forecasts and an implementation date threshold adjustment mechanism that increases the threshold levels on a pro rata basis for each month that the Negotiated Service Agreement’s implementation lags the start of a calendar year.  Because these elements do not appear in the Capital One Negotiated Service Agreement, there is not a comparable effect.  However, because they function as additional methods of reducing risk to the Postal Service, they are positive, beneficial additions to the agreement.  The Commission hopes that the Postal Service, working with its future potential co-proponents, will continue developing innovative provisions to reduce risk associated with volume uncertainties.
The comparison of the literal terms and conditions of each Negotiated Service Agreement, and the comparison of the effect that each agreement has upon the Postal Service, demonstrates that the HSBC Negotiated Service Agreement is functionally equivalent, but not identical, to the Capital One Negotiated Service Agreement.  The Capital One Negotiated Service Agreement is currently in effect, which implies that the record evidence developed in Docket No. MC2002‑2 is not dated and may be relied upon.  Docket No. MC2002‑2 in turn relies upon material from the most recent omnibus rate case, Docket No. R2001‑1.  Therefore, the Commission finds that record evidence specified from Docket Nos. MC2002‑2 and R2001‑1 may be relied upon in this docket, MC2005-2.

F. Financial Analysis.
Address Correction Element.  Postal Service witness Dauer estimates that providing electronic Address Correction Service (eACS) in lieu of physically returning HSBC’s undeliverable-as-addressed (UAA) First-Class marketing letters that cannot be forwarded will save a total of $6.6 million in Postal Service costs over the term of the agreement.  This estimate is developed using essentially the same technique recommended in Docket No. MC2002-2.  As in the baseline recommendation, the inputs include the before rates volume of First-Class marketing letters, the return rate for the marketing mail, the ACS success rate, and the average costs of a physical return and an “electronic return.”  Deviating from the method adopted by the Commission in MC2002-2, witness Dauer adds a contingency factor to the costs that form the basis of the savings estimate.  The proxies for HSBC’s ACS success rate and return costs are taken directly from MC2002-2 with one modification — the return costs are projected to increase at an assumed 4 percent annual rate of inflation.
The return rate and volume forecasts are provided by HSBC witness Harvey.  Witness Harvey bases his estimates of before rates marketing volume on HSBC’s business plan.  Because HSBC plans to grow the scale of its business significantly, witness Harvey forecasts First-Class Mail volumes of 641 million, 764 million and 856 million for the three years of the agreement.  Tr. 2/38‑39.  His return rate estimate is based on data from 2003.  Id. at 49‑50.

The Commission applies the same methodology for estimating the financial effects of the ACS provisions as it used in the baseline agreement, modified to incorporate the Postal Service’s 4 percent inflation assumption.  The Commission’s estimate differs from the Postal Service’s estimate because the Postal Service rounds some inputs and adds a 3 percent contingency to the underlying cost estimates.  The exclusion of contingency from the estimation of cost savings is consistent with Commission precedent for the calculation of worksharing cost avoidances and with the method employed in the baseline agreement.  The resulting savings estimates are $1.4 million, $2.3 million, and $2.9 million in years one, two, and three of the agreement, for a total savings of $6.5 million over the term of the agreement.

Declining Block Rate Volume Discount Element. The declining block rate discount element provides per-piece discounts for those portions of First-Class Mail that reach specified volume thresholds.  The rate structure is described by witness Dauer.  See Tables 5‑7 above.  The initial volume thresholds, which must be reached before any discounts are provided, are set at 615 million pieces for the first year, 725 million for the second year and 810 million for the third year of the agreement.  This differs from the baseline agreement wherein the discount threshold is set at the same level for each year.  The purpose of higher thresholds in the later years is to account for HSBC’s planned business expansion, which would occur even in the absence of the agreement.  The discounts increase in one-half cent increments with increasing volume, ranging from 2.5 cents to 5.0 cents depending on the block volume.  If, after each of the first two years, the actual volume for the year in question varies significantly from the before rates forecast, the next year’s thresholds may be adjusted.  This threshold adjustment provision is discussed in more detail below in the section on stop-loss mechanisms.

There are two components to the financial analysis of the declining block rate discount element — the additional contribution generated by solicitation mail converting from Standard Mail to First-Class Mail, and the loss of contribution from discounts awarded to First-Class Mail that would have been sent even absent the discounts.  Based on witness Harvey’s estimates of HSBC’s mail volumes in the absence of the Negotiated Service Agreement, witness Dauer estimates the Postal Service will receive $2.4 million in increased contribution from the conversion of a percentage of HSBC’s marketing mail from Standard Mail to First-Class Mail.  Witness Dauer estimates this increase in contribution based on witness Harvey’s estimates of the volumes of Standard Mail that HSBC will shift to First-Class Mail in response to the discount incentives.
This benefit is offset by a reduction in net revenue of $2.8 million from providing discounts to First-Class Mail that would have been sent whether or not the Negotiated Service Agreement takes effect.  The discounts provide a means for HSBC to participate in the savings realized by the Service from the ACS portion of the Negotiated Service Agreement.  They also provide HSBC with an incentive to generate additional First-Class Mail volume.  The Commission estimates that declining block rate element of the Negotiated Service Agreement will result in a net loss of $0.4 million in contribution to the Postal Service.

Overall Financial Impact.  The Commission estimates that the net financial effect of the HSBC Negotiated Service Agreement will benefit the Postal Service by an increase in contribution of $6,160,425 over the three-year life of the agreement.  The net effect of the address correction service element is a Postal Service cost savings of $6,518,871 — with $1,399,740 occurring in year one, $2,255,747 occurring in year two, and $2,863,384 occurring in year three.  There will be a net loss of $2,793,454 to the Postal Service because of discounts paid on before rates volumes, i.e., leakage — with $(656,340) occurring in year one, $(964,968) occurring in year two, and $(1,172,146) occurring in year three.  The Postal Service will realize a net increase of $2,435,008 in contribution from new mail volume — with $777,685 occurring in year one, $862,482 occurring in year two, and $794,841 occurring in year three.  These results are summarized in Table 9 below:

Table 9.  Estimated Financial Effects of
Negotiated Service Agreement at Forecast Volumes

	
	Year 1
	Year 2
	Year 3
	Total NSA

	A. Effects of ACS (Savings Estimate)
	
	
	
	

	
	
	
	
	

	   First-Class Mail Marketing Letters:
	
	
	
	

	   Avg. Savings from Returns
	0.0088
	0.0092
	0.0096
	

	   Avg. Savings (Cost) from Forwards
	0.0000
	0.0000
	0.0000
	

	   Total Avg. Savings from ACS
	0.0088
	0.0092
	0.0096
	

	
	
	
	
	

	   HSBC Estimate of Before Rates Volume
	158,232,348
	245,191,188
	299,268,268
	

	
	
	
	
	

	Net Contribution Gain from ACS (Savings)
	$ 1,399,740
	$ 2,255,747
	$ 2,863,384
	$  6,518,871

	
	
	
	
	

	B. Effects of Lost Contribution (Rev. Leakage)
	
	
	
	

	
	
	
	
	

	   Before Rates First-Class Volume
	641,253,619
	763,598,709
	855,738,206
	

	   Volume Threshold for Discounts
	615,000,000
	725,000,000
	810,000,000
	

	   Before Rates Volume Eligible for Discounts
	26,253,619
	38,598,709
	45,738,206
	

	   Average Discount on "Exposed" Volume
	0.0250
	0.0250
	0.0256
	

	
	
	
	
	

	Total Discounts on Before Rates Vol. (Leakage)
	$ (656,340)
	$ (964,968)
	$ (1,172,146)
	$(2,793,454)

	
	
	
	
	

	Net Increase in Contribution Before New Volume
	$ 743,400
	$ 1,290,779
	$ 1,691,238
	3,725,417

	
	
	
	
	

	C. Effects of New Volume
	
	
	
	

	
	
	
	
	

	   HSBC Est. of Volume Upgraded from Standard
	16,000,000
	20,000,000
	20,000,000
	

	
	
	
	
	

	Standard Mail (Before Rates)
	
	
	
	

	   Average Revenue
	0.1824
	0.1824
	0.1824
	

	   Average Cost (including contingency)
	0.0910
	0.0946
	0.0984
	

	   Average Contribution
	0.0914
	0.0878
	0.0840
	

	
	
	
	
	

	First-Class Mail Marketing Letters (After Rates)
	
	
	
	

	
	
	
	
	

	   Average Revenue (Undiscounted)
	0.2951
	0.2951
	0.2951
	

	   After Rates Avg. Cost (including contingency)
	0.1294
	0.1345
	0.1399
	

	   Average Contribution (Undiscounted)
	0.1657
	0.1605
	0.1552
	

	   Increase in Avg. Contribution (Undiscounted)
	0.0743
	0.0728
	0.0712
	

	   Total Increase in Contribution (Undiscounted)
	1,188,953
	1,455,476
	1,423,532
	

	
	
	
	
	

	   Marginal Discount
	0.0300
	0.0300
	0.0350
	

	   Marginal Increase in Contribution (Discounted)
	0.0443
	0.0428
	0.0362
	

	   Average Discount
	0.0257
	0.0296
	0.0314
	

	   Average Contribution (Discounted)
	0.1400
	0.1309
	0.1237
	

	   Average Increase in Contribution (Discounted)
	0.0486
	0.0431
	0.0397
	

	
	
	
	
	

	Increase in Contribution from New Volume
	$ 777,685
	$ 862,482
	$ 794,841
	$ 2,435,008

	
	
	
	
	

	Net Increase in Contribution (HSBC Volume Est.)
	$ 1,521,085
	$ 2,153,262
	$ 2,486,078
	$ 6,160,425

	
	
	
	
	

	   Total Discounts Awarded
	$ 1,067,609
	$ 1,557,961
	$ 1,800,837
	$ 4,426,407


G. Stop-Loss Mechanisms

Stop-loss mechanisms are employed to reduce or eliminate financial risk associated with uncertainties, which can be due to either the inability to accurately forecast into the future, or due to other exogenous factors beyond the control of the participants.  The Capital One Negotiated Service Agreement stop-loss cap was recommended to reduce the risk that the Postal Service would lose money under the agreement given the uncertainty of forecasted mail volumes.  To some extent, uncertainty of forecasts will exist with any functionally equivalent agreement.

The HSBC Negotiated Service Agreement includes a “negotiated” cap.  It also provides other mechanisms such as potential annual threshold adjustments and contingencies for dealing with mergers and acquisitions which are designed to deal with other risks associated with the agreement.  Every agreement could exhibit more than one form of risk, and for each risk there might be more than one acceptable form of stop-loss mechanism.  The Commission finds the mechanisms employed in the HSBC Negotiated Service Agreement sufficient to adequately protect the interests of the Postal Service and to assure that other mailers will not be made worse off due to the agreement.

Threshold Adjustment Mechanism.  The agreement includes a provision to adjust the year two and year three volume thresholds for declining block rates if the actual volumes sent by HSBC deviate significantly from the forecast levels.  If HSBC’s total First-Class Mail volume in either of the first two years of the agreement is more than 15 percent below the before rates volume forecast for that year, then the next year’s threshold will be decreased by a percentage equal to the shortfall minus 15 percent.  Similarly, if HSBC’s actual first or second year First-Class Mail exceeds the before rates volume forecast for that year by more than 20 percent, and HSBC’s Standard Mail volume for the year exceeds its forecast by at least 5 percent, then the next year’s threshold will be increased by the percentage difference between the actual First-Class Mail volume and the before rates forecast, minus 15 percent.  Tr. 2/120‑121.
The purpose of the threshold adjustment mechanism is to help ensure that the originally negotiated level of incentive for HSBC to increase its First-Class Mail volume is preserved in the event that HSBC’s planned growth exceeds or falls short of expectations.  If its expansion proceeds more slowly than planned, a downward adjustment in the next year’s volume thresholds could bring the declining block rates down to a level that HSBC might realistically achieve.  Conversely, actual First-Class Mail volume in excess of the forecast levels could indicate that the forecasts underestimated the level of volume that HSBC would have sent absent the agreement.
  If that were the case, increasing the discount thresholds would reduce the amount of revenue leakage that might otherwise occur in the following year.

Because the threshold adjustment mechanism has the potential to reduce the discount leakage that could occur if the before rates volume forecasts underestimate the volume that HSBC would have sent absent the agreement, it relates to the concern that has led the Commission to recommend a stop-loss cap in previous Negotiated Service Agreements.  The threshold adjustment mechanism has the advantage of not depending on the savings generated by the Address Correction Service element.  The Commission commends the proponents for their efforts and creativity in developing a new mechanism to help alleviate concerns about the potential for financial harm from excessive revenue leakage that could result from the underestimation of before rates volume.

The threshold adjustment mechanism appears to be a promising provision, and as such it warrants further development and refinement.  Several aspects of the mechanism were not fully examined on this record.  These include the tradeoffs inherent in the selection of the size of the variance from the forecast volumes (in this case -15% and +20%) before the next year’s threshold is adjusted.  Also, the link to Standard Mail volumes makes the accuracy of the Standard Mail volume forecasts a relevant consideration.  Finally, the design of the mechanism is such that if HSBC were close to the point where an upward adjustment would be made to the next year’s thresholds i.e., if total First-Class Mail volume after 11 months is nearly 20 percent above the before rates forecast and Standard Mail volume is up more than 5 percent above the before rates forecast, the potential for a sudden jump to a 5 percent upward adjustment (20 percent minus 15 percent) would present a very strong disincentive to increase its First-Class Mail volume in the last month of the year.  A graduated adjustment would reduce this disincentive to increase volume.  For example, the design of the downward adjustment mechanism in this case avoids this problem.  If HSBC’s actual year one First-Class Mail volume fell 15.1 percent short of the before rates forecast, the year two thresholds would be adjusted downward by 0.1 percent (15.1 percent minus 15 percent).
The threshold adjustment mechanism adds value to the agreement by helping to maintain the intended effects of the declining block rates through ongoing evaluation as the term of the agreement proceeds.  This serves to reduce the uncertainty of the financial effects on the Postal Service in the later years of the agreement, while helping preserve the intended incentive structure.  The Commission views the mechanism as a positive development in the continuing evolution of Negotiated Service Agreements, and it encourages the Postal Service and potential future co-proponents to continue to develop this and other protective mechanisms.
Calculation of Competitive Cap in Request.  In the Request, the HSBC Negotiated Service Agreement sets a negotiated cap of $9 million.  To determine this amount, the Postal Service applies a methodology similar to that used by the Commission to evaluate the “competitive cap” in the Discover Negotiated Service Agreement.  The Postal Service starts with a 100 percent passthrough of its estimated $8.1 million savings from the ACS provisions and applies an upward “competitive adjustment” of 10.09 percent.
  The result ($8.9 million) is rounded up to $9 million.  Id. at 122‑123.
Calculation of Stop-Loss Cap in Baseline Agreement.  The Capital One Negotiated Service Agreement calculates the stop-loss cap dollar value by finding the point where the ACS savings (added contribution) equals the volume discount leakage (lost contribution) during the test year.  At this point, the net contribution as a result of the Negotiated Service Agreement is zero.  PRC Op. MC2002-2, paras. 8024–31.  The dollar value represented by this point is then multiplied by three to provide for a cumulative limit over the three years of the agreement.  Finally, the Commission applies a 95 percent passthrough which results in a cumulative three-year stop-loss limit of $40.637 million.

Commission’s Calculation of Stop-Loss Cap Using the Baseline Agreement Methodology.  The stop-loss cap recommended by the Commission in the Capital One Negotiated Service Agreement provides a means of protecting mailers from potential adverse effects of lost contribution without the need to rely on volume forecasts.  The same methodology, slightly modified, was used to set a stop-loss amount in the Bank One Negotiated Service Agreement, and to evaluate the “competitive cap” in the Discover Negotiated Service Agreement.   It can also be applied to the HSBC Negotiated Service Agreement using inputs specific to HSBC.  Using the modified methodology the Commission calculates a stop-loss value of $7.5 million.  See Table 10.

Table 10.  Calculation of Stop-Loss Cap

	
	Year 1
	Year 2
	Year 3
	Total NSA

	A. Effects of ACS (Savings Estimate)
	
	
	
	

	
	
	
	
	

	   First-Class Mail Marketing Letters:
	
	
	
	

	   Avg. Savings from Returns
	0.0088
	0.0092
	0.0096
	

	   Avg. Savings (Cost) from Forwards
	0.0000
	0.0000
	0.0000
	

	   Total Avg. Savings from ACS
	0.0088
	0.0092
	0.0096
	

	
	
	
	
	

	   Break-Even Before Rates Volume
	195,735,891
	297,522,231
	361,504,700
	

	
	
	
	
	

	Net Contribution Gain from ACS (Savings)
	$ 1,731,501
	$ 2,737,190
	$ 3,458,859
	$   7,927,549

	
	
	
	
	

	B. Effects of Lost Contribution (Revenue Leakage)
	
	
	
	

	
	
	
	
	

	   Break-Even Before Rates First-Class Volume
	678,757,162
	815,929,752
	917,974,638
	

	   Volume Threshold for Discounts
	615,000,000
	725,000,000
	810,000,000
	

	   Before Rates Volume Eligible for Discounts
	63,757,162
	90,929,752
	107,974,638
	

	   Average Discount on "Exposed" Volume
	0.0272
	0.0301
	0.0320
	

	
	
	
	
	

	Total Discounts on Before Rates Volume (Leakage)
	$ (1,731,501)
	$ (2,737,190)
	$ (3,458,859)
	$ (7,927,549)

	
	
	
	
	

	Net Increase in Contribution (BR Volume)
	(0)
	(0)
	(0)
	(0)

	
	
	
	
	

	   Savings From ACS at Break-Even Volume
	$ 7,927,549
	
	
	

	
	
	
	
	

	   Passthrough Percentage
	95%
	
	
	

	
	
	
	
	

	   Stop-Loss Cap Amount
	$ 7,531,172
	
	
	


Stop-Loss Cap Recommendation.  The analysis of the financial impact of the proposal is based on assumptions about the future volumes of HSBC’s First-Class marketing mail, both in the absence and presence of the Negotiated Service Agreement.  The volume estimates presented by HSBC provide a point of reference for evaluating the expected financial effects of the agreement.  However, the estimates implicitly incorporate assumptions for myriad non-price factors that affect mailing behavior far into the future and the record provides no means of evaluating the sensitivity of the estimates to changes in exogenous factors.  Therefore, it is prudent for the Commission to consider the possible effects of deviations from the volume estimates.

The Postal Service failure to do any independent analysis to validate the results of the mailer-provided forecasts is disappointing.  Presiding Officer’s Information Request No. 1, Question 9, asks:
Please refer to USPS-T-1 at 13-17 and Docket No. MC2002-2, Tr. 2/334.  Witness Dauer accepts the forecasts of before-rates volume, after-rates volume and estimated return rates provided by HSBC witness Harvey (HSBC-T-1) and characterizes the after-rates volume estimates as conservative.  Please provide any independent analysis done by the Postal Service to evaluate the reasonableness of the mailer-provided forecasts of:  (a) before-rates volumes, (b) after-rates volumes, and (c) estimated return rates.

Response:

The Postal Service currently reviews industry and analysis reports to determine if the company’s forecasts are consistent with available data about its forecasts and trends.  The Postal Service currently does not do any independent volume or return rate analysis to compare against the mailer-provided forecasts.  I regard Mr. Harvey’s estimates of the after-rates effects of the discounts as ‘conservative’ in light of the potential range of effects discussed in the testimony of witness Buc (BOC-T-2) in the Bank One case (Docket No. MC2004-3).

Tr. 2/104.  In this instance, verification of the mailer-provided forecast would provide an additional check that could be used to quantify the Postal Service’s exposure to potential harm.

The likelihood of substantial harm to the Postal Service and its customers as a result of deviation from the volume estimates in this case may not be as great as they were in the baseline Capital One agreement as a result new protective mechanisms added to the agreement.  Nonetheless, the Commission concludes that some form of stop-loss mechanism is still necessary to account for the possibility of inaccurate volume forecasts.
The Postal Service has an obligation to those captive users not in a position to negotiate special rate discounts to assure that such arrangements will not disadvantage them.  The Service should be independently analyzing its markets so that it can evaluate volume projections presented by potential Negotiated Service Agreement partners and advise both Postal Service management and the Commission.  Without such an independent analysis, the risk of misestimates by the Negotiated Service Agreement partner remains unreasonably high, and makes the protection of a stop-loss cap necessary.
The Commission does not endorse the methodology used to calculate the amount of the negotiated cap, which utilizes the Discover “competitive cap” amount as an input.  Such a methodology implies that a mailer has a right to obtain a Negotiated Service Agreement and receive a (proportional) benefit from the Postal Service, whether or not the agreement is beneficial to the Postal Service.
The $9 million negotiated cap value presented in this case is reasonable in comparison to the $7.5 million stop-loss cap calculated by the Commission.  The negotiated cap has the advantage of being acceptable to the parties to the contract as it was determined by agreement through arms-length negotiations.  The higher value lessens the concern that potential new volume will be cut off because of an overly restrictive cap.  The Commission accepts the proposition that there is more than one reasonable value for a cap, as long as the cap serves its intended purpose.  The Commission finds that the negotiated cap serves the intended purpose of protecting the Postal Service (and other mailers not party to the contract) from undue financial risk or harm due to uncertainties in mail volume forecasts, and other exogenous factors.

H. Competitive Issues

Every request predicated on a functionally equivalent Negotiated Service Agreement is required to consider the fairness and equity of the agreement in regard to other users of the mail, and the fairness and equity of the agreement in regard to the competitors of the parties to the agreement.  See Rule 196(a)(i) and (ii).  In this docket, witness Dauer relies substantially on the competitive impact analysis presented in Docket No. MC2002-2.  She argues that any competitive impact on competitors should be less in this docket than in Docket No. MC2002-2.

The Commission notes that no participant in this proceeding asserts that the HSBC Negotiated Service Agreement will have a negative competitive impact on competitors of HSBC, or any other users of the mail.

The Commission closely examined competitive issues in baseline Docket No. MC2002-2.  It considered competitive issues of such import that the Commission’s focus in Docket No. MC2002-2 was “on assuring that the NSA will not make mailers other than Capital One worse off.”  PRC Op. MC2002-2, para. 8006.  The Commission independently sponsored Professor John C. Panzar as a witness to examine the economic aspects of the agreement.  The Postal Service sponsored rebuttal witness B. Kelly Eakin to address and further develop many of the issues raised in Panzar’s testimony.  After the addition of one modification to the agreement, the Commission found that there was not a sufficient indication of competitive harm to prevent recommendation of the Capital One Negotiated Service Agreement.  The Commission has not been presented with record evidence in this docket, MC2005-2, to conclude that the competitive effects of this agreement will be different from the competitive effects of the Capital One agreement.

The Commission’s Docket No. MC2002‑2 recommendation also rests, in part, on the Postal Service’s express intent “to make the essential features of the Capital One agreement available to other similarly situated mailers.”  Id., para. 7021.  Preventing similarly situated mailers from obtaining functionally equivalent agreements is potentially discriminatory.  By making functionally equivalent agreements available to Discover Financial Services, Inc., Bank One Corporation, and HSBC, the Postal Service has taken important steps in reducing the potential for competitive harm caused by this style of agreement.

The Commission provided notice in the Federal Register of Docket No. MC2005‑2 on March 3, 2005.  70 Fed. Reg. 10418 (2005).  Only one party intervened that appears to have interests in the same industry segment as HSBC — Discover Financial Services, Inc.  Discover Financial Services, Inc. did not suggest any negative competitive aspects of the proposed agreement.  Capital One Services, Inc., a competitor of HSBC and a proponent of the baseline Negotiated Service Agreement did not intervene.

With adequate notice provided, and the record providing no negative comments, the Commission has no basis for finding any adverse competitive effect due to the HSBC Negotiated Service Agreement, other than what is already discussed in Docket No. MC2002‑2.  The Commission will continue to be open to evidence on the competitive impact of Negotiated Service Agreements in future proceedings.

I. Statutory Criteria

In every rate and classification decision the Commission is required to evaluate how the criteria of sections 3622 and 3623 apply to the pending proposal.  The Commission has reviewed each of the applicable factors and determined that on balance, its recommended decision is consistent with those policies.

The Commission’s conclusion relies heavily on the Commission’s findings and conclusions in Docket No. MC2002-2.  See PRC Op. MC2002-2, paras. 8032‑8047.  This reliance is justified because the proposed HSBC Negotiated Service Agreement is functionally equivalent, although not identical, to the Capital One Negotiated Service Agreement.  General considerations, such as the legality and desirability of Negotiated Service Agreement classifications, also were comprehensively examined in Docket No. MC2002-2.  Id., paras. 3001‑3063.

Every request predicated on a functionally equivalent Negotiated Service Agreement is required to consider the financial impact of the agreement on the Postal Service, the fairness and equity of the agreement in regard to other users of the mail, and the fairness and equity of the agreement in regard to the competitors of the parties to the agreement.  These items directly relate to the fairness and equity requirements of § 3622(b)(1) and § 3623(c)(1).

The Commission’s analysis of competitive issues discussed above concluded that there is no indication that the HSBC Negotiated Service Agreement is either not fair or not equitable in regard to other users of the mail, or in regard to the competitors of the parties to the agreement.  Significantly, the Commission also found the baseline Capital One Negotiated Service Agreement fair and equitable.  Therefore, the Commission finds that the HSBC Negotiated Service Agreement complies with the fair and equitable standards of the Act.

The Commission has considered the effect of the proposed rates on the general public, business mail users, and enterprises in the private sector in accordance with § 3622(b)(4).  The agreement benefits other users of the mail by increasing contribution to the Postal Service while having no adverse effect on the rates of other mailers.  Furthermore, there is no indication that the HSBC Negotiated Service Agreement rates will cause any competitive harm to other users of the mail.

The HSBC Negotiated Service Agreement should reduce Postal Service costs by not requiring the manual return of undeliverable-as-addressed solicitation mail that can not be forwarded.  The electronic return information received by HSBC can be used to better prepare its mailings and reduce the introduction of undeliverable-as-addressed solicitations into the Postal System.  Both of these benefits address the § 3622(b)(6) requirement to consider the degree of preparation of mail by the mailer and its effect upon reducing Postal Service costs.

The Postal Service would not be receiving these benefits unless it was able to tailor rates and classifications to the specific characteristics of its relationship with HSBC.  The Negotiated Service Agreement classification allows the Postal Service to do this.  Thus, the Negotiated Service Agreement classification is highly desirable from the point of view of both the user and the Postal Service, § 3623(c)(5).

A substantial portion of the Docket No. MC2005-2 record is devoted to the financial analysis of the HSBC Negotiated Service Agreement.  The Commission’s independent financial analysis concludes that the HSBC Negotiated Service Agreement covers its direct and indirect attributable costs, and provides a reasonable contribution to other Postal Service costs in compliance with the § 3622(b)(3) requirement of the Act.

J. DMCS Language

The Commission recommends the addition of section 613 to the Domestic Mail Classification Schedule.  The language recommended by the Commission differs from the language proposed by the Postal Service only in that it specifies the termination date of the Negotiated Service Agreement without having to refer to additional documents.  Minor technical corrections are incorporated that should have no effect on the intended meaning.

The Commission recommends the addition of Rate Schedules 613A, 613B, 613C, and 613D, as proposed by the Postal Service.

K. Data Collection Plan

The Commission recommends the data collection plan proposed by the Postal Service with the addition of provisions the Service does not oppose.  Tr.2/154‑155.  A footnote shall be added specifying that each report is to be provided within 120 days after the end of each fiscal year during which the Negotiated Service Agreement is in effect, and that items 1, 2, 4 through 7, and 11 are to be reported as monthly data for the previous fiscal year.  Id. at 94.
Rule 193(g) requires the data collection plan to compare the “planned” or estimated mailer-specific costs, volumes, and revenues with the “actual” mailer-specific costs, volumes, and revenues.  Presenting this information as a comparison should provide a succinct indication of the Negotiated Service Agreement’s progress toward reaching its goals.  The Postal Service does not object to including this comparison as a provision of its data collection plan.  Ibid.
The Postal Service has omitted a provision that the Commission added to the Capital One data collection plan.  That provision requires the Postal Service to report on the “[v]olume of Standard Mail solicitations by rate category in eligible Capital One permit accounts.”  See PRC Op. MC2002-2, paras. 9028-29 (footnote omitted).  The Commission recommends the addition of a similar provision to the HSBC data collection plan to require the Postal Service to report on the “[v]olume of HSBC Standard Mail solicitations by rate category.”  The Postal Service does not object to this change.  Tr. 2/94.
The data collection and reporting required during the Negotiated Service Agreement are set out below.

1. The volume of First-Class Mail solicitations by rate category in eligible HSBC permit accounts.

2. The volume of First-Class Mail customer mail by rate category in eligible HSBC permit accounts.

3. The amount of discounts paid to HSBC for First-Class Mail by incremental volume block.

4. The volume of First-Class Mail solicitations bearing the ACS endorsement that are physically returned to HSBC.

5. The number of electronic address correction notices provided to HSBC for forwarded solicitation mailpieces, including the number of notices processed by CFS units and separately for PARS (when fully operational).

6. The number of electronic address correction notices provided to HSBC for solicitation mailpieces that would otherwise be physically returned, including the number of notices processed by CFS units and separately for PARS (when fully operational).

7. Monthly estimate of the amount of time spent on compliance activity and a description of the activities performed.

8. For each First-Class Mail solicitation mailing list run against NCOA, HSBC will provide NCOA contractor reports that separately identify the number of address records checked and the number of corrections made.

9. For each Change of Address record that is used to forward a piece of HSBC solicitation mail through ACS under the Agreement, the Postal Service will provide the date the record was created, its move effective date, whether it was for a family or individual move, and each date that the record was used to forward a mailpiece.  No other information from the record would be provided.
10. As part of each data collection plan report, the Postal Service will provide an evaluation of the impact of the agreement on contribution.  It will also provide an assessment of trends of HSBC’s First-Class Mail volume as compared to overall First-Class Mail volume.

11. Volume of HSBC Standard Mail solicitations by rate category.

12. A comparison of the estimated mailer-specific costs, volumes, and revenues with the actual mailer-specific costs, volumes, and revenues.

Data collected under the plan shall be reported annually following the end of the fiscal year.
  The Postal Service shall provide the data in a PC-available format.
L. Conclusion

Having made the above determinations, the Commission has reviewed the evidentiary record pursuant to its statutory obligation under Chapter 36 of Title 39 of the U.S. Code.  This includes an independent review of the testimony of Postal Service witness Dauer, the testimony of HSBC North America Holdings Inc. witness Harvey, the designated written cross-examination, the designated responses to Presiding Officer Information Requests, and the designated testimony from previously concluded dockets MC2002-2 and R2001-1.  This review leads to the conclusion that the record supports the proposed classification changes and the related discounts set out in the February 23, 2005 Request, and that these changes are consistent with the policies of the Postal Reorganization Act.  The Commission therefore recommends to the Governors of the Postal Service the changes set forth in Appendices One and Two of the accompanying Recommended Decision.

UNITED STATES OF AMERICA

POSTAL RATE COMMISSION

WASHINGTON, DC 20268-0001

Before Commissioners:
George Omas, Chairman;


Tony Hammond, Vice Chairman;


Dana B. Covington, Sr.;


Ruth Y. Goldway; and


and Dawn A. Tisdale
Rate And Service Changes To Implement
Docket No. MC2005-2
Functionally Equivalent Negotiated Service

Agreement With HSBC North America Holdings Inc.
RECOMMENDED DECISION

(Issued May 20, 2005)

The Commission, having considered the Postal Service Request has issued its Opinion thereon.  Based on that Opinion, which is attached hereto and made a part hereof,

IT IS ORDERED:

1.
The Commission’s Opinion and Recommended Decision shall be transmitted to the Governors of the Postal Service and the Governors shall thereby be advised that the proposed discounts (set forth in Appendix One) and the proposed amendments to the Domestic Mail Classification Schedule (set forth in Appendix Two) are in accordance with the policies of Title 39, United States Code, and the factors set forth in §§ 3622(b) and 3623(c) thereof; and they are hereby recommended to the Governors for approval.

2.
Except to the extent granted or otherwise disposed of herein, all motions, exceptions, and other outstanding requests filed in Docket No. MC2005-2 hereby are denied. 

By the Commission.

(S E A L)

Garry J. Sikora
Acting Secretary

RECOMMENDED CHANGES IN RATE SCHEDULES

The following changes represent the rate schedule recommendations of the Postal Rate Commission in response to the Postal Service’s Docket No. MC2005-2 Request.  The changes require the addition of four new rate schedules — 613A, 613B, 613C and 613D.  The underlined text signifies that the text is new, and shall appear in addition to all other rate schedule text.

HSBC NORTH AMERICA HOLDINGS INC. NSA

RATE SCHEDULE 613A

(First Year of Agreement)

Volume Block
Incremental Discounts
615,000,001 to 655,000,000
2.5¢
655,000,001 to 755,000,000
3.0¢
675,000,001 to 695,000,000
3.5¢
695,000,001 to 715,000,000
4.0¢
715,000,001 to 735,000,000
4.5¢
735,000,001 and above
5.0¢
HSBC NORTH AMERICA HOLDINGS INC. NSA

RATE SCHEDULE 613B
(Second Year of Agreement)

Volume Block
Incremental Discounts
725,000,001 to 765,000,000
2.5¢
765,000,001 to 785,000,000
3.0¢
785,000,001 to 805,000,000
3.5¢
805,000,001 to 825,000,000
4.0¢
825,000,001 to 845,000,000
4.5¢
845,000,001 and above
5.0¢
HSBC NORTH AMERICA HOLDINGS INC. NSA

RATE SCHEDULE 613C

(Third Year of Agreement)

Volume Block
Incremental Discounts

810,000,001 to 850,000,000
2.5¢

850,000,001 to 870,000,000
3.0¢

870,000,001 to 890,000,000
3.5¢

890,000,001 to 910,000,000
4.0¢

910,000,001 to 930,000,000
4.5¢

930,000,001 and above
5.0¢

HSBC NORTH AMERICA HOLDINGS INC. NSA

RATE SCHEDULE 613D

FOR ADJUSTED THRESHOLDS (A.T.)
Volume Block
Incremental Discounts
(A.T.) to (A.T.+40,000,000)
2.5¢
(A.T.+40,000,001) to  (A.T.+60,000,000)
3.0¢
(A.T.+60,000,001) to  (A.T.+80,000,000)
3.5¢
(A.T.+80,000,001) to  (A.T.+100,000,000)
4.0¢
(A.T.+100,000,001) to  (A.T.+120,000,000)
4.5¢
(A.T.+120,000,001) and above
5.0¢
RECOMMENDED CHANGE IN

DOMESTIC MAIL CLASSIFICATION SCHEDULE

The following material represents changes to the Domestic Mail Classification Schedule recommended by the Postal Rate Commission in response to the Postal Service’s Docket No. MC2005-2 Request.  The underlined text signifies that the text is new, and shall appear in addition to all other Domestic Mail Classification Schedule text.  Information to be added upon approval by the Board of Governors appears in brackets and is underlined.

NEGOTIATED SERVICE AGREEMENTS

CLASSIFICATION SCHEDULE

613
HSBC NORTH AMERICA HOLDINGS INC. NEGOTIATED SERVICE AGREEMENT

613.1
Eligible First-Class Mail

Eligible First-Class Mail under this section is defined as: (1) HSBC’s First-Class Mail customer correspondence related to credit and banking products and services account holders; and (2) First-Class Mail solicitations for credit and banking products that bear an endorsement specified by the Postal Service.  Eligible First-Class Mail does not include Business Reply Mail, Qualified Business Reply Mail, Cards, Priority Mail, or pieces that are not letter-shaped.
613.2
Waiver of Address Correction Fees

The fees for address correction in Fee Schedule 911 are waived for those First-Class Mail solicitations on which HSBC uses the endorsement specified by the Postal Service, if:

a.
HSBC mails more than 525 million pieces of eligible First-Class Mail within the first year after implementation of this section, and

b.
HSBC updates any databases it maintains for solicitation mail, other than First-Class Mail customer correspondence related to account holders, as specified by the Postal Service.

If, during the first year after implementation, HSBC mails fewer than 525 million pieces of eligible First-Class Mail, HSBC agrees to pay the greater of either (1) all address correction service fees under Fee Schedule 911, as specified by the Postal Service, for pieces receiving address correction service, or (2) $200,000.

613.3
First-Class Mail Discounts

613.31
Discount Thresholds.  The First-Class Mail Volume Threshold is set at 615 million pieces of eligible First-Class Mail for the first year of the agreement, 725 million pieces for the second year of the agreement, and 810 million pieces for the third year of the agreement.
613.32
Discounts.  HSBC's eligible First-Class Mail is subject to the otherwise applicable First-Class Mail postage in Rate Schedule 221, less the discounts shown in Rate Schedule 613A for the first year of the agreement, in Rate Schedule 613B for the second year of the agreement, and in Rate Schedule 613C for the third year of the agreement, if HSBC meets the applicable Discount Threshold in any of those years.  The discounts apply in each year only to volume above the Discount Threshold for that year.  Each incremental discount applies only to the incremental volume within each volume block.
613.33
Annual Threshold Adjustments.  The discount thresholds specified in section 613.31 for the second and third years of the agreement may be adjusted upward or downward based on the relationship between mail volumes forecasted by HSBC for the first and second years of the agreement, and the mail volumes actually tendered by HSBC in those years.  To determine whether any adjustment is warranted under this provision, at the end of the first and second years of the agreement, percentage deviations will be calculated between the before-rates forecasts of HSBC’s First-Class Mail and Standard Mail volumes for the year, and HSBC’s actual volume in each category.  An upward adjustment will be triggered if the actual volume of First-Class Mail exceeds the forecasted volume by more than 20 percent, and the actual volume of Standard Mail exceeds the forecasted volume by more than 5 percent.  For years in which the upward adjustment is triggered, the discount threshold specified in section 613.31 for the next year will be increased by a percentage amount equal to the First-Class Mail volume percentage surplus, less 15 percent.  A downward adjustment will be triggered if the forecasted volume of First-Class Mail exceeds the actual volume of First-Class Mail by more than 15 percent.  For years in which a downward adjustment is triggered, the discount threshold specified in section 613.31 for the next year will be decreased by a percentage amount equal to the First-Class Mail volume percentage deficit, less 15 percent.  Any new annual threshold amounts calculated under this provision will be rounded to the nearest whole million pieces of mail.  For any year for which a new annual threshold amount has been derived pursuant to this provision, Rate Schedule 613D will be applicable in lieu of Rate Schedule 613B or 613C.
613.34
Threshold Adjustment for Mergers and Acquisitions; and Portfolio Activity.  In the event that:

a.
HSBC merges with and/or acquires an entity and/or purchases a portfolio with annual First-Class Mail volume in excess of 10 million pieces, the discount threshold will be adjusted to add the volume of First-Class Mail sent by the merged or acquired entity, or on behalf of the purchased portfolio, during the 12 months preceding the merger, acquisition, or purchase.  In that event, beginning in the succeeding fiscal quarter immediately following the date that mail volumes due to the merger, acquisition, or purchase begin to be mailed through the threshold permit accounts, Rate Schedule 613D would apply in lieu of Rate Schedule 613A, 613B, or 613C.

b.
HSBC in the first or second year of the agreement merges with or acquires multiple entities, or purchases multiple portfolios, that have combined annual First-Class Mail volume in excess of 25 million pieces, the discount thresholds for all succeeding years of the agreement will be adjusted upward to add the First-Class Mail volume sent by the merged or acquired entities, or on behalf of the acquired portfolios, for the 12 months prior to the date the mail of the merged entity is first mailed through the threshold permit accounts.  In that event, in all succeeding years of the agreement, Rate Schedule 613D would apply in lieu of Rate Schedule 613B or 613C.

c.
HSBC loses or sells a portfolio with annual First-Class Mail volume of at least 10 million pieces, the discount threshold will be adjusted downward by the product of the number of active accounts lost or sold, multiplied by 12.  In that event, beginning in the succeeding fiscal quarter immediately following the date that the mail volumes due to the loss or sale will no longer be mailed through the threshold permit accounts, Rate Schedule 613D will apply in lieu of Rate Schedule 613A, 613B, or 613C.

d.
In order to avoid double counting, any volumes used to make adjustments pursuant to these merger, acquisition, and portfolio activity provisions shall be excluded from calculation of the corresponding annual threshold adjustment pursuant to section 613.33.
613.35
Discount Limit.  The maximum cumulative discount available to HSBC over the duration of this NSA shall not exceed $9 million.

613.36
Implementation Date Threshold Adjustments

The discount threshold specified in section 613.31 for the first year of the agreement shall be increased by the difference between the thresholds specified for the first year and the second year, pro-rated on a monthly basis from January 1, 2005, to the first day of the month of the actual date of implementation, and then rounded to the nearest whole million pieces of mail. The discount threshold specified for the second year of the agreement shall be similarly increased, by applying the same proportional factor to the difference between the thresholds specified for the second and third year. The discount threshold specified for the third year shall be increased by the same absolute amount of volume added to the threshold for the second year. Similarly, for purposes of determining any applicable annual threshold adjustments as specified in section 613.33, the before-rates forecasts of HSBC’s First-Class Mail for the first and second years of the agreement shall be increased by applying the same proportional factor to the differences between, respectively, the before-rates forecasts for the first and second years, and the before-rates forecasts for the second and third years.

613.4
Rates

The rates applicable to this Agreement are set forth in Rate Schedules 613A, 613B, 613C, and 613D.

613.5
Expiration

The provisions of section 613 expire on [insert date three years from implementation date set by the Board of Governors].

613.6
Precedence

To the extent any provision of section 613 is inconsistent with any other provision of the Domestic Mail Classification Schedule, the former shall control.

PARTICIPANTS AND COUNSEL

American Postal Workers Union, AFL-CIO


Darryl J. Anderson
Discover Financial Services, Inc.*

Robert J. Brinkmann

HSBC North America Holdings Inc.


Joy M. Leong

Office of the Consumer Advocate


Shelley S. Dreifuss

David B. Popkin*


David B. Popkin

United States Postal Service


Daniel J. Foucheaux, Jr.


Eric P. Koetting

Nan K. McKenzie

Valpak Dealers’ Association, Inc.


William J. Olson

Valpak Direct Marketing Systems, Inc.


William J. Olson

*Limited Participant

� Request of the United States Postal Service for a Recommended Decision on Classifications, Rates and Fees to Implement Functionally Equivalent Negotiated Service Agreement with HSBC North America Holding Inc., February 23, 2005 [Errata filed March 11, 2005] (Request).


� Opinion and Recommended Decision, Docket No. MC2002-2, May 15, 2003 (Capital One Opinion).


� The Governors’ decision announces that the Negotiated Service Agreement classification and related rates and fees shall be in effect from September 1, 2003, through September 1, 2006.  Decision of the Governors of the United States Postal Service on the Opinion and Recommended Decision of the Postal Rate Commission Recommending Experimental Rate and Service Changes to Implement Negotiated Service Agreement with Capital One, Docket No. MC2002-2, June 2, 2003.


� Attachments A and B to the Request contain proposed changes to the Domestic Mail Classification Schedule and the associated rate schedules; Attachment C is a certification required by Commission rule 193(i) specifying that the cost statements and supporting data submitted by the Postal Service, which purport to reflect the books of the Postal Service, accurately set forth the results shown by such books; Attachment D is an index of testimony and exhibits; Attachment E is a compliance statement addressing satisfaction of various filing requirements; and Attachment F is a copy of the Negotiated Service Agreement.


� See also, Responses of United States Postal Service Witness Dauer to Items 2�3, 5�7, and 9�10 of Presiding Officer’s Information Request No. 1, Question 3.


� United States Postal Service Proposal for Limitation of Issues, February 23, 2005.


� Conditional Request of the United States Postal Service for Establishment of Settlement Procedures, February 23, 2005.


� Notice and Order on Filing of Request Seeking Recommendation of Functionally Equivalent Negotiated Service Agreement, February 28, 2005.


� Presiding Officer’s Ruling Establishing Procedural Schedule, P.O. Ruling MC2005-2/1, March 29, 2005.


� Motion of the United States Postal Service for Inclusion of Direct Testimony, Designated Written Cross-Examination, and Responses to POIRs into the Record, April 19, 2005; Motion of HSBC North America Holdings Inc. to Enter into the Record Testimony of John H. Harvey, April 19, 2005 [errata filed April 22, 2005].


� Presiding Office’s Ruling Placing Testimony into Evidence and Closing the Record, P.O. Ruling MC2005-2/2, April 25, 2005.


� Initial Brief of HSBC North America Holdings Inc. (HSBC Brief); and Initial Brief of the United States Postal Service (USPS Brief), all filed April 20, 2005.


� Office of the Consumer Advocate Comments on the HSBC NSA, April 21, 2005; Office of the Consumer Advocate Further Comments on the HSBC NSA, April 27, 2005.


� HSBC estimates that 100 percent of incremental volume will be converted from Standard Mail.  Id. at 40, 125.


� A corollary to this finding is that the Commission shall rely on relevant portions of its analysis and many of its conclusions formulated in the previous dockets.


� The requirement that HSBC’s Standard Mail volume also exceeds its forecast by at least 5 percent is intended to prevent an adjustment that would penalize HSBC for shifting its Standard Mail to First-Class in response to the discount incentives.  Id. at 121.


� The “competitive cap” in the Discover Negotiated Service Agreement exceeded the stop-loss amount (as calculated by the Commission) in that case by 10.09 percent. 


� Each report is to be provided within 120 days after the end of each fiscal year during which the Negotiated Service Agreement is in effect.  Items 1, 2, 4 through 7, and 11 are to be reported as monthly data for the previous fiscal year.
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