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I. THE POSTAL SERVICE MAINTAINS A SINGLE-MINDED FOCUS ON THE RESULTS OF ITS ANALYSIS OF THE ELASTICITY OF MAIL PROCESSING LABOR COSTS RATHER THAN CONCENTRATING ON USING THE SOUNDEST APPROACH TO ESTIMATING THE RESULTS. 
A. The USPS Incorrectly Characterizes The Model Developed By Witness Roberts

The USPS continues to incorrectly understand and describe fundamental aspects of witness Roberts’ model.  The USPS claims that witness Bozzo demonstrated in Docket No. R2000-1 that the relationship between TPF and FHP is irrelevant and criticizes witness Roberts as simply rehashing earlier analysis by UPS witness Neels that the USPS believes it had discredited.
  Focusing on witness Bozzo’s proof, which is repeated most recently in USPS-T-12 at 107-108,  it can be seen that all of the discussion regarding FHP (Fi in his notation) is treating FHP as being specific to a sorting operation, hence the i subscript.  Witness Roberts has repeated many times that his analysis uses FHP received in the plant, not in a sorting operation, as the appropriate plant-level volume measure for this mail-processing study.  He has also pointed out numerous times that there is no role for FHP in a sorting operation.
  Witness Bozzo’s characterization of witness Roberts’ model is inaccurate and distorts important fundamental issues.  The whole discussion is irrelevant in assessing witness Roberts’ model.  This same issue arose in witness Roberts’ oral testimony regarding exhibit USPS/OCA-T1-XE-2, Tr. 23/8432.  The USPS provided him with a copy of this exhibit which made the same mistake and Witness Roberts corrected the errors before it was placed into the transcript (Tr. 23/8429, at 13-20).  Why does the USPS persist with this error?  Perhaps it is because the whole USPS framework only recognizes data at two levels.  The first is the volume of mail by rate class in the system, Vj in the notation of USPS-T-12 appendix A, and the second is the cost driver (piece-feedings) in a sorting operation, Di (TPFi) in the same notation.  This is illustrated in the OCA’s Initial Brief, Figure 2, p. 12.  There is no role in the USPS framework for mail volume at the plant level.  The USPS effort to introduce and then criticize the use of FHP by sorting operation is a straw man of their own construction.  In order to incorporate witness Roberts’ insights, the framework has to be modified in a more substantial way.  Witness Roberts does this by introducing an intermediate step, a mail processing plant, which allows him to model and estimate the role of changes in the volume of mail handled by the plant on labor use in a more general way than the USPS.  See OCA Initial Brief, Figure 1, at 4.  The USPS criticism fails even to accurately describe this important distinction.    

B. The USPS Is Inconsistent In Recommending Mail Processing Results To The Commission.

The USPS offers two sets of evidence as acceptable.  The first is derived from its usual processing-stage model (USPS-T-12 at 3) and the second is from its rendition of the plant-based model developed by witness Roberts (USPS-T-12 at 101-104).  While USPS argues elsewhere in its brief that witness Roberts’ methodology is “conceptually faulty in considering the wrong ‘volume’ measures” (USPS Initial Brief at 104), that his “continued use of MODS FHP to measure sorting operations’ output remains problematic” (USPS Initial Brief at 98), and that “a fundamental shortcoming of Prof. Roberts’ models has been the failure of the FHP measures he specifies to reflect systematic differences in work content associated with many types of mail” (USPS Initial Brief at 103),  USPS is simultaneously willing to recognize that model as an “acceptable alternative” (USPS-RT-5 at 75, line 9).  Even though the USPS and OCA models do not conceptually estimate the same elasticities (OCA Initial Brief at 18), use different measures of the key volume variable in the empirical work, and require different methods for distributing cost pools across rate classes (OCA Initial Brief at 10-11 and 15), the USPS is willing to use either framework.  This is an odd position since, except under some very special conditions which have been rejected empirically, both frameworks cannot be correct or appropriate as a basis for measuring output elasticities.  The one consistency in the USPS argument is that, when under their control, they can get both models to produce estimates of the weighted average variability of 0.85 (USPS Initial Brief at 69).  The only rationale OCA can think of that can explain the willingness to accept results from two conflicting methodological frameworks is that the empirical finding of economies of scale in mail processing is of paramount importance, while the actual methodology used to produce that finding is of secondary importance.  The OCA does not agree with this approach; rather the OCA believes it is necessary to use a methodology that does not unnecessarily restrict the relationship between plant-level mail volume and hours, which is the key relationship that can be extracted from the MODS data.  As a result, the OCA does not accept the USPS methodology as an appropriate basis for estimating output elasticities or constructing volume variable costs.

C. The USPS Results From “Updating” Witness Roberts’ Model Should Not Be Accepted.

The OCA also does not accept the results that the USPS has constructed using its “updated” version of witness Roberts’ model.  In Docket No. R2006-1, USPS-T-12 at 101-104, witness Bozzo provides estimates for his own variation of the model used by Dr. Roberts in his 2006 paper.  Witness Bozzo recommends these as an “acceptable alternative” (USPS-RT-5 at 75) if the Commission does not accept estimates based on the USPS model.  Witness Roberts critiqued this “updating” of his results.  USPS/OCA-T1-11 (Tr. 23/8306-08).  While the USPS claims that Witness Roberts’ model produces a weighted average variability of 0.85 (USPS Initial Brief at 69), and is therefore consistent with results from the USPS model, this is based on very selective modifications of the model and is not consistent with the bulk of evidence using the Roberts methodology.  

With respect to flat sorting, Witness Roberts’ estimate of the aggregate elasticity of flat sorting in his 2006 paper is .704 (Table 7).  That estimate reflects a mix of plant observations, some of which had adopted the AFSM technology and some of which had not.  As Dr. Roberts showed (2006, p. 53), this was a fairly significant decline in the aggregate elasticity from his findings in 2002 and traced the source back to a decline in the elasticity for manual sorting.  In OCA-T-1, witness Roberts explored the role of the introduction of the AFSM on the elasticity estimates for flat sorting and found that it was necessary to disaggregate the plants into two groups: those that had adopted the AFSM and those that had not.  An increase in plant FHP leads to a very different response in the use of manual labor, .275 vs. .895, (OCA-T-1, Table 7b, 7d) for the two types of plants; observations for the two groups should not be aggregated.  Witness Roberts’ estimate of the aggregate flat elasticity is 1.098 for plants using the AFSM and 1.000 for plants that do not.  In preparing the update of the Roberts model, witness Bozzo does not recognize any of these issues, aggregates the data across both types of plants, and reports an aggregate flats elasticity of .78 (USPS-T-15, Table 28).  Even after seeing witness Roberts’ modifications in OCA-T-1 and the importance of splitting the sample based on whether the AFSM technology is used, the USPS has not incorporated any of the Roberts improvements in subsequent USPS testimony and improperly continues to use this elasticity in the reporting of results.  The OCA is completely opposed to the USPS use of the Roberts analysis in this way.  If the primary concern of the USPS is to use a configuration of flat sorting technology that more accurately reflects current processing choices, it should use the 1.098 estimate from witness Roberts’ testimony rather than the .78 estimate the USPS manufactures.    

Witness Bozzo’s update also reflects more substantial modifications to witness Roberts’ model for letter sorting.  In his 2006 paper, Dr. Roberts reports an aggregate elasticity for all letter sorting of .990 (Table 7).  This was almost identical to his finding in his 2002 paper (Table 7, p. 101).  In OCA-T-1, witness Roberts finds higher estimates, 1.26 to 1.36, depending on sample and econometric methods used (OCA-T-1, Table 4, p. 37).  He traces this change to a combination of reduction in sample size and use of quarterly dummy variables as instruments.  While the USPS has been critical of these changes, it fails to note in its criticism that witness Roberts also provides estimates using exactly the same specification as his 2006 paper.  That estimate is 1.02 (OCA-T-1 at 40, line 6).  Witness Roberts’ conclusion, which is supported by the entire body of evidence using his model, is that “there is no evidence that the elasticity of labor use with respect to mail volume is less than one in letter sorting” (OCA-T-1 at 40, line 16). 

In creating his update, Witness Bozzo focuses on Witness Roberts’ estimates for the MPBCS and DBCS operations which he does not like.  He makes several changes – aggregating the two operations together and then dividing them into separate incoming and outgoing labor demands and finds estimates he claims are more reasonable.  The overall elasticity for letter sorting drops to .87, which, when combined with the .78 estimate for flat sorting, appears to be the source of the overall elasticity of .85 (USPS,T-15, Table 8, Col. 1).  In USPS-T-12, there is no justification for this modification to the model, no explanation for why it is applied to only one operation while ignoring the implications for other operations, and no attempt to explain why the results differ from those found by witness Roberts.  It is just asserted that they are more “reasonable” and “reliable” without any attempt to establish either.  Finally, no attempt has been made to provide basic Hausmann tests for endogeneity, or tests for instrument relevance, or overidentification.  While this criticism also applies to all of the models reported in USPS-T-12, it is particularly relevant here given the emphasis the USPS has placed on these issues in witness Roberts’ models.       

D. The USPS Provides No Evidence Supporting Its Use Of The Proportionality Assumption And Incorrectly Rejects Evidence That Shows It Is Violated. 
In OCA-T-1, Table 1, p.13, witness Roberts provides evidence from simple models that show that piece feedings in each sorting operation do not move in fixed proportions to the volume of mail processed within the plant.  The requirement that they move in fixed proportions is the essence of the proportionality assumption, which is a key component of the USPS framework.  It is a strong requirement that implies that plant managers have no flexibility to alter the mix of sorting operations utilized in the plant in response to changes in the volume of mail processed in the plant.  It also eliminates one possible channel through which changes in mail volume can affect labor hours and cost.  

The USPS criticizes this evidence because, in constructing his estimates of δ in Table 1, witness Roberts uses quarterly dummy variables as instrumental variables and  only a single FHP variable, rather than multiple types of FHP, as the outputs in the regressions of TPF in each sorting operation on FHP.  Any merit in these criticisms can be dealt with in a straightforward way – re-estimate the δ coefficients in Table 1 without using quarterly dummy variables as instruments and including both FHPIN  and FHPOUT  as regressors.  The OCA will provide these estimates below, thereby demonstrating  that they still support rejection of the proportionality assumption.

Before that, the OCA will briefly comment on the criticisms themselves.  First, as witness Roberts noted in his 2006 paper (Section V.E), the way that quarterly dummies are treated in the estimation matters.  The key issue is whether they should be included as regressors in the labor demand equations.  As the OCA explained in its Initial Brief at  23-25, there is no operational evidence that the sorting technology changes systematically with the quarter of the year.  The operational evidence that the USPS points to in support of a shift in technology confuses changes in the volume and mix of mail with shifts in the technology.  The USPS argument for including quarterly dummies in the labor demand equations results from this confusion.  Given the absence of operational evidence that the technology varies on a quarterly basis and the unrealistic estimates of the quarterly effects which result when they are included in the model (OCA Initial Brief at 25), the OCA does not include quarterly dummies as regressors.  Since they are omitted from the model, they can potentially be used as instrumental variables and their appropriateness as instruments can be partially tested, along with several maintained hypotheses, with an overidentification test.  Witness Roberts’ tests of overidentification (Tr. 23/8309-13 and 8361-62) show that the quarterly dummies are appropriate for six of the 10 sorting operations using two output models and all but one sorting operation when more disaggregated processing categories are used for letters.  While Witness Bozzo characterizes this as “Prof. Roberts showed that his models largely fail” the tests, his characterization does not change the facts.  However, given the test results, and the fact that the quarterly dummies were not necessary as instrumental variables, witness Roberts recommended using results that did not rely on the quarterly dummy variables as instruments for the letter and flat sorting operations (Tr. 23/8312-14) although he also pointed out the cost in terms of reduced precision of the estimates.  

The same issue has now been raised by the USPS in the context of estimating the relationship between TPF in a sorting operation and plant FHP.  The simple solution the OCA adopts is to estimate the relationship without using the quarterly dummies as instruments.  While this will not satisfy the USPS, because it wants to include quarterly dummies in the labor demand equations, it is the solution that follows directly from the specification arguments made by witness Roberts.  

The second issue raised by the USPS concerns the degree to which FHP should be disaggregated when used as a regressor(s) to explain TPF.  The USPS states “Prof. Roberts’ piece handlings models are clearly misspecified, assuming a common effect of all shape-level FHP on cost pool-level TPF, when the true specification must allow for differing amounts of subsequent handlings both by FHP source and by site” (USPS Initial Brief at 105).  This concern is another straw man.  If we disaggregate FHP into, for example, FHPIN  and FHPOUT, then, to check the proportionality assumption, we are interested in estimating the effect of a proportional increase in both outputs on TPF in the operation.  This requires us to construct the sum of the coefficients on both FHPIN and FHPOUT .  As Witness Roberts demonstrated with the labor demand models in OCA-T-1, Table 5, Panel B, and p. 41, lines 1-15, “if the focus is on the effect of a total increase in plant FHP it matters little whether FHP is treated as a single output or disaggregated into two.”  The same finding will apply here.  

The following table updates the estimates of δ from OCA-T-1, Table 1, to allow for two output variables, FHPIN and FHPOUT, and to delete all use of quarterly dummy variables. (The log files used to produce the re-estimation table were submitted this date; see “Notice of the Office of the Consumer Advocate of Submission of Files Used to Produce Table in Reply Brief”).

The estimate of δ is constructed as the sum of the coefficients on FHPIN and FHPOUT.  (Also reported in column 3 are the results of the test of overidentifying restrictions – see Tr. 23/8321 for interpretation).  If the δ coefficient equals one then a one percent increase in total plant FHP produces a one percent in TPF in the sorting operation.  The fact that many of the coefficients, particularly all of the coefficients for letter sorting operations, are statistically different than one is inconsistent with the proportionality assumption invoked in the USPS models.  The basic conclusion of witness Roberts in OCA-T-1 that “the results indicate that the USPS model does not provide an appropriate framework for measuring the relationship between the volume of mail and the marginal cost of processing it,” continues to apply.

Table:  Re-estimation of δ Using FHPIN and FHPOUT Regressors, Leaving Out Quarterly Dummy Instruments
	  Sorting Operation
	Estimated δ

(* implies reject coefficient equals one)
	Test of overidentifying restrictions

	Letters

	Manual
	1.540 (.158) *
	Do not reject exogeneity at .01 level

	MPBCS
	2.103 (.494) *
	Do not reject exogeneity

	DBCS
	0.723 (.077) *
	Do not reject exogeneity

	Aggregate BCS
	0.750 (.072) *
	Do not reject exogeneity

	OCR
	1.817 (.145) *
	Do not reject exogeneity

	Flats – Plants with AFSM

	Manual
	1.232 (.382)
	Do not reject exogeneity

	FSM1000
	   1.998 (.320) *
	Do not reject exogeneity

	AFSM
	0.955 (.054)
	Do not reject exogeneity

	Flats – Plants without AFSM

	Manual
	1.089 (.205)  
	Do not reject exogeneity

	FSM881
	   1.550 (.204) *
	Do not reject exogeneity

	FSM1000
	0.241 (.143) *
	Do not reject exogeneity


The USPS criticism of Witness Roberts’ findings on this issue in OCA-T-1 are not justified. Rather than providing empirical evidence that the proportionality assumption is correct, the USPS disparages all the evidence presented against it and then claims that “there is no reliable evidence suggesting failure of the … ‘proportionality assumption’” (USPS Initial Brief at 104).  This is an improper shifting of the burden of proof.  Usually in economic research the party making a questionable assumption bears some responsibility for showing it is true and examining implications of the assumption if it is false.
  The USPS testimony does neither.  In rebuttal testimony, witness Bozzo claims to provide evidence that the proportionality assumption is true (USPS-RT-5 at 67-68) but, as explained in the OCA Initial Brief at 18-19, the evidence he presents does not address the issue at all.
II. NOTWITHSTANDING THE CRITICISMS MADE IN POSTAL SERVICE AND INTERVENOR BRIEFS, THE COMMISSION SHOULD USE THE CITY CARRIER COST VOLUME VARIABILITIES SUBMITTED BY OCA WITNESS SMITH AS THE BASIS FOR RATES.
A. Parties That Have Disagreed With OCA Witness Smith’s Proposed City Carrier Volume Variabilities Offer Weak Criticisms. 


In their Initial Briefs three sets of participants commented on OCA witness Smith’s testimony on City Carrier Costs:  the Postal Service, the Magazine Publishers of America and Alliance of Nonprofit Mailers on Periodical Rates (MPA/ANM), and the Mail Order Association of America (MOAA).
  The listed participants generally disagree with major segments of witness Smith’s testimony; all advocate the continued use of the City Carrier variabilities presented by the Postal Service in Docket No. R2005-1.  The comments focus on four major areas of disagreement with witness Smith:  the deletion of the density variable in the econometric estimation of volume variabilities; the proposed modifications to the Postal Service’s modeling effort; witness Smith’s view of the CCSTS database; and witness Smith’s proposed use of the Delivery Operating Information Systems (DOIS) database (and its alleged deficiencies).   


The volume variabilities advocated by witness Smith were summarized in Table 2 of OCA’s Initial Brief.
  OCA concludes that using the CCSTS database, coupled with modeling improvements, produces improved volume variabilities.  In particular, by eliminating the cross products associated with the “spr” variable, an econometric analysis can estimate a set of volume variabilities using a full quadratic equation, with sensible relationships among the marginal costs.  Such variabilities were denoted in Table 2 of OCA’s Initial Brief as “CC3:  Witness Bradley Recommended Case without the Density Variable, Rerun for full quadratic, spr cross products eliminated.”  

1. Use of the density variable by Witness Bradley was theoretically incorrect and, in any case, was incorrectly computed.    
MPA/ANM has articulated a key issue in dispute as follows:
Density is a key explanatory variable in the street time model and is required to control for the effects from variations in distances among delivery points.

This view is not correct.  In fact, witness Smith testified that witness Bradley was attempting to estimate a cost curve, and that the solution to the least cost delivery of mail based on varying distances and time at the route level was subsumed in the transformation from the production process to the cost estimation.  Put differently, in obtaining a cost curve, density and other relevant variables have already been taken into account by postal managers responsible for keeping City Carrier costs to a minimum in delivering mail.  Witness Smith’s conclusion was actually substantiated by witness Bradley’s comments on the duality of the cost and production functions:

[D]uality theory establishes that there is a duality between production cost, in the sense that for every technology there is an associated cost function, and for every cost function there is an associated technology.


Witness Bradley further states that:

Dr. Smith’s opinions on density also run contrary to the practices successfully employed by leading researchers in the field.  

Witness Smith was not providing an opinion, however; he was citing the economic literature on cost, production, and factor demand functions. The “practices successfully employed by leading researches in the field” were shown to be inconclusive during cross examination.
   MOAA contends: 

Witness Bradley marshals an impressive array of authority to demonstrate “the importance of density in understanding street time costs.”

This statement proves to be little more than a cursory look at statements (sometimes taken out of context) in papers cited by witness Bradley -- in no instance did witness Bradley show the use of the density variable to be theoretically correct by addressing the type of function being estimated and the variables that should be included or excluded in estimating the function.  Furthermore, the “impressive array of authority” evaporated under oral cross-examination.
 

MOAA also cites number of routes as relevant to the calculation of the density variable.
  However, witness Smith demonstrated that incorporation of the number of routes in the calculation of the density variable is a computational error associated with witness Bradley’s calculation of density, recognizing that in any case the use of the density variable is incorrect.
  


MOAA continues:
Dr. Smith’s model does not measure postal density despite the fact that the data that should be used, the number of delivery points in a zip code, is readily available.

Availability of the data is beside the point if, as demonstrated by witness Smith, the use of the density variable is incorrect.  
2. Intervenors fail to recognize that Witness Smith made a number of fundamental improvements to the modeling effort.


The following assertion by MPA/ANM is not correct:

With respect to his modeling efforts, Dr. Smith simply adopted Dr. Bradley’s quadratic structural model and, for each of his alternatives, deleted and/or made changes in the original variables or mix of variables.  

In fact, witness Smith made several fundamental improvements:  (1) elimination of the density variable; (2) use of the full quadratic rather than restricted quadratic form (which fails to consider the interaction between mail shapes); (3) elimination of the “spr” cross-product variables; (4) treatment of accountables and large packages as 100 percent cost attributable given that the time associated with delivery of such items is additional to regular delivery time and can be explicitly measured; and (5) the avoidance of meaningless results in the modeling effort—such as negative volume variabilities and marginal cost cases that are clearly incorrect.  Stated differently, witness Smith developed positive, valid volume variabilities using the full quadratic with reasonable relationships among marginal costs.
  
3. Witness Smith addressed the statistical issues associated with the CCSTS database.  


MPA/ANM has cited a lack of
 

…independent data culling, cleaning, segmentation, outlier analysis, or other database modifications in an attempt to improve the data quality.


Having provided no independent witness, MOAA has joined the statistical fray with the observation that
  

Witness Crowder also demonstrates that Dr. Smith has not satisfactorily used data from the 2002 City Carrier Street Time Survey (CCSTS).  Notwithstanding the fact that the data have been available since it was introduced in the 2005 rate proceeding, Smith has not taken the necessary steps to make that data usable and the results of any manipulation thereof are not valid. 


It should be noted that whatever data criticisms the cited parties have apply equally to witness Bradley.  Furthermore, MPA/ANM and MOAA have failed to recognize that these issues had already been extensively analyzed by the Commission.
  The major problem with the database was collinearity, leading to regressors with negative volume variabilities—a major problem in the analysis.  This issue has in fact been rectified by a change in the model, i.e., the elimination of certain cross product terms associated with the “spr” variable.  An important additional improvement is the use of the “three-bundle” approach, which more closely represents current delivery operations.  The DOIS database also contributes to an improved econometric effort – DOIS supplies many quarters of data as opposed to the CCSTS inadequate two-week snapshot.  


MPA/ANM’s quotations of deficiencies in the modeling effort
 are simply a repetition of the areas of analysis in which witness Smith has indicated possible future areas for exploration.  Again, the comments also apply equally to witness Bradley’s proposed model.  In fact, the Postal Service has recognized the need for additional research in the area of carrier costs: 

In sum, while there is need for ongoing research in this area, and, time permitting, the Postal Service plans to analyze the comments provided by the Commission in Docket No. R2005-1, there is nothing on the record in this case which provides a feasible alternative to the established model.
OCA agrees with the first part of the statement although, obviously, not the second part.

The Postal Service continues elsewhere:

As noted above, Dr. Smith makes no pretense of having definitive results, as he advocates that the Commission view the appropriate variabilities as an open question.


Although there remain areas for future analysis, the Commission clearly needs to make a decision in the current case concerning proposed volume variabilities; it is OCA’s position that the variabilities proposed by witness Smith constitute a much stronger basis for rate-setting than those presented by witness Bradley.
Weighing in on the subject of the CCSTS database, MOAA states: 

Notwithstanding the fact that the data have been available since it was introduced in the 2005 rate proceeding, Smith has not taken the necessary steps to make that data usable and the results of any manipulation thereof are not valid.
It must be underscored that witness Smith was working with the same database as witness Bradley.  Although MOAA may choose to characterize witness Smith’s efforts as “manipulation,” in fact, witness Smith’s work is correctly described as “modeling.”  Witness Smith provides models alternative to those proposed by witness Bradley.


As presented in his testimony and summarized in Table 2 of OCA’s Initial Brief,
 witness Smith has specifically proposed alternate variabilities.

4. Witness Smith identified the delivery operations information system (DOIS) satabase as a possible source of data for future analysis.


MPA/ANM has identified a list of problems associated with the proposed use of the DOIS database.
  However, the OCA has presented ways in which the DOIS could be used in future work.
  It is reasonable to expect that an ongoing, larger, systemwide  database will be much less susceptible to problems of multicollinearity and, overall, is vastly preferable to a two-week limited collection of data.  This is particularly true since delivery activities have changed since the CCSTS data were collected.  One of the distinct virtues of the DOIS is that changes in delivery operations are captured for all routes, in all parts of the country for the entire time period that DOIS has been in place.  

MOAA has noted in relation to the DOIS that:

Witness Bradley presents an extensive listing of the important information not known by Dr. Smith and without which it is impossible validly to use the DOIS data in the manner proposed by Dr. Smith. 

It should be noted that the daily observation DOIS data became available during the rate case;   additional time for reflection and consideration generated additional interrogatories.  Unfortunately, the generation of interrogatories did not correspond well with the rate case schedule.
  In any case, MOAA has not identified any theoretical deficiency associated with the use of the DOIS data.  The Postal Service has also noted the lack of adequate information about the nature of the DOIS, citing its own lack of supporting documentation for the DOIS:

Follow-up questions that arose from examination of that material between 2005 and 2006 could have been posed in the ample discovery period in this case. 
Clearly to the degree that additional information is needed it can be requested; lack of information is not, ultimately, an impediment to the use of the DOIS data.  
The Postal Service continues that 

Data on key variables are missing, and this causes major conceptual and econometric problems.
  


One can hypothesize the absence of key data from an operational database as indicative of the data not being key to the analysis.  However, OCA’s Initial Brief describes an approach to compensate for any data that are missing from DOIS.
  While the DOIS may be limited in terms of some variables, it is updated on a continuing basis.  The CCSTS also suffers from severe limitations — the data are limited to two weeks based on a special survey.   Furthermore, the current lack of information on cost pools and distribution keys is hardly limiting in terms of future work (an issue addressed by the USPS at 123 of its Initial Brief).  
B. There Are Significant Changes In the Technology Associated With City Carrier Mail Delivery, and These Changes Are Best Captured By the DOIS.


The Postal Service has begun to offer carrier-pickup for Express and Priority Mail at delivery points, a major change since the generation of the 2002 CCSTS database.  Witness Smith had discussed the changing nature of the collection process, as portrayed by the Postal Service.  However, witness Bradley indicated that the Postal Service’s new program has had minimal success.  In addressing carrier pickup service, the Postal Service has stated that:

Finally, Prof. Bradley demonstrates why Dr. Smith’s allegations regarding mail collection by carriers are totally off the mark.  
The statement further highlights the limitations of the CCSTS database, given the changing nature of the City Carrier delivery process.  Although the service may have been less successful than suggested by the Postal Service’s promotional literature, it is clear that the dynamic nature of the City Carrier delivery process calls for a database available on an updated basis.  In the time period since 2002, there has been a major change in the carrier collection process, which will ultimately impact variabilities.  Put differently, the database being used in this case is almost obsolete, further suggesting that a static two-week database is insufficient.  

Another example of significant changes in city carrier delivery involves the use of the “three bundle” approach.  Witness Bradley modeled variabilities in Docket No. R2005-1 in terms of letters, flats, sequenced mail, collection mail, small parcels, large parcels, and accountables.  The “three-bundle” approach would model mail delivery in terms of Delivery Point Sequenced (DPS) mail, Cased Mail, and Sequenced Mail.  Witness Bradley has made a major change in this direction, advocating consideration of the major mail components in terms of DPS Mail, Cased Mail, and Customer Contact Mail.
  Although witness Bradley has authored a paper on this subject, the results were not presented as part of the record in the current case.  It appears, however, that he is aware of changing mail technologies.  There was some consideration of changing mail delivery technologies in Docket No. R2005-1, insofar as one of the models developed by witness Bradley contained such analysis.  Witness Bradley has now presented a paper in which changing technologies play a prominent role.  Accordingly, one is left with the conclusion that witness Bradley’s variabilities presented in Docket No. R2005-1 are no longer applicable, due to changes in the City Carrier mail delivery process.  It appears that the much denounced DOIS database may ultimately be preferable to a two-week snapshot in modeling changing mail processes.

In conclusion, witness Smith has proposed alternative variabilities to those proposed by witness Bradley.  Although one can argue about deficiencies of the CCSTS database, both witnesses Bradley and Smith have used the same database to  compute CCSTS based variabilities.  Witness Smith provides fundamental improvements, particularly as regards to the dropping of the “density” variable and the “spr” cross products.  No participant has made a convincing argument that this approach is deficient.


Additional work needs to be completed, particularly as to the increasing adoption by the Postal Service of the “three-bundle” approach, which appears to have rendered the conclusions from the 2002 CCSTS database irrelevant to future applications.  Finally, the problem of multicollinearity is best addressed by using an improved database—the DOIS database.  If this database had been obtained significantly earlier in the case, it is probable that many of the negative comments about  the database could have been more thoroughly explored.  Pending resolution of these issues, OCA advocates the use of the volume variabilities developed by witness Smith.

III. THERE ARE DEFICIENCIES IN THE POSTAL SERVICE’S NEW STUDY OF WINDOW SERVICE VARIABILITIES.
The Postal Service presented in this case an updated set of supply side variabilities for window service transactions based on a new database and a new methodology.  The OCA’s Initial Brief explained in detail the deficiencies in the Postal Service’s study. (OCA Init. Br. at 66-91).  The Postal Service’s Initial Brief addresses two major issues:  the sample collected, and the methodology used by witness Bradley. (USPS Init. Br. at 115-119).  
A. There Are Significant Problems With The Underlying Database.

The Postal Service does not provide convincing arguments or sufficient record evidence to support its study.  First, the Postal Service’s Brief notes that a stratified sample design was used;
 however, no witness provided adequate calculations justifying the statistical sample design for the stratified sample.
  Second, in addressing the sample collected, the Postal Service’s Brief contends that the sample provided ample coverage of the universe of observations.
  However, no testimony by any witness substantiated statistically the breakdown between the numbers of large and small sites sampled, nor the relative number of observations between the two types of sites,
 nor the time frame for data collection.
  Third, the Postal Service brief notes: 

…the ability to match and validate collected data with the POS-ONE transaction database was critical to the success of the study.

The OCA’s Initial Brief, citing witness Smith, explained major deficiencies in the matching process, specifically focusing on the massive deletion of data.
  This issue was not adequately addressed in terms of verifiable statistical computations by the Postal Service.  Fourth, the Postal Service indicates that witness Bradley: 

…reviews the concerns that witness Smith voices with the new transaction time study database as they relate to calculation of variabilities, and finds that his concerns about the updated data set are speculative and not substantive, and do not have the effects on the variabilities that he asserts.

There is no need to speculate about statistical issues--they can be resolved by providing computations.  The appropriate computations were not presented by the Postal Service.  


Finally, the Postal Service’s Initial Brief comments:

After thoroughly reviewing the sample design and data quality issues for The 2005 Transaction Time Study, witness Kelley concludes that a sound and defensible process was used for each in developing the final database of 7,915 transactions.
 

This is in direct contradiction to witness Smith’s testimony that sample size was deficient.  In fact, the table in OCA’s Initial Brief demonstrated that the methodology witness Kelley advocated in lieu of witness Smith’s methodology for calculating sample size also proved the number of observations was inadequate, and thus the database is seriously deficient.
 

B. The Postal Service’s Initial Brief Erroneously Contends That Witness Bradley’s Recommended Window Service Model Is Superior To All Proposed Alternatives.  

OCA’s Initial Brief pointed out the deficiencies surrounding witness Bradley’s study.  The Postal Service’s Initial Brief fails to explain the deficiencies.
  For instance, the Postal Service does not adequately justify witness Bradley’s failure to include walk-times in his study.  It simply states: 

Of the five variants presented by witness Smith, three of those variants should be rejected because they include walk time.

The use of walk-times was discussed by the OCA in the Initial Brief and is strongly advocated by witness Smith.  The approach of a customer requires a clerk to be available and prepared to service.  In some cases that time is minimal, at other times it is more substantial, but walk-time is present and should be included.
  In addition, the Postal Service states: 

Four of those variants should be rejected because they apply mechanistic and unevaluated outlier screens.

The “mechanistic and unevaluated” screens are the ones presented by witness Bradley, who also did not evaluate them.  The Postal Service’s failure to delete outliers was criticized in witness Smith’s testimony and in OCA’s Initial Brief.
  


In addition, witness Smith’s testimony discussed the questionable use of a linear rather than a quadratic function in the variability analysis:  such a choice of function guarantees 100 percent volume variability for certain products.
  At the very least, this is an issue which should have been explicitly defended.  However, this issue was ignored by the Postal Service in its Initial Brief, even though the choice of estimating equation is crucial to the results.

In conclusion, the OCA has proposed alternative volume variabilities and urges that additional work focus on securing an adequate database, on using walk-times, and on developing a quadratic rather than a linear functional form.  
IV. THE COMMISSION SHOULD ADOPT OCA’S FIRST-CLASS RATE PROPOSAL
A. First-Class Presort Discounts Should Not Be Increased

In this docket, the Postal Service is proposing First-Class presort discounts higher than justified.  By ignoring the Commission’s bulk metered mail (BMM) benchmark, the Postal Service is de-linking First-Class single-piece and  First-Class presort rates, which effectively allows presort mailers to receive excessive discounts and consequently provide lower unit contribution to institutional cost than would otherwise occur under prior practice.  For example, the traditional BMM benchmark in this docket is $0.42. The Postal Service is proposing a presort “base rate” of $0.346, or $0.074 (18 percent) lower.  OCA Initial Brief at 102.  The net impact of allowing the Postal Service to de-link the First-Class presort rates from the BMM benchmark is to allow deeper discounts for presort mailers.

1. There is no basis on this record for abandoning 30 years of policy and practice
As recently as December 19, 2006, the DC circuit court of appeals reiterated a basic tenet of administrative law: if an agency departs from long-standing precedent, it must clearly explicate its reasons (and reasoning).
  The only reasons offered by the Postal Service for its new “de-linking” approach to First-Class presort discounts are a desire to quiet controversy
 and a desire to equalize unit contribution to institutional costs.
  Neither reason bears any obvious connection to the factors of the Act.  Indeed, equal unit contribution is arithmetically equivalent to full distribution of institutional cost on the basis of pieces—a result that has been criticized by both large mailers and the Postal Service in the past.

Historically, the Postal Service has been tasked with providing a reasonably priced First-Class Mail service that is fair and equitable. 39 USC § 3623(c)(1).  In addition, both the Postal Service and the Commission are tasked with providing uniform rates for First-Class mail.  “The rate for each such class shall be uniform throughout the United States, its territories, and possessions.”  Id. § 3623(d).  In furtherance of this goal, the 1969 and 1970 Congress gave considerable attention to the task of identifying “universal” service.  See also, APWU’s Initial Brief at 12-15.  The goal of providing universal service was to foster an environment where city and rural customers would pay the same rates for First-Class Mail.

(a) The law requires that an agency’s abandonment of prior practice be well-justified

The Postal Service has failed to justify its change in discount methodology.  The BMM benchmark has allowed the Postal Service and the PRC an effective means of encouraging efficiency while maintaining universal service at reasonable rates.  If the Commission accepts the Postal Service’s proposal to de-link the First-Class single-piece and First-Class presort mail rates, the ultimate impact will be to deaverage First-Class single-piece letters from those of First-Class presort.  Ultimately, the result would be that single-piece letters, that are very similar in content and addressing to presort letters, would be required to make larger contributions to institutional costs. 

(b) The Commission’s opinion in Docket No. MC95-1 reaffirmed the previous approach to setting discounts

In Docket No. MC95-1, the Postal Service attempted to establish two First-Class subclasses identified as Retail and Automation.  PRC Op. MC95-1, para. 5001.  In addition to proposing shape-based rates in Docket No. R2006-1, the Postal Service is once again attempting to divide First-Class Mail into retail (First-Class single-piece) and automation (First-Class presort) subclasses by eliminating the BMM benchmark. 

In Docket No. MC95-1, Hallmark argued that splitting First-Class into retail and automation subclasses was virtually the same as dividing First-Class into low- and high-cost mail streams, which it characterized as a

‘materials-handling’ approach to classification[,]’ and would violate the fundamental policies of the Postal Reorganization Act.  In particular, Hallmark argues that by proposing to reclassify First-Class to encourage low-cost automation-compatible mail (and implicitly, to discourage or increase the burden upon higher-cost mail), the Service ignores its basic function under § 101(a) to bind the nation together through all forms of correspondence.  Hallmark argues that this violates the same subsection’s prohibition against apportioning postal costs to impair the overall value of such service to the people.

Hallmark indicated that by accepting the Postal Service’s reclassification proposal the PRC would be essentially violating “the existing body of law applicable to mail classifications and their associated rates, established under §§3623(c) and 3622(b).”
 

In Docket No. MC95-1 the Postal Service argued:
 

in favor of establishing the Automation subclass—that the subclass would forestall potential diversion of high-volume users to competing media, and thereby benefit low-volume users who would otherwise bear the impact of a declining base of First-Class volumes.

In the current docket, the Postal Service and First-Class presort mailers present essentially the same argument as that presented in Docket No. MC95-1.

In its response to the Postal Service’s Docket No. MC95-1 proposal, the Postal Rate Commission stated:

[W]hile there are undeniable and significant cost differences between the two proposed subclasses as a whole, there are more similarities than differences between content and other characteristics across the proposed subclass division.

Furthermore, the Service’s proposed division of First-Class Mail into a somewhat exclusive Automation subclass and a residual Retail subclass is difficult to reconcile on the level of pure classification analysis.  ‘Automation’ and ‘Retail’ are not naturally disjunctive classifications or mutually exclusive categories of mail.  The empirical demonstration of this observation is the existence of Courtesy Envelope Mail and other examples of single-piece letter mail, which the record of this and prior proceedings have shown to be fully compatible with automation processing.  The proposed inclusion of such mail in the residual Retail subclass belies any logical division of First-Class mail into groupings based on the mail’s susceptibility to automation processing.  It also raises grave concerns about the fairness and equity of the proposed subclasses by denying entry into the Automation subclass to less than bulk quantities of mail that could, in fact, be equally compatible with automated processing. 


In the present docket, the Postal Service and the First-Class presort mailers have again argued for special pricing by de-linking presort rates from the BMM benchmark.   The OCA requests that the Commission again reject the Postal Service’s request for special treatment for First-Class presort mailers on the grounds of fairness and equity and § 101(a), whereby the Postal Service is charged with binding the nation together.

(c) Clearly capturable cost avoidance should remain the standard for setting discounts

In this case, the Commission has invited discussion of the applicability of the Efficient Component Pricing Rule (ECPR) as it applies to workshare discounts.
  The Commission has at times characterized its approach to setting discounts as an application of ECPR.  Several parties have responded that ECPR requires larger discounts.  How, one asks, can ECPR require larger discounts when the Commission’s approach to setting discounts (proclaimed as an application of ECPR) requires smaller discounts?  The answer is that the parties are not arguing about the appropriateness of ECPR in postal ratemaking.  They are arguing—as they always have—about how to measure the savings accruing to the Postal Service when mailers perform work that the Service would otherwise have to do.

The parties’ constant reference to ECPR is a distraction.
  The issue is the accuracy of estimates of avoided cost.  Up to now, the Commission and the Postal Service have adhered to a conservative methodology to estimate avoided costs.  The wisdom of this conservative approach is readily apparent on this record.  Further increases in First-Class presort discounts will have little effect on the mail processing work performed by mailers.
  The lowest practicable combined cost of mail processing has already been achieved.
2. Neither fairness nor efficiency justifiy greater discounts

The arguments used by First-Class presort mailers to justify larger discounts are at root based on fairness or efficiency.  The fairness arguments are best summarized by MMA:

[I]n an amazing concession, [OCA witness Thompson] acknowledged that under her proposal the implicit cost coverage for presort letters would increase to an astoundingly high 338%.

Yet, as witness Thompson pointed out, the Postal Service’s proposed coverage is 317 percent.  Tr. 20/7372.  MMA has not explained why an increase from an apparently fair 317 percent to “an astoundingly high 338%” would produce unfair rates or violate any factor or policy of the Act.


The efficiency argument has been made most clearly by Pitney Bowes: 
“[E]stablishing workshare discounts that comport with ECP (i.e., those that are set at a level equal to per unit avoided cost), will minimize total mail costs.”
  The basic problem with this argument is that it ignores just how far the Postal Service has already come in achieving lowest combined cost for mail processing.

(a) Efficient component pricing is unnecessary when an industry is already efficient

The mailers who espouse ECP for its efficiency-generating properties fail to recognize (1) how efficient the mail-processing industry already is and (2) how high the opportunity cost of greater efficiency (in terms of lost revenue) is.  There is no evidence that larger presort discounts will generate more worksharing effort on the part of mailers.  And there is clear evidence that larger discounts will have no effect on mailers’ efforts to entice their customers away from the mail to the internet.
Major Mailer’s Association (MMA) Initial Brief at 17 shows that approximately 67 percent of the population continues to pay bills via the mail.  The trend is likely to remain relatively stable as not all consumers are willing to trust on-line bill payment transactions, due to a continuing lack of trust in the security of the Internet.  As reports of identity thefts continue, people remain leery of intrusting their personal and financial security to an Internet service that continues to have privacy and security problems.  To date, many First-Class single-piece mailers still view the United States First-Class single-piece mail as a secure means of paying bills.

Currently, there are banks that will pay bills for clients via electronic means.  However, some of those banks do not pay the bills immediately.  (For example, see terms of agreement for BB&T.
)  Banks may take several days to complete an electronic transfer, and/or the bank may take up to five days to manually transfer those funds.  The fact that some banks do not immediately release client’s funds implies that banks are reaping the rewards of “float” at their clients’ expense.  Consequently, not all banking clients are willing to transfer the use of their money to banks.  Instead, those clients are more likely to make use of the float by mailing their own payments to the appropriate vendor.  Additionally, there remain a great number of companies that do not accept electronic fund transfers as a form of bill payment.  In those instances, the client of the banking institution must “cut” a check for the bill payment.  
(b) The Postal Service would pay a huge price for minuscule gains in economic efficiency

When  inputs are supplied by a regulated firm, both to itself as a component of one of its final products, X, and to a competitor producer of X, then the regulated firm should charge the rival the same price for that input that the former implicitly charges  to itself.  This rule is called “the parity principle,” “the efficient component pricing rule (ECPR).”  The price of the input should equal the (incremental) cost entailed in supplying it, as usual in a competitive or contestable market, including any associated opportunity cost.


The parties who have argued for ECPR have uniformly failed to account for the revenue loss to the Postal Service when worksharing discounts are increased.  In this  case, $754 million shifts from First-Class presort to First-Class single piece as a result of abandoning the established procedure for setting discounts.
  This amounts to a 0.8-cent increase in single-piece letter-shaped rates.  Without this shift in revenue burden, the Postal Service could have proposed a 41-cent stamp.  The argument that setting discounts by ECP will leave the Postal Service and its customers indifferent is clearly incorrect.

(c) Granting IOCS cost-based discounts amounts to surrendering the letter monopoly

Many economists view regulation of public monopolies as a mechanism to mimic competition, competitive outcomes being equivalent to an efficient allocation of resources.
  However, a universal service obligation will prevent this.
  Conversely, attempts to mimic competition will undercut the ability to support the universal service obligation.  A myopic focus on cost will lead to competitive prices.  And competitive prices obviously mean no exercise of monopoly power.  It is in this sense that OCA witness Thompson testified that the existence of the letter monopoly should be viewed as a constraint on presort discounts.
   Even the Postal Service seems to agree,
 despite its criticism of witness Thompson’s reliance on the Private Express Statutes.

NAA witness Sidak has made the same point. 

When consumers defect from First-Class Mail to electronic forms of communication, the customers who remain are the inframarginal users of First-Class Mail, who have fewer competitive alternatives.  It seems contrary to the intent of the postal monopoly for the Postal Service to keep raising the price charged to these inframarginal users of First-Class Mail, for the purpose of having a postal monopoly in the first place is to keep the delivery of letters affordable so as to produce positive network externalities of communication.  Moreover, one can reasonably argue that a downward spiral by which the remaining consumers of First-Class Mail would be forced to pay continually increasing cost coverage would be inconsistent with “the establishment and maintenance of a fair and equitable schedule” that section 3622(b) prescribes.

V. THE COMMISSION SHOULD ADOPT OCA’S CONFIRM RATE PROPOSAL

The Postal Service’s Initial Brief in support of its Confirm proposal is misleading in several respects.  The issues were covered generally in the OCA’s Initial Brief (OCA Init. Br. at  109-141), but it is necessary to rectify incorrect impressions possibly generated by the Postal Service’s arguments. (USPS Init. Br. 379-387).

Significantly, the subscription-type fee structure proposed by OCA witness Callow is specifically supported by many of the mailers in several of the Initial Briefs filed in this proceeding.  Conversely, those parties unanimously reject the Postal Service’s plan to revamp the entire Confirm rate schedule.


The “incremental fees” proposed by the Postal Service are not “low” as the Postal Service claims. (USPS Init. Br. at 380).  The Postal Service says OCA’s proposed Platinum fee increase of 95 percent from $10,000 to $19,500 will cause Platinum subscribers to review their options.  (USPS Init. Br. at 383).  In absolute dollars the Postal Service’s proposed fees of $17.50 per million scans may appear low.  However, by eliminating the unlimited scan option now available for Platinum subscribers, the proposed fees would lead to astronomical increases for Platinum subscribers who would face increases of 338 percent for 750 million scans and 460 percent for 1 billion scans.  OCA’s proposal is far less onerous for Platinum subscribers than the Postal Service’s proposal.  The Grayhair Software, Inc. (GHS) testimony and brief emphasize this fact. (GHS Init. Br. at 14). 


The Postal Service proposal thus discourages Platinum subscribers, many of whom are resellers.  Resellers make up over half of the Confirm subscribers. (Tr. 33/11277).  They are participating in a new and highly competitive mini-industry developed in the relatively short time since the inception of Confirm service.  Clearly, there is a market for the value added services provided by resellers who provide information not otherwise available to mailers about their mail.  The Postal Service proposal would suppress this growth.

The Postal Service also professes its proposal is fair and equitable. (USPS Init. Br. at 381)  That contention is undercut by the arbitrariness of the proposal to charge five times as much for Standard Mail scans as for First-Class Mail scans.  Also inequitable are the relatively higher fees for the smallest subscribers who would subscribe to the Silver tier under the OCA proposal. (OCA Init. Br. at 129-130).  It is inequitable as well to the very smallest Confirm users purchasing from resellers. (Id. at 130). 


The Postal Service’s justification for charging five times as much per scan for Standard Mail as for First-Class Mail was not adequately explained in the testimony of witness Mitchum.  The Postal Service contended “it is not unreasonable to treat the classes differently with respect to their ancillary services.”  ((OCA/USPS-T40-32(c) (Tr. 14/3961-2).  Witness Mitchum stated, “Confirm service is priced separately based on the incremental costs associated with the product.” (Id.)  But, he failed to provide a sound basis for the five to one difference in this case.  In fact, it is clear there are no cost differences between providing Confirm service for First-Class Mail and Standard mail. (OCA Init. Br. at 131). 


The full rationale for the five to one unit pricing is provided for the first time in the Postal Service’s Initial Brief.  That reasoning turns pricing on its head in a way not contemplated by the current pricing system.  The Postal Service’s Initial Brief argues:

Today, the relative values of First-Class Mail and Standard Mail are distinguished by the availability of more special services, features built into its price, and speed of service for First-Class Mail: the Postal Service proposal for Confirm service builds additional value for First-Class Mail by – as proposed for Address Corrections (see proposed Fee Schedule 911) – providing a lower effective price for First-Class Mail. (footnote: Tr. 14/3934, 3959-62, 4125, and 4131).  

The current approach to postal rates and fees is to charge First-Class mailers higher rates than other classes of mail in return for service of greater value.  Standard Mail pays lower rates and receives a relatively lower value of service. The twisted logic of the Postal Service justifies higher Confirm unit rates for Standard Mail (five times higher) on the theory that the resulting relatively lower Confirm service fees for First-Class Mail provide “additional value” to First-Class Mail.  Following this logic to the extreme, if Standard Mail rates were sufficiently increased, First-Class Mail rates could be reduced to zero, thereby providing the maximum additional value to First-Class Mail.  This is unsound.  The Postal Service has failed to provide a reasonable justification for its five to one unit pricing scheme. 


The Postal Service acknowledges the arbitrary five to one pricing distinction was developed by the Postal Service to generate enough revenue to maintain a viable service.  (PostCom/USPS-T40-7 (Tr. 14/4131)).  The other side of the coin is the tacit recognition by the Postal Service that unless this arbitrary pricing schedule, unjustified by cost differences, is included in the Postal Service’s rate proposal, the Postal Service’s fees will most assuredly fail to recover costs.  On the other hand, the fair and equitable OCA proposal does not include an arbitrary (not to mention unproven) pricing structure and thus does not suffer the same infirmity.  


 The Postal Service also contends that by including unit pricing now in the Confirm fee schedule, potential future changes in Confirm service will be facilitated. (USPS Init. Br. at 382-383).   The point does not support the Postal Service’s proposal.  Not only is the five to one unit pricing arbitrary and baseless, any necessary adjustments to meet later changes to Confirm service can be readily undertaken when they are needed with minimal effort. (OCA Init. Br. at 134-138).

The Postal Service’s new and untried fee schedule is at odds with the testimony of Postal Service witness Kiefer who, at the inception of Confirm service, explicitly rejected a transaction-type fee schedule in favor of the subscription-type fee schedule proposed by OCA. (OCA Init. Br. at 119).  In addition, the Postal Service has experience with mailer demand for the subscription-type of fee schedule proposed by OCA, but has no experience with the transaction-type fee schedule for Confirm that it proposes.  The Postal Service’s proposal has been rejected by all parties briefing the issue in this proceeding, yet assumes no reduction in the total number of customers.  (OCA/USPS-T40 (b)-(c) (Tr. 14/3938)).  All of these factors increase the probability of revenue shortfall if the Postal Service proposal is adopted. 


The Postal Service claims OCA’s proposed fees are “unlikely to generate adequate revenues to cover costs.” (USPS Init. Br. at 383).  As OCA has noted, and witness Mitchum acknowledged, Confirm is a new service that could still grow. (Tr. 33/11376)   New customers may purchase subscriptions or upgrade subscriptions.  New IDs will be purchased, according to GrayHair. (ANM et. al. Init. Br. at 19).  The potential demand for service under the OCA proposal is more easily estimated because it has been in effect for a number of years.  The benefit of experience with a subscription-type fee schedule and the support of many subscribers enhances confidence in OCA’s demand estimates and consequently the revenue estimated by the OCA.  Add to this the probability of revenue growth seen by GrayHair and the strong possibility of at least some new growth of this relatively new product and the revenue estimates of OCA are reasonable and probable.  



The Postal Service’s Initial Brief includes calculations of revenue shortfall under the OCA proposal.  (USPS Init. Br. at 384).  Those calculations are based upon pure speculation that Confirm revenue will be lost if customers adjust their subscriptions to conform their subscription tiers exactly to their use of scans in response to increased OCA rates.  To date, some Platinum customers have not purchased subscription levels that minimize their costs. (OCA Init. Br. at 117-119).  Moreover, the Postal Service never attempted to determine its subscribers’ reactions to the OCA proposal. (Id.)  The Postal Service’s estimates of subscriber reactions do not conform to actual experience, are otherwise unsupported, and so are without foundation and speculative.  

Even more off the mark, the Postal Service cites witness Mitchum’s concern that if customers adjust their purchases downward in response to the OCA proposal, as he speculates, in a future rate case Platinum rates might go up to $42,000 (or higher) to reflect switches down to the Gold tier. (USPS Init. Br. at 384).  The brief then bootstraps this unlikely and unsubstantiated portent of the future to justify a concern that arbitrage will increase if the Platinum rates do increase in the next rate case to $42,000. (USPS Init. Br. at 385).  The Postal Service is speculating as to the subsequent course of rates in future rate cases.  This conjecture, heaped upon baseless speculation, is not applicable to this case.  Forecasts of future events in a far-off rate case, based upon pure speculation, has no bearing on the decision in this case. (Tr. 33/11384-85). 
Another option for the Commission is to recognize the value the Postal Service obtains from using Confirm service to measure service performance by seeding letters for which it does not pay postage. (USPS Init. Br. at 386).  Since the record was developed, the quality of service and its measurement have taken on an even more important role as a result of the new postal reform legislation, increasing the likelihood that Confirm service will play an even greater role in performance measurement by the Postal Service than in the past.   The record does not indicate whether all attributable costs would be recovered if the Postal Service paid postage for its use of Confirm.  Given that the incremental cost of additional scans is negligible, the payment of postage by the Postal Service for its use of Confirm would serve to reduce revenue shortfall.  Also, the Commission could recognize the benefits of the Confirm service to the overall service performance of the Postal Service and consider any shortfall from the revenue estimates as chargeable to institutional costs or, at least, to those classes of mail benefiting from improved service.   


Finally, although it is reasonable for the Commission to conclude the fees proposed by OCA will recover all costs and provide a cost coverage of 127.3 percent, even if Confirm fees do fall short, the impact will not be serious.  Witness Mitchum agrees the risk of a shortfall is “quite low.” (Tr. 33/11412-413).  The shortfall estimated by the Postal Service in the test year is only $183,000. (ANM et al. Init. Br. at 16).    Nor would a shortfall in revenue be a violation of the Postal Reorganization Act.  The Commission is tasked with recommending rates that are estimated to recover attributable costs and provide some recovery of institutional costs.  In the past, the Commission has established rates for whole classes of mail close to the level of attributable costs and afterwards it was determined revenues did not recover attributable costs. (Id.).  This Commission is not required to recommend rates guaranteed to cover costs.  Any potential shortfall, its size and possible impact, must be put into context.  Compared to the total cost of service, any revenue shortfall under the OCA proposal would be a very small amount with virtually no impact on other mailers.


The Commission should therefore recommend the OCA’s subscription-based fee proposal for Confirm service. 

VI. THE COMMISSION SHOULD RECOMMEND THE FOREVER STAMP WITH THE CHANGES TO THE DOMESTIC MAIL CLASSIFICATION SCHEDULE PROPOSED BY INTERVENOR WITNESS CARLSON

The Postal Service’s proposal for a Forever Stamp is widely supported in this proceeding, generally because it holds the potential of greater convenience for individuals and smaller mailers who predominantly use First-Class Mail.
  As conceived, the Forever Stamp was designed to provide an “unprecedented level of convenience” for users of single-piece First-Class Mail during the transition from the rates recommended in this proceeding to new rates resulting from any future rate proceedings.
  However, the Postal Service’s expected goodwill will be rapidly dissipated by customer confusion and inconsistent implementation if clarity as to permissible uses of the Forever Stamp is not provided in the Domestic Mail Classification Schedule (DMCS), Domestic Mail Manual (DMM), and other relevant documents.  

The Postal Service’s proposed changes to the DMCS suggest a narrower scope of intended use for the Forever Stamp than the Postal Service has explained it will “tolerate,” as expressed in proposed implementing regulations for the DMM.  The Commission should recommend the Forever Stamp but reconcile the proposed DMCS language to conform to the Postal Service’s stated plans for implementation.  Doing so would eliminate probable customer confusion and the likelihood of inconsistent enforcement by postal personnel, without adverse financial consequences, and so ensure the “unprecedented convenience” desired by the Postal Service. 

A. The Commission Should Reconcile Changes to the DMCS With the Postal Service’s Plans for Implementation in the Manner Proposed by Witness Carlson
The Postal Service’s proposed new DMCS section 241 contains language with a “troubling ambiguity.”  (Carlson Initial Brief, at 2.)  As stated by witness Carlson, the DMCS language “suggests that the ‘Forever Stamp’ will be valid postage on First-Class letters only . . . [including] letters that weigh more than one ounce.”  (Id.)  However, the Postal Service directs attention to proposed DMM section 604.1.10 to resolve the ambiguity.  DMM section 604.1.10 states, in pertinent part, that, “The postage value of each forever stamp is the current First-Class Mail single-piece 1-ounce letter rate.”
  According to the Postal Service, such implementation language would implicitly permit use of the Forever Stamp on other classes and shapes of mail besides First-Class Mail letters.

There is no need to preserve this ambiguity in the Postal Service’s proposed DMCS section, that would require all interested persons to refer to a DMM section to understand the Postal Service’s intent.  Witness Carlson’s proposed changes reconcile the DMCS with the Postal Service’s intent and plans for implementation.
  The Postal Service acknowledges that witness Carlson’s proposed DMCS language is consistent with the intent of the changes it has proposed for DMCS section 241 and DMM section 604.1.10.
  The Commission should recommend the DMCS language proposed by witness Carlson.

Reconciling the Postal Service’s intended use and implementing regulations is necessary for practical reasons as well.  The Postal Service proposes to promote use of the Forever Stamp only for “intended” purposes:  “one-ounce First-Class Mail letter-shaped pieces,” based upon the intent expressed in proposed DMCS section 241, rather than the additional uses “tolerated” by the proposed DMM language.  (USPS Initial Brief, at 191, note 21.)  The Postal Service adds:

the resulting proposal and the now very clear implementation plan should not generate confusion for the vast numbers of individual customers who will have no exposure to the Docket No. R2006-1 record and whose understanding of the concept will be based upon implementing regulations and other rate implementation publicity materials developed by the Postal Service.  (USPS Initial Brief, at 238, note 39.)

In the absence of reconciling the intended purpose and implementing regulations, the Postal Service could unilaterally alter its “tolerated” uses by simply changing the DMM in ways that may detract from convenience, without Commission oversight.  Alternatively, the existence of “intended” uses and “tolerated” uses will give rise to ad hoc misinterpretations by customers or postal personnel, prompting confusion as to the meaning of one or both provisions and/or inconvenience for some customers.  

B. The Postal Service’s Concerns About Adverse Financial Consequences of Unintended Uses of the Forever Stamp are Overstated
The Postal Service rightly expresses some concern about the financial risk associated with customer use of the Forever Stamp, and the need for “prudence” based upon experience before considering expanding the scope of its intended purpose.  (USPS Initial Brief, at 239.)  However, the Postal Service’s concerns provide no basis for the ambiguity in proposed DMCS section 241.  In general, such concerns are overstated given the absence of financial risk before the next rate change, current Forever Stamp implementation plans, and the overpayment of postage using the Forever Stamp on mail matter other than on one-ounce single-piece First-Class letter-shaped pieces.  

The Postal Service generally conceives of the Forever Stamp as a means to provide convenience to domestic single-piece First-Class Mail users as they adjust to changes in the price of postage stamps.  However, individuals and smaller mailers want convenience in all of their transactions with the Postal Service.  Thus, for reasons of convenience and ease of use, as customers do now with First-Class Mail denominated postage stamps, customers can be expected to use the Forever Stamp for an unintended purpose, such as First-Class Mail flats or parcels, or for First-Class Mail letters weighing more than one ounce, or on other mail classes.
 

Until new rates are implemented after the next rate proceeding, the Forever Stamp will not pose an adverse financial risk to the Postal Service.  All Forever Stamps will be sold at $0.42 and will be valued at $0.42 when used on any mailpiece.  Revenue on Forever Stamps sold prior to but not used until after the next rate change can earn interest for the Postal Service, thereby minimizing some financial risk.

Second, certain “unintended” uses of the Forever Stamps will be beneficial to the Postal Service.  Individuals and smaller mailers can be expected to overpay for mail services as they do now by applying the Forever Stamp to post cards and First-Class Mail letters and flats that weigh more than one ounce.  Such “unintended” uses are likely to continue even after introduction of the Forever Stamp for reasons of convenience, providing additional revenue to the Postal Service now, and after the next rate change.  

Finally, the Postal Service proposes to sell the Forever Stamp throughout the year and though all sales channels, such as retail lobbies, vending machines, stamps ordered by mail, the internet, or phone.
  However, Forever Stamps would be sold only in booklets of 20 stamps, or in vending machine (i.e., Automated Postal Centers and Automated Teller Machines) “sheetlets” of 18 stamps.  (Id.)  If the Postal Service finds “unintended” uses pose a financial risk, it could reduce availability by limiting the number of sales channels or in other ways limit the number of booklets purchased.  
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