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The Direct Marketing Association, Inc. (“DMA”) respectfully submits these Reply Comments pursuant to PRC Order No. 2 in this proceeding on the subject of the characteristics of a “modern system for regulating rates and classes” for “market-dominant products,” as defined in the Postal Accountability and Enhancement Act (“PAEA”).

I. IMPORTANT ISSUES OF TIMING.

As DMA explained in its Initial Comments,
 it would be beneficial from many points of view for the Commission to adopt by early fall regulations under section 3622.  For example, if the Commission could meet this target, the Postal Service would know, in advance of the December 2007 deadline, the parameters that would apply to the new-style rate adjustments and might choose to refrain from filing a final old-style case -- which would be to everyone’s advantage.

The issues that such regulations would need to address include: (1) the benchmark on the basis of which the CPI cap would be calculated, (2) the date on which annual rate increases would become effective, and (3) timing issues related to the transition from the old system to the new one.

A. The Benchmark for Calculating CPI Increases.


There are a number of reasons for choosing the Postal Service’s most recent fiscal year as the benchmark on the basis of which future rate adjustments will be calculated, including availability and reliability of the relevant numbers.  For example, the CRA reports are based on fiscal years, and section 3652 of the PAEA requires that the annual compliance reports be based on fiscal-year figures.  Using any other benchmark would require the Postal Service to make duplicative computations, complicated by the need to include information from two separate fiscal years.   Absent strong reasons to the contrary, therefore, DMA suggests that the benchmarks for purposes of section 3622(d) calculations be the most recent fiscal year for which complete figures are available.

B. The Optimal Date for Annual Increases.


As is widely understood, there are certain times of the year when postal rate increases are substantially more disruptive than others.  Contrary to the view apparently held by many USPS officials, mid-January is not a convenient time for postal rate increases.  To the contrary, increases in January would be highly disruptive.  For most mailers, increases during the June-July period are likely to be the least disruptive, with mid-April being another (although not as good) alternative.  For this reason, as well as the reasons discussed below, including the amount of time that will have transpired since the end of the USPS fiscal year, DMA believes that a July date is the optimal time for rate increases.  
C. Relationship between Compliance Review and Institution of New Rates.


The combination of the 90-day period prescribed by section 3652(a) and the 90-day period prescribed by section 3653(b) produces a 180-day period before the Commission will have completed its annual compliance review, i.e., by the end of March of each year.  The postal rates in effect at that time will have been in effect for at least a portion of the fiscal year under review.  Thus, the Commission will have the opportunity to address any issues that it finds with the rates in effect at that time, and the Postal Service will be informed about these issues (and the Commission’s findings) by the end of March of each year.  

If new rates are instituted prior to the end of March, neither the Postal Service when it proposes new rates, nor the Commission when it reviews them under section 3622(d), will have the benefit of the annual compliance review.  If, on the other hand, new rates are instituted after the end of March, the results of the compliance review will be available to the USPS, the PRC and all interested parties, with the result that any problems with the existing rates can be addressed before the same problems are “rolled forward” into new rates. 


Of course, a time lag needs to be added into the schedule, because the Postal Service will need time to analyze the results of the Commission’s compliance review and determine how (or, perhaps, whether) to incorporate in its new rates solutions to any problems that the Commission may have identified.


These considerations argue in favor of a date in July as the annual date for postal increases.  The Postal Service would have the month of April to react to the annual review; it would file its new adjustments no later than May 1; the Commission would act under section 3622(d)(1)(C)(iii) not later than June 15, and rates could be implemented in July.  If everything went smoothly, a date early in July would probably be reasonable.  If the Commission notified the Postal Service of any noncompliance and corrections that were required, a date later in July, or even August, might be necessary to give mailers adequate notice of the new rates to make the corresponding changes in their computer programs. 
D. The Relationship between the Benchmark and the Implementation Date for New Rates.

Section 3622(d)(1)(A) specifies that the annual limit for the percentage changes in rates be based on the change in the CPI over the “most recent available 12-month period preceding the date [of the USPS notice].”  Under the schedule suggested above, under which the USPS would file its adjustments on or near May 1, the CPI numbers used would probably be the end-of-March numbers, which would be available in mid-April.  If the Postal Service decided that it needed more time to refine its numbers, then the end-of-February numbers, available in mid-March, could be used since they would be the “most recent available.”

The change in the CPI (for present purposes, we will assume that it is 3.0%) would then be applied to the average-revenue-per-piece figures for each class for the preceding fiscal year to produce average-revenue-per-piece figures that would form the limits for the new rates.  The average numbers would be based on the billing determinants from the previous fiscal year, as well.

Superficially, it might appear that this approach would not produce adequate revenues for the Postal Service, because it is based on average-revenue-per-piece figures that will be nine months out of date before the new rates go into effect.  This “chronological disconnect” is illusory, however.  The new rate-making system is not based on a “break even” principle.  The new system allows the Postal Service to earn and retain surpluses if it operates efficiently, and therefore USPS cost levels do not enter into the computations.  The average-revenue-per-piece figures from the previous fiscal year could be high enough to allow the USPS to earn substantial net surpluses, or perhaps the surpluses will be modest.  The extent of the USPS net revenues is not relevant to the test established under section 3622(d).
  What is important is that the size of the annual increase be based on the most recent CPI numbers possible, and the approach suggested above meets that requirement.
E. Intra-Year Rate Flexibility.

DMA would like to emphasize that the annual-increase schedule suggested above is intended to set what might be considered a set of annual benchmark rates -- rates that would apply unless modifications were implemented during certain periods of the year, for example to take advantage of, or to respond to, seasonal variations in demand or supply, or even weekly variations in mailing patterns.  These modifications could be made by the Postal Service in the first instance, although they would be subject to Commission review after the fact during the compliance review under section 3653.
II. TRANSITIONAL ISSUES.

There is an important issue concerning the rate levels that should form the benchmark for the first set of rates established under the new system.

Logically, the benchmark should be the average-revenue-per-piece figures for each class under the R2006-1 rates, and the rates under the new system should not go into effect until the end of the Test Year in R2006-1, i.e., no earlier than October 1, 2008.  The R2006-1 rates were designed to break even in the test year.
  Thus, implementing new rates any sooner that October 1, 2008 would amount to a windfall for the Postal Service, which would be contrary to the fundamental purpose of the PAEA, since it would provide the Postal Service with a financial cushion that would act as a disincentive to operate efficiently.

On the other hand, DMA recognizes that there may be reasons to institute new rates prior to October 1, 2008.  For example, USPS officials have claimed that the PAEA entails certain adverse financial consequences, such as loss of revenues from the escrow fund.  DMA believes that the fairest way to resolve these issues, and to be sure that the Postal Service begins the new rate-making era with an appropriately-sized revenue base, is for the Commission to hold a brief hearing on this subject.  It would receive evidence from USPS officials on their reasonable revenue needs and then make a determination as to when the first set of rates under the new system should be placed into effect.  For example, if the Commission determined that the USPS needed an extra $1 billion in FY 2008 because of the impact of the PAEA (and perhaps other factors), it could determine that the implementation date for the first set of new rates would be April 1, instead of October 1, 2008.

III. THE SCOPE OF THE 45-DAY REVIEW UNDER SECTION 3622(d)(1).

There have been a number of contrasting ideas expressed concerning the scope of the issues that the Commission should address during its 45-day review under section 3622(d)(1).  Clearly, the Commission is required to confirm that the new rates do not exceed the CPI cap.  What about the specific elements of the rate design?  For example, is this review the appropriate time to confirm compliance with section 3622(e) (concerning workshare discounts)?  There have to be some limits on the Commission’s responsibilities during this (rather short) period of time.  There is simply not going to be enough time for the Commission to review compliance of the entire new rate structure with all the provisions of the PAEA.  On the other hand, the new rates will remain in effect for a substantial period of time, and therefore a strong argument can be made that the Commission should do everything reasonable to assure that the new rates do not impose unlawful burdens on any group of mailers.

DMA suggests that a reasonable compromise between the two extremes of CPI-cap-only and full-review-of-each-element is the following.  Rate design elements, such as workshare discounts, that are carried over unchanged from the previous rates, and whose validity has been confirmed by the most recent compliance review, should be presumed to be valid and need not be reviewed by the Commission.  However, if the Postal Service wishes to change elements in the rate design, including changes in the size of workshare discounts or in the basic classification features of any class, it should file with the Commission notice of such changes (together with supporting material) well in advance of the 45-day period, permitting the Commission to review them and express its views on them prior to their implementation.  Such a system is highly preferable to permitting changes such as this to go into effect and to be reviewed by the Commission only much later in connection with an after-the-fact compliance review.  The goal would be to reduce the incidence of adverse findings under section 3653, as well as the incidence of complaints filed under section 3662.
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� Public Law 109-435.  DMA will limit these comments to issues relating to market-dominant products, but it reserves its rights to comment in the future on issues relating to competitive postal products, and on the inter-relationship between these two groups of products.


� DMA Initial Comments Pursuant to PRC Order No. 2 (April 6, 2007) at 2.


� As discussed in section I.D. of these comments, the CPI numbers would come from a later time period.


� Of course, if the Postal Service experiences deficits because of “extraordinary or exceptional circumstances,” section 3622(d) provides for the possibility of rate relief under section 3622(d)(1)(E).


� In fact, of course, the R2006-1 rates contain a financial cushion in the amount of $768 million in the form of a contingency provision.  DMA has argued that the size of this cushion should be reduced in order to provide rate relief to mailers of Standard Regular flats.  Even after this rate relief is granted, however, there will remain a financial cushion in FY 2008 of several hundred million dollars.


� $1 billion is approximately 1.5% of total USPS annual revenue needs.  Assuming inflation is 3.0%, $1 billion is the equivalent to an extra 6 months of the first rate increase.  


If July 1 is chosen as the annual rate implementation date, the Postal Service would realize an additional 0.75% of annual revenue needs (approximately $500 million) when the next set of rates goes into effect on July 1, 2009, 3 months ahead of October 1, 2009.  For this reason, in practice, the actual calculations of costs and dates would have to be made with substantially greater accuracy than under this hypothetical example.  





6

