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DIRECT TESTIMONY OF ALI AYUB

ON BEHALF OF

UNITED STATES POSTAL SERVICE
My name is Ali Ayub.   I am an Economist in the Pricing Strategy group of the United States Postal Service. I submit this testimony to the Commission in support of the Request of the Postal Service for issuance of a decision recommending implementation of the Negotiated Service Agreement (“NSA”) executed by the Postal Service and Bank of America Corporation (“Bank of America”, “BAC”, or “the Bank”) on January 10, 2007.
I. INTRODUCTION
A. Autobiographical Sketch

I joined the Postal Service in 2001 and have been an Economist in the Pricing Strategy group since January 2002.  I provided financial analysis support for the Capital One NSA in Docket No. MC2002-2, and was responsible for implementation of the Governors' Decision in that case.  I also developed performance metrics and reporting tools for that NSA during its subsequent term.

I was part of the negotiating team that developed the Discover NSA proposal in Docket No. MC2004-4.  I was responsible for all financial analysis presented in the Postal Service filing in that case, and I sponsored the analysis as a testifying witness. 
In the Bank One NSA, MC2004-3, I provided negotiation and financial analysis support for the Postal Service.  I have been the main point of contact for the Postal Service in NSA discussions with financial institutions for the past three years. 

I earned a Bachelor’s Degree in Finance and Information Systems and a Master’s of Business Administration (“MBA”) from the George Washington University. While pursing my MBA, I was also a Chairman’s Fellow at the Export–Import Bank (“EXIM”) of the United States. I am currently a candidate for the Level III portion of the Chartered Financial Analyst (“CFA”) Examination.
B. Summary Of Testimony

The purpose of my testimony is to describe the policy and business considerations that support the proposed NSA between the Postal Service and BAC.  In so doing, I describe how BAC’s use of the mail and the Bank’s quality control process creates unique opportunities to accomplish several important shared objectives.

Section II of this testimony describes the background of the Postal Service’s NSA program, and summarizes how this NSA differs from all previous NSAs.

Section III describes the principal terms and conditions of the NSA, including the operational changes that BAC has committed to make, and the rate incentives that the Postal Service has agreed to offer for further improvements in address quality and mail processing performance from the voluntary actions of BAC.

Section IV describes the methodology used by the Postal Service to estimate the cost savings that the Postal Service expects to gain from additional improvements in mail processing performance by BAC.

Section V describes rate design, both passthroughs and rate schedules.

Section VI provides a financial analysis of the NSA.

Section VII describes the key elements of the data collection plan that will be used to monitor performance and insulate the Postal Service from risk. 

Section VIII explains why the NSA should not harm competition between the USPS and its competitors, or the downstream competition between BAC and its competitors. 

Section IX explains why the NSA is consistent with the rate and classification criteria of the Postal Reorganization Act.

II. BACKGROUND OF THE PROPOSED NSA

In the Opinion and Recommended Decision in Docket MC2002-2, the Capital One NSA case, the Postal Rate Commission held that NSAs are consistent with the Postal Reorganization Act if contribution positive to the Postal Service, not unduly discriminatory among mailers, and unlikely to damage or impact competition between the NSA co-proponent and other mailers.

In the nearly four years since then, the Postal Service has implemented four additional NSAs, three of which were functionally equivalent to the Capital One NSA.
  These NSAs have demonstrated that negotiated pricing can produce gains in contribution. The Postal Service continues to believe in the importance of price differentiation among customers and in the role of negotiated pricing to improve contribution.

 Beyond the measurable financial impacts of NSAs, there are more subtle benefits that only direct negotiations with individual mailers are likely to realize.  The use of a contract to bind parties in a collaborative enterprise encourages a collaborative mindset. NSAs mark a sharp contrast to the traditional process, in which customers interact with the Postal Service only through proceedings before the Postal Regulatory Commission, published tariff rules and related procedures.  The instant agreement with BAC illustrates how direct discussions between the Postal Service and an individual customer can lead to novel and innovative ideas having a potential for broad applicability. 

The BAC NSA differs from previous NSA proposals in two general respects.  First, previous NSA proposals included incentives designed to encourage the mailer to increase mail volume.  The BAC NSA does not: it is a pure cost-savings NSA.  Second, the BAC NSA is designed to achieve cost savings not by mandating specific changes in mailing practices in the expectation of reducing the Postal Service’s costs, but by offering incentives to BAC for the desired end result:  measurable reductions in the cost to process BAC mail.  The purpose of this NSA is to give BAC incentives to reduce—by whatever means that BAC believes are cost-effective—the percentage of BAC First-Class Mail and Standard Mail letter-rated volume that cannot be read or accepted by USPS mail processing equipment, or which must be returned, forwarded, or discarded because it is undeliverable-as-addressed (“UAA”).  The success of this NSA depends on the Postal Service’s ability to induce and then measure actual improvements in performance rather than simply mandating process changes.
This is a marked departure from typical practice, in which the Postal Service establishes qualifying regulations for customers wishing to avail themselves of worksharing incentives.  In general, these qualifying regulations specify documented process changes, such as compliance with Move Update requirements, which customers must perform to qualify for automation discounts.  This traditional approach, while implicitly assuming a direct relationship between the activities performed and a reduction in Postal Service costs, does not link the incentives directly to the latter end result.  Linking incentives directly to the end result of a reduction in the Postal Service’s workload and costs, rather than to the intermediate step of the mailer’s process changes, reflects the difference in substance between this NSA and traditional workshare incentives.
A pay-for-performance arrangement has become practical for the first time because (1) advances in barcoding technology and standards now enable comprehensive tracking of mail through the postal system with sufficient detail to provide accurate and reliable measure on actual performance, and (2) BAC is willing to adopt the practices needed to make the measurement systems function.  

Specifically, BAC has agreed to utilize the Four-State barcode on all of its letter-rated First-Class Mail and Standard Mail mailpieces and to employ a unique customer identifier (the Business Entity Identifier or “BEI”) within each barcode.  These markings will enable the Postal Service to record, track, and measure every piece of BAC mail that is handled on automated equipment.  This enhanced visibility of Bank of America’s mail will allow the Postal Service to observe the percentage of BAC mail that actually is read and accepted on USPS mail processing equipment, and the percentages of BAC mail that actually are forwarded or returned or discarded as undeliverable.  

It is important to note that the Postal Service will not pay any incentives except for actual and measurable improvements in Bank of America’s mail processing performance over the documented baselines. 

Apart from the direct financial benefits of the proposed arrangement, these enhanced tracking capabilities will allow the Postal Service to improve its knowledge of how BAC uses mail and to accumulate information about readability, forwarding, and returns.  This information will enable the Postal Service to design improved worksharing incentives by shedding more light on the effect of better address quality on mail processing, and will encourage mailers to take additional steps to lower their UAA rates and improve the overall quality of their mail preparation and design.

Notwithstanding the advantages of this NSA, I would like to emphasize that automation discounts and other worksharing incentives helped to develop a sound and efficient mailing industry and remain important features of the Postal Service’s pricing structure.  This Agreement is not intended to undermine the traditional basis for qualification standards.

III. SPECIFIC Terms and Conditions of the NSA

A. Overview of the Structure of the NSA

The Agreement between USPS and BAC, reproduced as Attachment F to the Request in this case, contains all of the relevant terms and conditions to which the two parties have agreed.  In general, the Postal Service intends to encourage Bank of America to undertake activities that will reduce the cost to the Postal Service of processing BAC’s letter-rated First-Class Mail and Standard Mail.  As specified in the contract, both Parties intend to achieve these goals largely through performance-based incentives, under which Bank of America will receive compensation only if its efforts reduce Postal Service costs.  The contract provides BAC the flexibility to use address improvement processes only if BAC’s managers believe that the additional use will be cost-effective.  However, this flexibility does not excuse BAC from compliance with either existing or future mail preparation requirements for automation mail.

B. Mandatory Operational Commitments 

The NSA includes several operational practices that BAC must implement.  These include implementation of the PostalOne! infrastructure; use of CONFIRM and Seamless Acceptance; use of Four-State Barcodes on Bank of America mail entered under a qualifying permit number as letter-rated First-Class Mail or Standard Mail; and placement of Four-State Barcodes on Business Reply Mail, Qualified Business Reply Mail, and Courtesy Reply Mail pieces enclosed in bills, invoices and other mailpieces mailed by the bank

1. Four-State Barcodes

The Four-State Barcode (or “OneCode”) is a new, high-capacity barcode design recently deployed by the Postal Service.  In addition to improving mail processing the OneCode barcode allows the mailer to assign a unique identifying number to individual mailpieces.  This number would contain information identifying the sender and the destination address of a specific mailpiece, thereby enabling the mailer to track and trace individual mailpieces.  The Four-State Barcode is a central element of the Postal Service’s Intelligent Mail and Address Quality” (“IMAQ”) strategy, and is intended to offer substantial improvements over the POSTNET barcode currently in widespread use.    

Bank of America agrees to use the Four-State Barcode on all Bank of America Mail entered under a Qualifying Permit Number as letter-rated First-Class Mail or Standard Mail.  NSA § III.A.  With certain exceptions set forth in this NSA, BAC also agrees to use Four-State Barcodes on BRM, QBRM, and CRM pieces enclosed in bills, invoices and other mailpieces mailed by the Bank.  NSA § III.G.
  

The use of the Four-State Barcode also should result in improvements in mail processing and delivery and should allow the Postal Service to increase the amount of mail that is delivery-point sequenced (“DPS”).  Furthermore, the availability of additional characters on the Four-State Barcode enables a sender to uniquely identify its mail through the use of a Business Entity Identifier. This identification will provide visibility to every piece of mail in a mailing and will permit tracking pieces through the Postal Service’s automated network.  The unique tracking of each piece is the feature that will enable USPS to measure the improvements intended by the agreement. 
However, the Four-State Barcode itself will not drive all the measured improvement in BAC’s DPS percentage. Rather, we expect that much of the improvement will result from the adoption of additional process changes that Bank of America’s managers voluntarily adopt to improve address quality because those changes are cost-effective.

2. OneCode ACS 

ACS (“Address Change Service”) is an automated electronic process offered by the Postal Service to provide mailers with notices of address correction or the reason for nondelivery.  See DMM 507.3.2.  OneCode ACS is a functionality of OneCode that facilitates electronic ACS by enabling the mailer to specify when and how to notify the mailer (or list owner), and what to do with the mailpiece, when it needs to be forwarded or is undeliverable-as-addressed.

With certain exceptions, Bank of America has agreed to place OneCode ACS markings on all its mail entered under a Qualifying Permit Number as letter-rated First-Class Mail and Standard Mail. NSA § III.B.  In contrast to previous NSAs, however, BAC will receive no discount from the fees normally charged by the Postal Service for ACS.  NSA § IV.B.3.

3. CONFIRM
CONFIRM Service tracks individual mailpieces, based on the scanning of barcoded information on the mailpieces, and is offered by the Postal Service pursuant to DMM 503.13.0 et seq.  With certain specified exceptions, BAC has agreed to activate OneCode CONFIRM service, when using the Four-State Barcode, on all its mail entered under a Qualifying Permit Number as letter-rated First-Class Mail and Standard Mail.  NSA § III.A. BAC will pay the published rates for CONFIRM.

The CONFIRM markings will enable the Postal Service to capture the scan data needed to measure performance for read and accept rates.  In addition to facilitating measurement, the presence of CONFIRM codes on over three billion pieces of letter mail will provide the Postal Service with additional service and operational information for internal analysis to track and evaluate performance standards. 

4. Seamless Acceptance

Seamless Acceptance is a computerized Web-based system of hardware, software and protocols, currently under development by the Postal Service, that is intended to bypass or automate most of the steps involved in acceptance of bulk mailings by the Postal Service.  Instead of a hard copy mailing statement, the mailer will submit an electronic manifest to the Postal Service furnishing all mailing details.  The Postal Service will verify the mailer’s information using active and passive scanning methods to scan containers and mailpieces in the mailing.  

Scan data will be compared against the mailer’s electronic manifest to verify that the electronic documentation submitted matches the physical mailing. Seamless Acceptance will create reports to display mail preparation verification results and will allow for an automated reconciliation process. 
The term “seamless acceptance” encompasses a number of different initiatives currently underway within the Postal Service.  Taken as a whole, these initiatives have a number of objectives:

· Conduct payment and acceptance transactions electronically to improve accuracy and reduce transaction costs.

· Employ acceptance and preparation practices that will facilitate the tracking of mail and associated materials throughout the USPS distribution network.

· Ensure higher quality levels.

· Improve reporting and account management for both USPS and its customers.

As part of the Agreement, and subject to the exceptions set forth in the Agreement, BAC has agreed to incorporate the following changes in its mail presentment practices:

· Bank of America will use the Four-State Barcode on all of its letter-rated mailpieces, and the Enhanced Distribution Label (“EDL”) where applicable, and optionally, the Mailer Placard to identify uniquely all mailpieces, trays, and pallets in mailings.  Each mailpiece will include a unique Four-State Barcode including the delivery point.  Each tray will be labeled with a unique EDL.  Each pallet will be labeled with a unique Surface Visibility barcode. 

· Bank of America will use the Centralized Automated Payment System (“CAPS”) for all transactions.

· Bank of America will present electronic manifest for all pallets, trays and  pieces in either a Mail.dat  or web services file.

· Bank of America will use the PostalOne!® Transportation Management system to assign surface or air transportation from its mailing facilities.  PostalOne! Transportation Management (TM) provides a Supply Chain Management solution to customers by integrating USPS transportation and induction processes with external mailer production processes.  Automated and Desktop shipping systems are deployed into external customer mail production facilities to book air and surface transportation assignments for letter trays.  The shipping system scans the tray label, captures the weight and interfaces with the USPS Surface-Air Management System (S-AMS) to assign the least-cost routing that still meets USPS service commitments.

· Bank of America will submit electronic mail documentation to PostalOne!, including unique barcode data for all letter-rated mailpieces and trays, using  Mail.dat® files or Web Services.

· Bank of America will use its unique Business Entity Identifier (“BEI”) on all mailpieces entered under Qualifying Permit Numbers, including letter-rated mailpieces entered by another company on behalf of Bank of America.  The BEI will be designated by use of Bank of America’s unique Permit imprint/indicia or a unique IBI meter indicia.  NSA § III.E.
5. FAST and eDropship

FAST (or “Facility Access and Shipment Tracking System”) is an Internet-based appointment system for entry of dropshipped (or destination entered) mail.  eDropShip is a Web-based system, currently still in the design and development stage, that will allow mailers to employ an electronic process for drop-ship mailings.

Subject to the conditions and exceptions set forth at NSA § III.F, Bank of America has agreed to use the automated scheduling services provided to the FAST system through the PostalOne! electronic data exchange services for all Standard Mail mailpieces.  In addition to the quantifiable savings that USPS will capture as a result of this agreement, BAC has agreed to a number of steps that will help the Postal Service achieve greater efficiency.  BAC will also participate in eDropship for First-Class Mail that is drop-shipped. The Facilities Access and Shipment Tracking (FAST) and eDropship programs allow participating customers to schedule the arrival of their Standard Mail shipments at the relevant USPS facility.  

By agreeing to require its vendors to participate in these efforts, BAC will, through the Agreement, enable USPS to schedule necessary personnel and transportation more effectively.

After eDropship features become available for First-Class Mail, BAC will implement use of the service for entry of letter-rated First-Class Mail.

C. Performance Based Incentives

As noted above, this agreement does not require the Postal Service to pay any incentives to BAC unless and until it achieves a measurable improvement in actual mail processing performance—i.e., the read and accept rate of mail processing, and the percentage of UAA mail that must be returned, forwarded, or destroyed. While BAC may choose the processes to achieve these results, BAC’s incentives will be tied to the results achieved, not the processes chosen.  Limiting the incentives to improvements over the baseline values insulates the Postal Service from financial risk by entitling BAC to incentive rebates only if the Postal Service recognizes savings. 

1. Improvement in mail processing read rates

In Sections IV.C and IV.F of the NSA, the Postal Service is offering rate incentives to Bank of America for improvements in the read/accept rates of letter-rated mailpieces entered by the Bank at First-Class Mail and Standard Mail rates.  Improvement will be measured by increases in read/accept rates for BAC mail. The purpose of these incentives is to encourage BAC to improve the readability of the barcodes it places on mail.  This is the first time that company-specific mail performance data will be available to the co-proponents of an NSA.  Access to this data will enable both parties to the NSA to measure and manage all of the matrices relevant to the Agreement.  The exact savings and the associated refunds will be dependant upon BAC’s success in making the planned quality improvements described by BAC witness Richard Jones (BAC-T-1 at 8-10). 

2. Reduction in the percentage of mail that is undeliverable-as-addressed (“UAA”)

While the BAC Agreement departs from previous NSAs, it shares with those other NSAs the goal of reducing the volume of mail that must be forwarded or returned as undeliverable.  Incentives to reduce the volume of forwarded and returned mail were key components of the Capital One NSA and its progeny. The redesign of the fee structure proposed by the Postal Service for Address Change Service (“ACS”) in Docket No. R2006-1 also is intended to encourage adoption of practices that would reduce UAA and forwarded volume. In addition, BAC will pay the published rates for ACS, unlike previous NSAs, in which such rates were waived.

The UAA-related rate incentives in the present agreement are based on a schedule of rate incentives for reductions in the percentage of BAC’s First-Class Mail that must be forwarded or returned because it is undeliverable-as-addressed, and on a schedule of percentage of BAC’s Standard Mail that must be discarded as undeliverable.  NSA §§ IV.D, E and G.  The discount schedules are reproduced in Attachment B to the Request in this case.
D. Termination and Penalty Clauses
As with previous NSAs, under certain specified conditions, the Postal Service and the co-proponent have the right to terminate the contract.  The termination and penalty clauses provide both parties protection from the impact of external variables on any of the value components of the agreement.  See NSA § V.E.

IV. Methodology of Estimating Cost Savings

A. Introduction and Summary

This section describes how the Postal Service estimated the cost savings that could result from the different components of the NSA. Where possible, I relied on litigated cost models from Docket No. R2006-1 to estimate the potential cost savings. Instances where changes were made to a litigated model are identified.

 These savings have three components:  improvements in the read/accept rate of Bank of America mail processed by the Postal Service which will reduce mail processing and in-office carrier costs; reductions in the volume of Bank of America First-Class Mail that must be forwarded or returned because the mail is undeliverable-as-addressed; and reductions in the volume of Bank of America Standard Mail that the Postal Service must discard because it is undeliverable-as- addressed.
Cost savings estimates use BAC mail volumes and characteristics, rate case unit cost estimates from Docket No. R2006-1, and baselines for mail processing read rates, forward and return rates for First-Class Mail, and UAA rates for Standard Mail.  

The return and forward rates for First-Class Mail are specific to Bank of America and are provided by it.  The Postal Service independently verified the reasonableness of these figures by utilizing the same processes and customer records used in previous cases to validate return rates and estimated forwarded volumes. 

In the absence of BAC-specific data on read and accept rates, I used the system-wide averages for these baseline values.  There is no reason to believe that any individual mailer’s read and accept rates vary significantly from the system-wide average, since read and accept rates are likely to depend primarily on the generation of barcoding protocol used by the mailer and the scanning equipment used by the Postal Service—factors that are unlikely to generate wide mailer-to-mailer variations.  

Finally, I calculated the reductions in costs for the functional areas described above that would result from improvements in these performance measures.  By comparing the baseline costs with the costs at various levels of improvement, I determined the related savings.  Appendix A provides the models I used, together with the input data, the baselines, and the assumptions.  The following subsections summarize these calculations for each dimension of address quality improvement that entitles BAC to discounts under the NSA.

B. Reduction In The Cost Of Processing First-Class Mail

As discussed previously, the NSA will offer BAC discounts for process improvements that measurably improve the Postal Service’s read and accept rates for BAC’s First-Class Mail and for increases in DPS volumes of mail.  

1. Determination of baseline value

The baseline value from which incremental improvements in mail processing shall be computed is a read/accept rate of 96.8 percent.  NSA § IV.C.2.  The read/accept rate is defined as the total number of Bank of America letter-rated First-Class Mail mailpieces that are read and accepted during their first pass through Postal Service mail sorting equipment, divided by the total number of letter-rated First-Class Mail mailpieces of Bank of America Mail that receive a first pass through Postal Service mail sorting equipment during the same quarter.  See NSA § IV.C.3.a and b. 

As noted previously, neither the Postal Service nor BAC have BAC-specific data on current read and accept rates for BAC First-Class Mail volume.  For the reasons noted above, however, we believe the 96.8 percent accept rates derived from USPS-LR-L-110 in Docket No. R2006-1 adequately approximate BAC First-Class Mail read and accept rates. 

I also expect that the improvements in read and accept rates also will lead to delivery savings resulting from an increase in the percentage of First-Class Mail volume that is successfully sorted to the delivery point sequence (“DPS”).  These improvements will be measured in the data collection plan and monitored by the Pricing Strategy group. 

2. Baseline costs

 
There are two distinct cost impacts from improvements in read and accept rates. The first is reflected by mail processing savings, and the second by delivery savings.

Mail processing savings are based on the cost methodology used in USPS-LR-L-110.  For the purposes of this calculation, I used the cost identified in USPS-LR-L-110 as the baseline cost.  Next, I calculated the savings per piece, by rate category, associated with increased read and accept rates using a fixed CRA adjustment. The results of this analysis are identified on the Tab Savings – FCM MP in Appendix A.

Delivery savings are based on USPS-LR-L-67 in Docket No. R2006-1.  The estimated savings are the difference between cased and non-cased mail pieces for rural and city carriers associated with changes in the DPS percentage.  The only change from the procedure used in USPS-LR-L-67 was that the costs for casing were adjusted and reduced to include only the costs of casing.  The costs of “casing” reported in USPS-LR-L-67 included costs that must be removed to obtain the “casing” costs because the original cost number includes fixed activities and processes.  The results of this analysis are presented in Appendix A, Tab Total FCM Delivery Savings.

3. Savings from improved performance

The estimated cost savings to the Postal Service over the duration of the agreement from specified improvements in read/accept rates of Bank of America mail is $8.1 million in mail processing operations and $1.6 million in delivery operations. 

C. Cost Savings From Reducing The Volume Of UAA First-Class Mail That The USPS Must Return

As noted above, the NSA will offer discounts to BAC for reducing the percentage of BAC First-Class Mail that the USPS must return because the mail is undeliverable-as-addressed. The agreement recognizes the difference in UAA characteristics for different types of BAC mail volumes. 

The agreement places BAC First-Class Mail into two different schedules.  “Schedule A First-Class Mail” consists primarily of account statements, benefit statements, “plastic” (card) mailings, and other personal correspondence with existing customers.  See NSA § II.DD.  “Schedule B First-Class Mail” consists generally of solicitation mail and other non-personalized First-Class Mail.  Id., § II.EE.  

BAC has agreed to waive physical return of at least ten percent of Schedule A First-Class Mail volume, all Schedule B First-Class Mail, and all Standard Mail volume.  For these pieces, the estimated saving is the difference in cost between physical returns and electronic returns.  For mail which BAC has not waived physical return rights, the savings are the costs saved by the correction of the bad addresses by BAC that will reduce future returns.
1. Determination of baseline value

Bank of America has agreed to waive physical return of at least ten percent of Schedule A First-Class Mail, all Schedule B First-Class Mail, and all Standard Mail.  NSA § III.D.1.

The baseline UAA rates from which incremental improvement will be computed are 0.7 percent for Schedule A First-Class Mail and 2.7 percent For Schedule B First-Class Mail.  These return rates are based on reported BAC results.  

2. Baseline costs

Calculation of the savings from eliminating UAA pieces is similar to calculation of the cost savings in previous NSAs. The Postal Service will recognize immediate savings from the substitution of electronic notices provided under ACS in place of manual returns. However, unlike previous NSAs, the Postal Service will recognize savings from  measured decreases in UAA return volume, which will result in fewer UAA pieces in future years.


The cost-savings calculations are shown in Appendix A on the Tabs Savings – FCM OPS Returns and Savings – FCM Mkt Returns.

3. Savings from improved performance

As noted previously, there are two separate incentive structures: one for Schedule A (largely operations mail), and another for Schedule B (largely marketing mail).  This separation insulates the Postal Service from the risk that BAC could reduce its overall UAA volume simply by decreasing the amount of its marketing mail, which has a higher UAA rate than its operations mail. 

The estimated savings are $0.7 million for the Schedule A volume and $1.5 million for the Schedule B volume over the three years of the agreement, based on the improvements forecast by BAC witness Jones.

D. Reduction In The Cost Of Forwarding UAA First-Class Mail

The NSA offers BAC discounts for reducing the volume of BAC mailpieces that must be forwarded.  These discounts were calculated as follows:

1. Determination of baseline value

The baseline value from which incremental improvements in forwarding rates will be calculated for Bank of America First-Class Mail is a forwarding rate of 1.7 percent. NSA § IV.C.E.  This is a BAC-specific value based on NCOA runs for BAC First-Class Mail.

2. Baseline costs

The Postal Service will provide ACS notices on all BAC First-Class Mail pieces with the ACS service.  The Postal Service incurs a small cost per forwarding notice.  However, BAC will receive incentives for decreases in the forwarding rate of its mail, and a measurable decrease will translate into savings for the Postal Service by eliminating forwards in future years. If there is no measurable improvement, the only financial exposure to the Postal Service is the cost of the ACS notice.  The USPS, however, would face that risk with or without the NSA, because mailers are entitled to two free ACS notices per address without charge in many circumstances.
3. Savings from improved performance

The tab titled “FCM Forward Savings” of Appendix A shows the expected savings from reducing the number of BAC mailpieces that will have to be forwarded over the three years of the Agreement.  Estimated savings are $0.7 million.

E. Reduction In The Cost Of Processing Standard Mail

As discussed previously, the Postal Service will offer BAC discounts for process improvements that cause an improvement in the read and accept rates for BAC’s Standard Mail volumes.  

Neither the Postal Service nor BAC have actual read and accept rates for BAC’s Standard Mail volume. The 96.9 percent accept rate is used in my calculations as a proxy baseline for BAC Standard Mail read and accept rates.
It is anticipated that improvements in read and accept rates for Standard Mail will result in delivery savings that parallel those for First-Class Mail.  Improvements will be measured in accord with the data collection plan and will be monitored by the Pricing Strategy group. 

1. Determination of baseline value

The baseline value from which incremental improvements in mail processing performance will be computed is a read/accept rate of 96.9 percent.  NSA § IV.F.2.  The read/accept rate is defined as the total number of Bank of America letter-rated Standard Mail mailpieces that are read and accepted during their first pass through Postal Service mail sorting equipment, divided by the total number of letter-rated Standard Mail mailpieces of Bank of America Mail that receive a first pass through Postal Service mail sorting equipment during the same quarter.  See NSA §§ IV.F.3.a and IV.F.3.b.

Neither the Postal Service nor BAC have BAC-specific data on current read and accept rates for BAC’s Standard Mail volume. The 96.9 percent accept rate derived from USPS-LR-L-110 is used in my calculations as an estimate for BAC Standard Mail read and accept rates.  

2. Baseline costs

The costs generated when Standard Mail is not read and accepted by Postal Service mail processing equipment are set forth in Appendix A.  The relevant values are based on USPS- LR-L-67 and 110 in Docket No. R2006-1.

3. Savings from improved performance

The mail processing savings and delivery savings were calculated in exactly the same manner as for First-Class Mail. The estimated cost savings are $9.8 million for mail processing and $1.6 million for delivery.

F. Reduction In The Cost of Disposing Of UAA Standard Mail

Unlike First-Class Mail, Standard Mail generally is disposed of when the Postal Service cannot deliver it as addressed.  The NSA will decrease the cost to the Postal Service of “wasting” of undeliverable Standard Mail.  As the NSA causes improvements in BAC’s address quality, a greater percentage of the Standard Mail entered by BAC will be deliverable as addressed, and a smaller share will require disposal by the Postal Service as undeliverable.  The tab titled “Standard UAA” of Appendix A shows the expected savings from the reduction in the number of BAC mailpieces that would be wasted over the three years of the Agreement.  These results were derived as follows: 

1. Determination of baseline value

The baseline value from which incremental improvements in UAA rates for Bank of America Standard Mail are determined is a UAA rate of 6.4 percent.  NSA § IV.G.2.  This is the system-wide average in FY 2004 for all Standard Mail of all shapes and subclasses as reported in Table 2.3 of Library Reference USPS-LR-L-61. The same Library Reference also reports a UAA rate of 7.8 percent for automation (as opposed to presorted or ECR) Standard Mail and 7.5 percent for all subclasses of Standard Mail that are Letter/Card shaped.

2. Baseline costs

The unit costs of disposing of UAA Standard Letter Mail are the only savings from decreasing UAA rates for Standard Mail.

3. Savings from improved performance

Lower UAA rates will lead to lower disposal costs for Standard Mail. The improvement from one year will feed into the savings in the out-years.

An additional value component for Standard Mail UAA is based on the revenue from the ACS notices. As noted previously, BAC receives incentives for lowering UAA rates for Standard Mail, however the fees for the ACS notices are always greater than the rate incentives under the NSA.

V. RATE DESIGN

A. Passthroughs

As described above, I calculated the cost savings from improvements in mail processing performance for both First-Class Mail and Standard Letter Mail, reductions in returns and forwards for First-Class Letter Mail, and reductions in the wasting of UAA Standard Mail.  Based on these cost savings, the Bank and the Postal Service negotiated rate schedules providing discounts at the various improvement levels.
B. Rate Schedules

The rate incentives offered by the Postal Service to BAC in this NSA are set forth in Sections IV.C.1, D.1, E.1, F.1 and G.1 of the NSA (Attachment F to the Postal Service’s Request), and will be published in the Domestic Mail Classification Schedule (“DMCS”) as Rate Schedules 630A through 630E (Attachment B to the Postal Service’s Request). 

VI. Financial Analysis

A. Financial Model

Appendix A contains the financial model used to evaluate the benefits of the NSA to the Postal Service.  In previous NSAs, the value of the Agreement to the Postal Service depended largely on anticipated changes in mail volume as the result of negotiated financial incentives.  Here, the value of the Agreement is based on measured improvement in specific mail quality variables described above.
  The financial benefits of the Agreement to the Postal Service are generated from four main components of the Agreement: readability improvement, reduced forwarding, and reduced return and disposal of undeliverable mail.  

The actual value of the agreement can not be known with certainty until after the agreement is ended.  BAC has provided estimates of the improvements in address and mail quality of its mail over the life of the agreement.  See Jones Direct (BAC-T-1) at 17-18.  I have evaluated these projections and find them credible.  Based on the above assumptions, I estimate that the NSA will provide a positive increase in contribution to the Postal Service of $5.5 million dollars, net of incentives, over the proposed three year life of this Agreement.

B. Sensitivity Analysis 

As indicated above, the actual value of the NSA – or of any NSA for that matter - cannot be measured precisely until after the Agreement is complete.  I have estimated that value at $5.5 million dollars, net of incentives over the proposed three year life of this Agreement. 
VII. DATA Collection plan

Measuring improvements against a baseline will require that the Postal Service monitor the baselines and key assumptions in estimating cost savings to ensure that the expected cost savings are realized.  The Postal Service intends to monitor the following items:

1. Volume of First-Class Mail solicitations by rate category in eligible BAC permits accounts.

2. Volume of First-Class Mail customer mail by rate category in eligible BAC permit accounts.

3. Volume of Standard Mail solicitations by rate category in eligible BAC permits accounts.

4. BAC Confirm delivery and processing reports.

5. BAC First-Class Mail read and accept rate volume.

6. BAC Standard Mail read and accept rate volume.

7. First-Class Mail return and forwarding volume.

8. Standard Mail UAA volume.

9. Volumes of First-Class Mail bearing the ACS endorsement that are physically returned to BAC.

10. Number of electronic address correction notices provided to BAC for Bank of America First-Class Mail that is forwarded or returned. 

11. Number of electronic address correction notices provided to BAC for Bank of America Standard Mail that is UAA.

12. Calculation of forward and return rates for BAC First-Class Mail volumes.

13. Calculation of UAA rate for BAC Standard Mail volumes.

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

15. As part of each data collection plan report, the Postal Service will provide an evaluation of the impact of the agreement on contribution.

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

17. Reporting of FAST scores for BAC.  
VIII. COMPETITIVE IMPACT ANALYSIS 

When the Commission first announced that it would consider NSA proposals, concern was expressed about the potential for NSA discounts to harm competition between the mailer co-proponent of the NSA and competitors of that mailer.  These concerns have not been borne out by experience.  The Commission has not found that any of the NSAs previously submitted to it for approval would injure the competitors of the co-proponent.  See Capital One NSA, PRC MC2002-2 Op. & Rec. Decis. ¶¶ 5048, 7017-23; Bank One NSA, PRC MC2004-3 Op. & Rec. Decis. ¶¶ 6112-6116; Discover Financial Services NSA, PRC MC2004-4 Op. & Rec. Decis. at 43-44.  Indeed, in no such case has any competitor of a co-proponent offered any claim of injury.  To the contrary, trade associations that include such competitors (e.g., American Bankers Association, Association for Postal Commerce, Direct Marketing Association and National Postal Policy Council) have been consistently supportive of the proposed NSAs.  See Capital One NSA, PRC MC2002-2 Op. & Rec. Decis. ¶ 5048; Bank One NSA, PRC MC2004-3 Op. & Rec. Decis. ¶¶ 6115-6116; Discover Financial Services NSA, PRC MC2004-4 Op. & Rec. Decis. at 44.

The same finding is warranted here.  The incentives offered by the Postal Service in this NSA are not intended to increase the volume of BAC’s mail, and are not expected to produce a measurable effect on the number or types of accounts that BAC may acquire through the mail during the three year Agreement.  The savings that will accrue to BAC under the NSA are likely to be modest.  In my analysis, I have estimated savings to BAC of $23 million.  By contrast, BAC’s total spending on postage over the life of the NSA is likely to be more than $2.3 billion dollars.  The potential savings from the NSA are also likely to constitute an even smaller share of total BAC costs and revenue.  As BAC witness Jones points out (BAC-T-1 at 3), BAC had total revenues of $57 billion in 2005.  

Finally, the Postal Service recognizes an affirmative obligation to make comparable terms available to companies that are deemed functionally equivalent, thus obviating the possibility that any competitor of BAC need be affected by the Agreement. For all of these reasons, competitors of the co-proponent are not expected to be impacted by the NSA. 

In addition, because this NSA involves letter-rated First-Class Mail and Standard Mail, there should be virtually no impact on competitors of the Postal Service, which do not provide these particular services.

IX. THE PROPOSED PRICES ARE CONSISTENT WITH THE CRITERIA OF THE ACT

Title 39, former Section 3623, requires that the Commission evaluate proposed changes in the classification schedule in accordance with the policies of the Title and the following factors:

· the establishment and maintenance of a fair and equitable classification system for all mail;

· the relative value to the people of the kinds of mail matter entered into the postal system and the desirability and justification for special classifications and services of mail;

· the importance of providing classifications with extremely high degrees of reliability and speed of delivery;

· the importance of providing classifications which do not require an extremely high degree of reliability and speed of delivery;

· the desirability of special classifications from the point of view of both the user and of the Postal Service; and

· such other factors as the Commission may deem appropriate.

Former Section 3622(b) requires that postal rates and fees reflect the policies of the Postal Reorganization Act, and accord with the following factors:

1. the establishment and maintenance of a fair and equitable schedule;

2. the value of the mail service actually provided each class or type of mail service to both the sender and the recipient, including but not limited to, the collection, mode of transportation, and priority of delivery;

3. the requirement that each class of mail or type of mail service bear the direct and indirect postal costs attributable to that class or type plus that portion of all other costs of the Postal Service reasonably assignable to such class or type;

4. the effect of rate increases upon the general public, business mail users, and enterprises in the private sector of the economy engaged in the delivery of mail matter other than letters;

5. the available alternative means of sending and receiving letters and other mail matter at reasonable costs;

6. the degree of preparation of mail for delivery into the postal system performed by the mailer and its effect upon reducing costs to the Postal Service;

7. simplicity of structure for the entire schedule and simple, identifiable relationships between the rates or fees charged the various classes of mail for postal services;

8. the educational, cultural, scientific, and informational value to the recipient of mail matter; and

9. such other factors as the Commission deems appropriate.

The Postal Accountability and Enhancement Act (H.R. 6407, Pub. L. 109-435) gives continued effect to these provisions until the Commission adopts rules implementing the legislation.  I believe the conclusions presented in the Capital One NSA Docket are also applicable to the BAC NSA:

…the Postal Service believes that by negotiating directly with individual customers, it may be possible, through negotiated service agreements such as the one submitted here, to more accurately present prices that represent the value that the user places on the service being provided (pricing criterion 2) for mail classifications that are desirable to the mailer and the Postal Service (classification criterion 5).  In this case, the Postal Service has directly negotiated with the sender of the mail to arrive at classifications and prices that the Postal Service considers to be fair and equitable (classification criterion 1 and pricing criterion 1).  As indicated in the testimony of witness Crum, there can be no doubt that the prices presented in this case will cover the costs of providing the service (price criterion 3).  In fact, the address improvement steps that Capital One has agreed to will serve to lower the costs currently borne by other customers (pricing criterion 6).  For this reason, the classifications and prices presented in this agreement confer beneficial effects on the general public and other ratepayers (classification criterion 1 and pricing criterion 1).  The proposed rates do not have an adverse impact on the rates paid by the general public, or other business mail users (pricing criterion 4).  The proposed declining block rate structure is relatively simple and maintains a transparent, identifiable relationship between volume levels and applicable rates and fees (pricing criterion 7).  

Docket No. MC2002-2, USPS-T-2, page 9, line 36, to page 10, line 15. 

The per-unit incentives offered to BAC under this Agreement are small, such that there is no reason to  believe that the customer-specific rates offered to BAC will fail to cover the costs associated with BAC’s mail, thus meeting pricing criterion 1, which concerns fairness and equity, as well as pricing criterion 3, which addresses the requirement to cover all costs.  

Criterion 6 is the central basis for this NSA.  Under the terms of the Agreement, BAC is agreeing to engage in a degree of preparation that far exceeds existing or planned requirements, and through negotiation we have arrived at incentives that I believe fairly reimburse BAC for its efforts only to the extent it is successful in reducing costs to the Postal Service.  The other criteria of former Section 3622(b) are satisfied as well.  In particular, the per-unit incentives offered to BAC under this Agreement are small, so there is no reason to believe that the customer-specific rates offered to BAC will fail to cover the costs associated with BAC’s mail.  

Finally, although I understand that the new ratemaking provisions of the Postal Accountability and Enhancement Act will not take effect over former Sections 3622 and 3623 until the Commission establishes standards and procedures to implement the new legislation, it is certainly worth noting that 39 U.S.C. § 3622(b)(13), as amended, will require that rates reflect consideration of “the value to the Postal Service and postal users of promoting intelligent mail and of secure, sender-identified mail.”
X. Summary and Conclusions

As the Postal Service continues to conduct NSA discussions with customers, it expects to find more and more instances where contractual agreements offer some inherent advantages.  In the instant case, the ability to negotiate directly with one of its largest customers has led to a mutually beneficial model that I believe will allow the Postal Service to:

· Achieve cost savings from mailer efforts at the lowest possible combined cost to the mailer and the Postal Service.  

· Test price incentives for mail quality that could be applied more generally.

· Acquire voluminous operations, volume, service, and customer information that may help improve USPS operations and service.

· Learn about the capabilities and enhancements of IMAQ and seamless acceptance in a controlled setting with important contractual protections.

The Postal Regulatory Commission should recommend the proposed NSA as it has been proposed.  It will reduce the Postal Service’s costs and because no incentives are paid to BAC unless it attains the agreed upon improvements, the financial risk to the Postal Service and to rate payers is minimal.

� Functionally equivalent NSAs include Docket Nos. MC2004-3 (Bank One Corporation), MC2004-4 (Discover Financial Services, Inc.), and MC2005-2 (HSBC North American Holdings Inc.).  The Commission recommended extending the Capital One NSA for one year in Docket No. MC2006-6.  Docket No. MC2005-3 (Bookspan) was litigated under the PRC’s rules for baseline NSAs.


� Business reply mail service, defined in Domestic Mail Manual (“DMM”) 507.8.0 et seq., enables a permit holder to receive First-Class Mail and Priority Mail back from customers; the mail owner pays postage and a per piece fee only for the mailpieces returned.


	QBRM is a subset of Business Reply Mail available for specific automation-compatible letter-rated mailpieces.  Mailpieces that qualify as QBRM receive a lower automation postage rate and reduced per piece fees than ordinary BRM.  See DMM 507.8.2-8.4. 


Courtesy reply mail, defined in DMM 201.3.14.2, consists of reply mail other than BRM or meter reply mail (“MRM”) enclosed in other mail, with or without prepayment of postage, for return to the address on the reply piece.


� There is, of course, a volume element to the Agreement, as the total savings potential is a function of the quantity of mail that BAC sends during the life of the Agreement.  The critical difference between the proposed NSA and previous NSAs, however, is that the net contribution to the Postal  Service from the proposed NSA will be positive regardless of the accuracy of the volume projections.
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