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Introduction and Summary

In these comments the Parcel Shippers Association (PSA) responds to PRC Order No. 26 issued on August 15, 2007.  That Order proposes regulations to establish a system of ratemaking.   In this Order, the third in a series of orders designed to establish regulations implementing a modern system for regulating rates and classes, the Commission outlines how it intends to administer various provisions of the PAEA.   In Order 30, the Postal Regulatory Commission (Commission) asks for comments by September 24, 2007.  
While PSA comments argue for certain changes in the proposed rules, PSA otherwise strongly endorses the rules and congratulates the Commission on their comprehensiveness, clarity, and wisdom.  PSA believes that it is rare that regulatory rules so closely capture the intent and spirit of legislation.  Also, the due and deliberate speed with which the Commission has crafted the rules will permit the Postal Service to proceed with increases under the PAEA rather than a rate case under the “PRA”.  We are further pleased that the rules will also allow the Postal Service to proceed with changes in the competitive products rates, hopefully, coincident with the implementation of market-dominant rates.

The following comments are intended to cause the Commission to make changes in the proposed rules that would avoid what we believe are unintended consequences.

These comments address the following aspects of the rules:

1.
The consequences of the “appropriate share” requirement, should there be unexpected volume declines in competitive products due to factors such as the actions of competitors over which the Postal Service has no control;

2.
Further amplification of the circumstances in which a rate decrease would trigger the necessity of a more fulsome filing of information by the Postal Service;

3.
A reexamination of the concept of “product” with respect to contract rates negotiated by the Postal Service for competitive products in order to meet competition; The Commission’s proposal that each contract rate would be a “product” we believe would erect competitive barriers to the Postal Service’s ability to survive in the competitive marketplace;

4.
Should contract rates be deemed to be separate competitive products, we believe that the filing requirements that attend such a determination, particularly because there would be no data to support volume estimates, would be unnecessary in order to ensure that the contract met the cost coverage requirements.

1. The Appropriate Share Requirement
While we are pleased with the Commission’s approach and rationale, PSA has significant concerns regarding the proposed “appropriate share” rule (§3110.7(c)), which requires that “[a]nnually, on a fiscal year basis, the appropriate share of institutional costs to be recovered from competitive products collectively is, at a minimum, 5.5 percent of the Postal Service’s total institutional costs.”  This section discusses our concerns and recommends specific changes to address them.
Unlike a minimum percentage markup requirement (which is largely independent of competitive product mail volumes)
, the ability of competitive products to contribute a specified share -- 5.5 percent in the Commission’s proposed rules -- of the Postal Service’s total institutional costs is highly dependent on the volume of competitive products in general and of Priority Mail and Express Mail (which together accounted for more than eighty percent of the contribution of competitive products in both FY 2005 and FY 2006
) in particular.  This significant dependency is of particular concern for two reasons.  
First, competitive product volumes are dependent on a number of factors that are unrelated to postal pricing and that are completely beyond the Postal Service’s control, such as economic conditions (e.g., sales, employment), time trends, and competitor prices.  Docket No. R2006-1, USPS-T-7 (Thress) at 145, 158, 181.  In fact, the elasticity of Priority Mail volumes with respect to competitor prices (1.383) is higher in absolute value than Priority Mail’s own-price elasticity (-1.023). Id. at 166.
  This suggests a dependency on the pricing decisions of USPS competitors that seems entirely inappropriate.
Second, while Priority Mail and Express Mail volumes have recovered recently, FY 2006 volumes for these products are still significantly lower than in FY 2001, suggesting that these competitive product volumes may be on a downward trajectory over the long term.  Specifically, Priority Mail volumes dropped by 17 percent, from 1.1 billion pieces in FY 2001 to 924 million pieces in FY 2006.  Express Mail volumes decreased 19 percent, from 69 million pieces in FY 2001 to 56 million in FY 2006.  During this same period, total mail volumes increased by three percent.
  Similar decreases in Priority Mail and Express Mail volumes over the next few years would put the Postal Service in a precarious position. 
This problem is magnified because the 5.5 percent appropriate share requirement provides no reasonable margin of safety to account for the risks discussed above.  Rather than setting the appropriate share requirement below historical levels that would build in such a margin and provide the Postal Service with some limited downward pricing flexibility, the proposed appropriate share requirement is equal to competitive products’ average historical (FY 2005 and FY 2006) share.
   An illustration demonstrates our concern.  Under §3110.7(c), if competitive product volume dropped significantly (e.g., due to competitor pricing decisions aimed at expanding their market share), competitive products would still need to pay for at least the same share of institutional costs as they paid in FY 2005 and FY 2006 despite a much smaller competitive product revenue base.  In such a situation, to comply with §3110.7(c), USPS would be forced to significantly increase rates for competitive products and thus further erode its meager share in the competitive product marketplace, jeopardizing the remaining contribution from these products.  This realistic possibility is not only of concern to users of competitive products, but also to users of market-dominant products (as they have explained in their comments in this proceeding).
MOAA is concerned primarily with the market-dominant products, but competitive products have been, and must continue to be, a vital part of the mail if the Postal Service is to survive in the harsh environment that it faces: structural cost increases (increasing numbers of delivery points) and volume decreases (diversion to the internet and other alternatives). The institutional costs contribution must be set at a level low enough to enable the Postal Service to actually compete. As discussed in MOAA’s earlier comments, the Postal Service has been given no increased control over its labor costs and it is essential that the competitive products not be burdened with a share of institutional costs that will prevent competition. The danger to the market-dominant products is not setting the share of institutional costs for competitive products too low, but rather driving competitive products out of the system by setting a share that is too high.
MOAA Comments (June 18, 2007) at 2-3.

Our earlier comments explained that all mailers, even those in the market-dominant category, have a stake in the success of the Postal Service’s competitive products. Even if given ample regulatory leeway, the Postal Service faces daunting challenges in the competitive-product arena, not the least of which are to upgrade its technology and infrastructure as well as its service performance to meet the standards of the dominant competitors in the marketplace. Pricing flexibility is critical; without it, the Postal Service faces the prospect of being driven out of the market – to the detriment of all mailers.
Advo Comments (June 18, 2007) at 9.
The members of ANM and MPA rely primarily on market dominant products. Except for question 8(c), our comments have not discussed the standards for pricing competitive products. We wish to add our support, however, to the comments that advocate pricing flexibility for competitive products, and our opposition to the imposition of artificial regulatory constraints on the Postal Service’s ability to compete on price with rival carriers…The risk that the Postal Service will respond to competition by pricing below contribution-maximizing levels is of far less concern than the risk that constraints on downward pricing flexibility will inadvertently harm competition and ratepayers and reduce the Postal Service’s contribution by handcuffing the ability of the Postal Service to compete vigorously on price with private carriers. If that occurs, ratepayers generally—even those that use only the Postal Service’s market dominant products—will be worse off. For this reason, light-handed Commission oversight over rates for competitive products is the wiser course.
ANM/MPA Comments (July 3, 2007) at 2-4.

PSA recommends two changes to §3110.7(c) of the Commission’s proposed rules to address the concerns described above.  First, PSA recommends that the appropriate share requirement be reduced to 4.5 percent of total institutional costs to provide a much-needed margin of safety to cushion against factors outside of the Postal Service’s control and unrelated to its pricing for competitive products causing it to fall out of compliance.  Reducing the appropriate share requirement to 4.5 percent of institutional costs would allow the Postal Service to accommodate a volume drop similar to that experienced between 2001 and 2006 for Priority Mail and Express Mail and still comply with §3110.7(c).  An added benefit is that -- consistent with the recommendations of Advo, MOAA, and ANM/MPA -- it will allow the Postal Service a limited amount of downward pricing flexibility to effectively compete.
  

Further, PSA submits that there is little chance that slightly reduced rates (if, in fact, they come to fruition in response to a lower appropriate share requirement) would tilt the playing field unfairly towards the Postal Service.  As the Commission accurately noted in Order No. 26 (para. 3058), “the Postal Service’s market share is relatively small.”  PSA sees no indication that the rate reductions made possible by a 4.5 percent appropriate share requirement will allow the Postal Service to dramatically increase this share.

Second, the statute is silent as to the time period over which the appropriate share requirement be met.  §3633(a)(3).  PSA recommends that the appropriate share requirement be implemented as a multi-year, “over time” requirement.  Rather than having to meet the appropriate share requirement annually, USPS would have to meet it, on average, over time.  In particular, PSA suggests that the Commission consider requiring that the Postal Service meet the appropriate share requirement, on average, for every three-year period.  This approach is consistent with the multi-year averaging method used by the Commission to develop its proposed appropriate share percentage.  In fact, in FY 2005, one of the two years used to develop the historical average competitive product share of contribution, the Postal Service would not have met the 5.5 percent appropriate requirement if it applied on an annual basis.


In addition to being consistent with the multi-year averaging approach used by the Commission to develop the appropriate share percentage , Order No. 26, para. 3059, the multi-year approach has two distinct advantages.  It smoothes economic cycles and potential cost spikes, ensuring that the Postal Service does not fall out of compliance simply due to general economic problems (e.g., fuel cost spikes).  Second and more importantly, it provides the Postal Service more flexibility to respond to short-term market conditions while still ensuring that the Postal Service makes an appropriate contribution over the long term.  
Such short-term flexibility is critical to ensuring the Postal Service is allowed to play on a level playing field.  Otherwise, competitors could force the Postal Service to cede markets through aggressive short-term discounting, knowing that the Postal Service would not have the downward pricing flexibility to meet those prices, even temporarily.  Since it is much more difficult to take back business once it has been lost than to retain it, the lack of short-term flexibility will have significant long-term repercussions on the Postal Service and potentially diminish competition in the parcel shipping industry.
2. Definition of Rate Decrease

In §3110.3 of its proposed rules, the Commission proposes more detailed and burdensome filing requirements for decreases in competitive rates of general applicability than for increases in these rates (§3110.2).  The basis for this differentiation is that rate decreases raise potential issues regarding compliance with § 3633 of the PAEA that are not raised by rate increases.  The rule, however, is unclear regarding the conditions under which the filing requirements of §3110.3 will be invoked:  For example, is it when the rate in any rate cell is decreased?  Is it when the average rate for a product is decreased?

PSA submits that §3110.3 should be applied only when the average rate for a product will decrease, not when the rate in a particular rate cell will decrease.  This is appropriate because the product level is the most disaggregated level at which §3633 of the PAEA (and the corresponding §3110.7 requirements) applies.  Given the level at which the §3633 standards apply; the rate offered in a particular rate cell has no direct effect on compliance.  Thus, a decrease in a particular rate should not, by itself, trigger the more significant filing requirements.
Similarly, PSA submits that a rate decrease for a particular product should only trigger the §3110.3 filing requirements for that product, not for all competitive products.  For example, if USPS proposes a rate increase for Parcel Select, but a decrease in the overall rate for Priority Mail, the §3110.2 filing requirements should apply to Parcel Select and the §3110.3 requirements to Priority Mail.  This is because the potential product-specific cost coverage issues (§3633(a)(2)) raised by rate decreases only apply to the specific product.  
Further, the §3110.3(c)(2) requirement that the Postal Service file “[a] certified statement by a representative of the Postal Service attesting to the accuracy of the data submitted, and explaining why, following the change, competitive products in total will be in compliance with 39 U.S.C. §§ 3633(a)(1) and (3)” is sufficient to ensure that a rate decrease for a particular product does not cause the Postal Service to fail to meet the §§ 3633(a)(1) and (3) financial requirements imposed on competitive products as a whole.

3. Definition of a Product

PSA urges the Commission to reconsider its blanket classification of each and every contract rate
 as a separate product. Order No. 26, footnote 75.  While it is theoretically possible that such a classification may be appropriate in certain situations, (although we can think of none), PSA submits that many contract rates will be more similar to rate cells within products of general applicability (e.g., Priority Mail or Parcel Select), rather than to distinct and separate products themselves.  Thus, in these instances, contract rates should be treated similarly to rate cells; i.e., as separate rates within a product, rather than as separate products.
For example, the Postal Service could negotiate a contract rate with a shipper under which the Postal Service offers a discounted rate in exchange for a mailer committing to containerize its destination Bulk Mail Center-entered (DBMC) Parcel Select parcels (e.g., on pallets) in a manner that reduces Postal Service costs.  Just as for different rate cells, this contract rate would be based on a variation within a cost characteristic (e.g., degree of preparation), not due to the existence of a separate distinct cost characteristic.  As the Commission explained for rate cells in Order No. 26:
Rate cells generally reflect cost differences, but that is not the same as having separate distinct cost characteristics. There are myriad cost driving factors, e.g., degree of preparation, density, weight, shape, distance, and type of delivery, that may be characterized as cost characteristics. Rate cells identify variations within characteristics such as zoned rates, or levels of presortation.  

Order No. 26, para. 3068. 
We thus urge the Commission to refrain from classifying each contract rate as a separate product.  In the unlikely case that it is truly a distinct product, the Commission could make that determination on a case-by-case basis.  Further, we are concerned that classifying each contract rate as a separate product would be administratively problematic (just as the Commission found would be the case if each rate cell was classified as a product).  As the Commission explained in its Order:

Thus, under [OCA’s] reading, every competitive rate cell must cover its attributable costs. The Commission does not construe section 102(6) so narrowly….OCA’s system would be impractical to implement and impossible to administer.
Order No. 26, Para. 3067-8. 
As PSA explained in previous comments, contract rates are the rule, not the exception, for the Postal Service’s competitors in the bulk parcel delivery sector.  PSA Comments (June 18, 2007) at 11-12. If the Postal Service is to be truly given the freedom to compete in this industry, PSA submits that the number of contract rates established for bulk parcel delivery will substantially exceed the number of NSAs in effect today and the number of competitive products – ten (excluding contract rates) – specifically identified in Order No. 26 (para. 3073).  Administrative requirements resulting from classifying each of many contract rates as a product will also be impractical.  Thus, the same “rule of reason” (Order No. 26, para. 3069) that the Commission invokes for not defining each rate cell as a separate product would suggest that contract rates only be defined as separate products when they are unequivocally so.
  (As noted, we can think of none since they would have to be distinct from existing products, not just tailored versions of them).
Further, if the Commission determines that a contract rate between the Postal Service and a shipper is a separate product, PSA submits that the Commission would have to evaluate compliance with §3633(a)(2) of the PAEA – the requirement that “each competitive product covers its costs attributable” – for the contract as a whole, not for individual components.
  For example, assume that a contract rate includes Priority Mail, Parcel Select, and Parcel Return Service.  To satisfy §3633(a)(2) of the PAEA, it is sufficient that the revenue from the contract rate as a whole covers its attributable costs.  Each individual component – e.g., the Priority Mail portion of the deal – need not do so.

4. Filing Requirements for Contract Rates
PSA recommends two changes to the proposed filing requirements when the Postal Service establishes rates and classes not of general applicability, which include contract rates.  First, proposed § 3110.5(c)(1) requires the Postal Service to file “[s]ufficient annualized revenue and cost data to demonstrate that each affected competitive product will be in compliance with 39 U.S.C. § 3633(a)(2).”  PSA reads this rule as requiring that the Postal Service file total cost and revenue data by year associated with the contract rate.  
PSA is concerned that, in some instances, this filing requirement will present an unnecessary obstacle to establishing contract rates.  In particular, PSA expects there will be instances where the Postal Service has reasonable proxies of the unit cost (e.g., based upon systemwide cost models) and unit revenue for a particular contract rate, but is unable to estimate mail volumes associated with the deal, e.g., because volumes will be affected by the unknown reaction of the Postal Service’s competitors to the contract rate.
  In such instances, the Postal Service would not be able to meet the Commission’s filing requirements because, lacking the necessary volume estimates, it could not estimate total costs and revenues.  Thus, under § 3110.5(c)(1), USPS presumably could not enter into the contract rate.
This would be inappropriate in instances where unit revenue and unit cost data are sufficient to prove compliance with §3633(a)(2) of the PAEA.  For example, assume that a contract rate (which the Commission has determined to be a product) includes (a) only one rate cell; (b) the rate charged is $1.50; and (c) the product’s unit cost is $1.  Clearly, this contract rate complies with §3633(a)(2) because the contract’s revenue will exceed its cost regardless of the volume.  Similarly, assume that the contract rate includes a declining block rate under which the rate drops from $1.50 to $1.10 as mail volume increases.  While volume data would be necessary to determine the precise unit contribution, it is not needed to determine whether the contract complies with §3633(a)(2) because even the lowest declining-block rate exceeds the product’s unit cost.
There are likely to be many other instances where annualized cost and revenue are unnecessary to make a prima facie showing
 that a contract rate complies with §3633(a)(2).  For example, given the significant contribution of Express Mail (estimated at $7.71 per piece in Docket No. R2006-1),
 it is obvious that a contract rate offering a $1 per piece discount will comply with § 3633(a)(2).  Thus, the filing requirement should be minimal for such a contract.
To facilitate the establishment of  contract rates for competitive products, PSA recommends that “annualized cost and revenues” be deleted from § 3110.5(c)(1) so that the Postal Service is only required to file “[s]ufficient data to demonstrate that each affected competitive product will be in compliance with 39 U.S.C. § 3633(a)(2).”  This will eliminate superfluous reporting requirements and unnecessary obstacles to establishing contract rates.
Second, PSA recommends deleting the §3110.5(c)(2) requirement that USPS explain “why, following the change [in a rate or class not of general applicability], competitive products in total will be in compliance with 39 U.S.C. 3633(a)(1) and (3)” when it establishes rates or classes not of general applicability.  The requirements of §3633(a)(1) and (3) apply to competitive products as a whole, not to individual competitive products or rate cells.  Since individual contract rates and other rates and classes not of general applicability will only apply to a portion (and, in most instances, a very small portion) of the competitive mailstream, whether the Postal Service complies with §3633(a)(1) and (3) will generally be driven by factors unrelated to the rate or class not of general applicability, such as Priority Mail and Express Mail volumes.  Thus, PSA suggests that it would be inappropriate and redundant to require the Postal Service to address and, presumably, the Commission to review these factors whenever a rate or class not of general applicability is established.
5. Disclosure Requirements for Contract Rates

Finally, PSA strongly supports the Commission’s statement that “disclosure [of rates and fees for contract rates is not required because of the probability that these rates and fees may be subject to confidentiality requirements.”  Order No. 26, para. 4016.  In addition to safeguarding parcel shippers’ proprietary information, confidentiality is critical to allowing the Postal Service to effectively compete.  Requiring the disclosure of the details of contract rates would allow the Postal Service’s competitors to undercut the Postal Service’s contract rates wherever profitable, placing the Postal Service at a significant competitive disadvantage.  
Conclusion

While we have recommended changes in the rules, PSA believes that, with the changes we recommend, the rules would achieve the following:

· Give the Postal Service an opportunity to compete in the expedited and package delivery markets and in international markets.
· Reflect the opinion of mainstream economists that the means to prevent cross-subsidization is as the rules propose.

· Compliant with PAEA, the rules would “ensure that all competitive products collectively cover what the Commission determines to be an appropriate share of the institutional costs of the Postal Service,” and would allocate the institutional costs of the Postal Service appropriately between market-dominant and competitive products.

· Allow the Postal Service to set rates for competitive products closer to socially-optimal levels in order to increase consumer surplus.

· Recognize that the Postal Service is the only provider of universal service and therefore any increase in Postal Service rates, resulting from an unreasonable mark-up due to “appropriate share”, would be felt most by those consumers not effectively served by Postal Service competitors.

· Enable the Postal Service to negotiate contract rates for competitive products that are analogous to, if not equal to, the ability of their competitors to do deals.

· Lastly, the rule which allows the Postal Service not to disclose the rates for negotiated contracts will help ensure that Postal Service will be on an even playing ground in its attempts to compete with competitors.
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� While the percentage markup is unaffected by absolute mail volumes because changes in volume would have a proportional effect on revenues and attributable costs, the average markup on competitive products is affected by the mix of competitive products.  All else being equal, if volumes of high-markup competitive products drop, the average markup would also drop.  Thus, there is an indirect relationship between competitive product volumes and the average markup on competitive products. 





� Order No. 26 Workpapers, Comp contribution share 05&06.xls.





� For Destination Entry Parcel Post (“Parcel Select”), which accounts for the vast majority of Bulk Parcel Post volume, the elasticity with respect to competitor prices (1.331) is similar in absolute value to Parcel Select’s own-price elasticity (-1.399).  USPS-T-7 (Thress) at 185.  The significant impact that competitor pricing can have on competitive product volumes can be seen from the noticeable decline in FY 2004 Parcel Select volume per adult that resulted (without any change in USPS rates) from UPS’ introduction of UPS Basic.  PSA Comments (May 7, 2007) at 3, fn. 1.  Given the similar elasticities of Parcel Select and Priority Mail with respect to competitor prices, the impact of UPS Basic on competitive product mail volume is a cautionary tale for Priority Mail as well as Parcel Select.  





� FY 2001 and FY 2006 United States Postal Service Revenue, Pieces, and Weight (RPW) reports.  





� One could argue that the Commission has provided a margin of safety by basing the appropriate share requirement on historical contribution figures (which are lower than Test Year figures from Docket No. R2006-1).  PSA, however, respectfully disagrees because the Postal Service has historically had difficulty achieving the contribution levels for competitive products that were projected in rate cases, UPS Comments (June 18, 2007) at 10, at least partially due to competitive pressures.  Thus, historical figures (not rate case projections) provide the best estimate of the contribution of competitive products.  Use of historical figures for establishing baseline contribution levels is also consistent with the proposed use of historical volumes to calculate the percentage change in rates for market-dominant classes of mail.  


§ 3100.23.


� Of course, since there is no ceiling on rates for competitive products, USPS has significant flexibility to increase rates to whatever levels the market will bear.


� This is because competitive products only accounted for 5.4 percent of total contribution in FY 2005.


� As in previous comments, PSA uses the term “contract rate“, rather than negotiated service agreement (NSA), to refer to customized agreements between the Postal Service and individual shippers for the provision of competitive products.  Contract rate is the term used in the parcel shipping industry for such agreements, which are the primary way that bulk parcel shippers do business with USPS competitors.  We also use the term “contract rate” to differentiate the purpose of contract rates for competitive products from the purpose of NSAs for market dominant products.  PSA submits that, unlike market dominant products where there is presumably little competition, the primary purpose of contract rates for competitive products is to allow the Postal Service to compete on a level playing field with its competitors.  


� Further, when developing annual reporting requirements for competitive products, the Commission should keep in mind the likely (and, PSA would add, beneficial) proliferation of contract rates for competitive products.





� If the contract rate is not a separate product, there would be no need for the  Commission to separately determine compliance of the contract rate with §3633(a)(2). Rather, the costs and revenues for the contract rate would be included with all other costs and revenues for the “parent” product (e.g., Parcel Select, Priority Mail) into which the contract rate falls. Compliance with §3633(a)(2) would then be evaluated for the associated “parent” product.





� If the Commission continues to treat contract rates as separate products for purposes of §3633(a)(2), we assume this will not trigger the application of §3642, related to the introduction of new products. Such a result would lead to an absurd situation where contract rates which require only 15 days notice under §3632(b)(3) could be subject to time-unlimited procedures under §3642, Congress could not have intended this.


� On this point, PSA notes that the Commission has raised concerns regarding the quality of company-specific volume estimates presented in previous NSA proceedings.





� We note that even UPS has indicated that the purpose of filing information when establishing rates for competitive products is to make a prima facie showing of compliance with §3633(a) of the PAEA. UPS Comments (June 18, 2007) at 5. 





� R2006-1 Op., Appendix G at 1.
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