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�Workpaper

Additional Ounce Model



I.	Introduction



A.	Purpose of the Additional Ounce Model



	The purpose of the Additional Ounce Model is to allow alternative scenarios with a second and third ounce charge of 12 cents for First-Class workshared mail to be compared with the USPS R97-1 23 cent rate request.  The model includes test year calculations of revenue, costs, cost coverages, and USPS surplus/(deficiency).  Since the alternative proposal evaluated here in two scenarios relates to changes in the additional ounce charges for First-Class workshared mail (and corresponding changes in Standard A commercial mail rates), all of the detail in the Additional Ounce Model is for First-Class workshared and Standard A commercial mail.  Other types of mail which are not the focus of interest are not modeled in detail.



B.	Overview of the Structure of the Additional Ounce Model



	The Additional Ounce Model contains four basic sections:

Inputs (mail rates, economic and demographic data, revenue per piece, volume variable cost per piece, fixed weight indices, regression parameters, and other data from the USPS proposal in R97-1);

Mail volume and share forecasts;

Revenue and cost forecasts;  and

Cost coverage and surplus/(deficiency) calculation



Figure 1 provides an overview of the structure of the model.

�Figure 1

Overview of the Structure of the Additional Ounce Model
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C.	Data Sources



The data sources used in constructing the model are direct testimony, workpapers, library references, or interrogatory responses filed by the Postal Service in connection with Docket R97-1.



II.	Detailed Structure of the Additional Ounce Model



Level of Detail of Mail Types Included in the Additional Ounce Model



	The focus of the Additional Ounce Model is the effect of additional ounce charges for First-Class workshared on that type of mail and on Standard A commercial.�  Since the focus is on First-Class workshared and Standard A commercial mail, these types of mail are modeled in a high level of detail in rates, volumes, and revenues.  Other types of mail which are not the focus of attention are modeled in much less detail.  Table 1 shows the level of detail for types of mail in the Additional Ounce Model.



B.	Specific Calculations in the Additional Ounce Model



1.	Additional Ounce Model Input



a.	Key Rates and Discounts



	Each type of mail may have many different rates which apply to it.  The key rate is the major or indicative rate for that type of mail.  For example, First-Class single piece mail would pay a per piece rate of 33 cents under the USPS proposal in R97-1.  But this mail also may pay a nonstandard surcharge or a Hazardous Medical Materials charge.  In the Additional Ounce Model, the key rate would be 33 cents.  The other revenue collected from this type of mail is accounted for by another variable in the model, revenue per piece.



Included among the rates are those for ounces above the first.  Discounts are the difference between a benchmark rate and the rate of a particular mail type.  As an example, for First-Class 3-Digit Automation Letter, the benchmark rate is the First-Class Single Piece rate and the 3-Digit Automation Letter rate is this benchmark rate less the 3-Digit Automation Letter discount.

�Table 1

Mail Types in the Additional Ounce Model



First-Class

Letters and Flats - Single Piece

	Single Pieces

	Additional Ounces

PRM and QBRM Letters

Letters and Flats - Workshared

	Nonautomated Presort

	Automated Basic Letters

	Automated Basic Flats

	Automated 3-Digit Letters

	Automated 5-Digit Letters

	Automated 3/5-Digit Flats

	Automated Carrier-Route Letters

	Second Ounce

	Third Ounce

	Ounces Over Three

Stamped Cards

PRM and QBRM Cards

Private Cards

	Single-Piece Cards

	Nonautomated Presort Cards

	Automated Basic Cards

	Automated 3-Digit Cards

	Automated 5-Digit Cards

	Automated Carrier-Route Cards



Total Periodicals



Standard A

Single Piece

Regular

	Nonautomated Basic Letters

	Nonautomated Basic Nonletters

	Nonautomated Presort Letters

	Nonautomated Presort Nonletters

	Automated Basic Letters

	Automated Basic Flats

	Automated 3-Digit Letters

�Table 1 continued

Mail Types in the Additional Ounce Model



	Automated 5-Digit Letters

	Automated 3/5-Digit Flats

	Second Ounce

	Third Ounce

	Ounces Over Three

Regular Enhanced Carrier Route

	Automated

	Basic Letters

	Basic Nonletters

	High-Density Letters

	High-Density Nonletters

	Saturation Letters

	Saturation Nonletters

	Second Ounce

	Third Ounce

	Ounces Over Three

Standard Nonprofit

Standard Nonprofit Enhanced Carrier Route



Total Standard B



Priority Mail, Express Mail and Mailgrams



Postal Penalty and Free-for-the Blind



International Mail



Special Services



The key rates, additional ounce rates, and discounts for the USPS proposal in R97-1 are compiled from Request of the United States Postal Service for a Recommended Decision on Changes in Rates of Postage and Fees for Postal Services, Docket No. R97-1.  The rates for the alternative scenario are inputs I have made.

�b.	Additional Ounces



	Additional ounces for First-Class single piece and second, third, and over third ounces for First-Class workshared, and Standard commercial are included in the model with separate charges and revenues.�  In the case of First-Class workshared, and Standard A commercial, this allows different rates to be set for the second ounce, the third ounce, and ounces above three.  The number of pieces by weight are not statistics normally reported by the Postal Service.  However, the Postal Service has provided the necessary information for First-Class workshared and Standard A commercial mail as part of a Library Reference and in response to an interrogatory in this rate case�.



	In the Additional Ounce Model, the number of pieces is a count of the number of first ounces.  For First-Class single piece, the number of additional ounces in total is included in the model.  For First-Class workshared, Standard A Regular, and Standard A Enhanced Carrier Route, the number of second ounces, third ounces, and ounces above three are tracked separately.  For First-Class workshared and Standard A commercial, the number of second ounces is the number of pieces weighing at least two ounces and the number of third ounces is the number of pieces weighing at least three ounces.  The number of ounces above three is the total number of additional ounces less the number of second and third ounces.  The additional ounces variables in the model and their method of calculation are:

�First-Class single piece additional ounces	=

(First-Class single pieces)  X  (Ratio of First-Class single piece additional ounces to First-Class single pieces)



Second ounces of First-Class workshared or Standard A regular or�Standard A ECR	=

(Number of pieces of First-Class workshared or Standard A regular or Standard A ECR)  X  (Ratio of First-Class workshared or Standard A regular or Standard A ECR second ounces to First-Class workshared or Standard A regular or Standard A ECR number of pieces)



Third ounces of First-Class workshared or Standard A regular or�Standard A ECR	=

(Number of pieces of First-Class workshared or Standard A regular or Standard A ECR)  X  (Ratio of First-Class workshared or Standard A regular or Standard A ECR third ounces to First-Class workshared or Standard A regular or Standard A ECR number of pieces)



Ounces above three of First-Class workshared or Standard A regular or�Standard A ECR	=

(Number of additional ounces of First-Class workshared or Standard A regular or Standard A ECR)  -  (Number of second ounces of First-Class workshared or Standard A regular or Standard A ECR)  -  (Number of third ounces of First-Class workshared or Standard A regular or Standard A ECR)



	Number of additional ounces for First-Class single piece are obtained from Direct Testimony of David R. Fronk in Docket No. R97-1, Workpaper 1.  The number of second and third ounces are obtained from the revised attachment to MMA/USPS-T32-1 for First-Class workshared (see Table 2) and LR-H-182 "Standard Mail (A) Unit Cost by Weight Increment," Table 1 for Standard A (see Table 3).  The number of ounces above three for First-Class workshared, Standard A Regular, and Standard A Enhanced Carrier Route is the total number of additional ounces for each type less the number of second and third ounces.  The additional ounce data are shown on page 13 of the model tables shown in Technical Appendices A.1 and A.2 to this workpaper.



Table 2

First-Class Workshared Volume by Weight Increment

(Base Year 1996)





	Mail Volume (Thousands)

Ounces	3/5 Presort	Carrier Route	Total	Percent of Total Pieces

0-1	35,035,316	2,693,864	37,729,180	96.60%

1-2	830,982	134,060	965,042	2.47%

2-3	243,472	12,644	256,116	0.66%

3-4	55,646	1,403	57,049	0.15%

4-5	14,536	1,015	15,551	0.04%

5-6	10,126	507	10,633	0.03%

6-7	6,804	56	6,860	0.02%

7-8	5,871	56	5,927	0.02%

8-9	4,538	24	4,562	0.01%

9-10	3,750	2	3,752	0.01%

10-11	2,509	13	2,522	0.01%

Total	36,213,550	2,843,644	39,057,194	100.00%



Source:  Revised Attachment to MMA/USPS-T32-1.

�Table 3

Standard A Regular and ECR Volume by Weight Increment�

(Fiscal Year 1996)





Weight	Mail Volume (Thousands)	Percent of Total Pieces

Inc. (Oz)	ECR	Regular	ECR	Regular

1	11,884,976	19,888,875	36.98%	49.75%

2	6,618,447	8,310,370	20.59%	20.79%

3	6,100,688	4,143,309	18.98%	10.36%

4	3,024,681	3,025,509	9.41%	7.57%

5	2,352,129	1,615,153	7.32%	4.04%

6	1,145,220	904,275	3.56%	2.26%

7	495,384	546,745	1.54%	1.37%

8	176,959	370,421	0.55%	0.93%

9	137,224	255,938	0.43%	0.64%

10	70,751	201,637	0.22%	0.50%

11	39,292	165,235	0.12%	0.41%

12	21,572	168,569	0.07%	0.42%

13	33,805	154,530	0.11%	0.39%

14	13,118	127,321	0.04%	0.32%

15	12,681	62,867	0.04%	0.16%

16	10,735	37,420	0.03%	0.09%

Total	32,137,662	39,978,174	100.00%	100.00%



Source:  LR-H-182, "Standard Mail (A) Unit Cost by Weight Increment," Table 1.





c.	Economic and Demographic Data

	A number of economic and demographic variables are used as drivers for the volume forecasts.  The drivers are the same as those used by USPS witness Thress in his volume regressions and by USPS witness Tolley in his volume forecasts.  These economic and demographic variables are:

Adult Population

Permanent Income

Transitory Income

Personal Consumption Expenditures

Real Price of Paper

Price of Printing

Price of Computer Equipment

Cost per Minute, Newspaper Advertising

Cost per Minute, Television Advertising

Cost per Minute, Radio Advertising



	The values of these variables for Test Year 1998 are taken from LR-H-173�.  The values are assumed to be the same in the alternative scenario as in the USPS proposal in R97-1 (see page 13 of the model tables shown in Technical Appendices A.1 and A.2 to this workpaper).



2.	Additional Ounce Model Calculations



	As described above, the Additional Ounce Model takes as basic inputs rates, additional ounce charges, discounts, number of additional ounces, and various economic and demographic data.  These data are used to forecast volumes, revenues, and costs.



a.	Volume Forecasts and Adjustments



	Volume by mail type in the Additional Ounce Model is determined using the volume and share forecasting equations developed by Thress� and forecasted by Tolley�.  While Thress estimates the forecasting equations, and Tolley forecasts the equations, on a quarterly basis, the Additional Ounce Model is on an annual basis.  For this reason, the input data to the forecasting equations (e.g., fixed weight price indices, economic and demographic data) also are on an annual basis.  The annual data used in the Additional Ounce Model are calculated based on the quarterly data used by Tolley in his forecast of volumes and shares.  The forecasting equations themselves are the same as those used by Tolley in his forecast.  The forecasting equations and input data to the forecasting equations are shown beginning on page 20 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.



	Since the Additional Ounce Model is on an annual basis, its volume forecasts for a particular type of mail will not exactly match the sum of the corresponding Tolley quarterly forecasts.  In most cases, the difference is very small.  The Additional Ounce Model includes a set of adjustment factors to align its volume forecasts for Test Year 1998 after rates to the Tolley volume forecasts.  Volumes in the USPS proposal in R97-1 are shown in Table 4.  The adjustment factors are shown on page 19 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.



Table 4

Test Year After-Rates Volumes and Shares



	Volume	Share of 

	(Million Pieces)	Mail Type



First-Class Letters Single Piece	54,413.387

First-Class Letters Workshared

	Nonautomated Presort	4,855.407	11.83%

	Automated Basic Letters	4,308.327	10.50%

	Automated Basic Flats	49.024	0.12%

	Automated 3-Digit Letters	20,879.382	50.88%

	Automated 5-Digit Letters	9,488.132	23.12%

	Automated 3/5-Digit Flats	235.507	0.57%

	Automated Carrier-Route Letters	1,217.403	2.97%

�Table 4 continued

Test Year After-Rates Volumes and Shares





	Volume	Share of 

	(Million Pieces)	Mail Type



First-Class Single Piece Cards	2,476.656

	Nonautomated Presort	667.024	27.08%

	Automated Basic	340.549	13.82%

	Automated 3-Digit	826.560	33.55%

	Automated 5-Digit	526.697	21.38%

	Automated Carrier-Route	102.556	4.16%

Standard A Single Piece	161.574

Standard A Commercial Regular

	Nonautomated	9,184.916

		Basic Letters	2,373.994	9.77%

		Basic Nonletters	1,832.877	13.76%

		Presort Letters	2,902.289	11.94%

		Presort Nonletters	2,075.756	15.58%

	Automated	28,442.638

		Basic Letters	3,136.543	12.90%

		Basic Flats	259.382	1.95%

		3-Digit Letters	9,535.365	39.23%

		5-Digit Letters	6,358.646	26.16%

		3/5-Digit Flats	9,152.702	68.71%

Standard A Commercial Enhanced�Carrier Route	28,686.182

	Automated	2,059.662	23.64%

	Basic Letters	3,173.765	36.43%

	Basic Nonletters	10,660.705	53.37%

	High-Density Letters	392.986	4.51%

	High-Density Nonletters	1,154.078	5.78%

	Saturation Letters	3,086.387	35.42%

	Saturation Nonletters	8,158.599	40.85%



Sources:  Direct Testimony of George S. Tolley in Docket No. R97-1, USPS-T-6, Table 1 (revised 10/9/97) and Exhibit USPS-6A (revised 10/9/97).



	Additional adjustments were made to the volume forecasts to incorporate the final adjustments made by Tolley�.  The adjustments reflect changes in regulations and procedures (e.g., creation or elimination of mail types, delivery confirmation) which cannot be incorporated into the Thress regression analysis since they are just being proposed.  The adjustments are:

Elimination of Standard single piece mail and migration of this volume to First-Class single piece (a gain of 161.574 million pieces for First-Class single piece in the test year after rates)

Creation of new PRM and QBRM letter mail.  PRM and QBRM letters are projected to be 919,400,000 pieces or 1.69% of First-Class single piece letter mail in the test year after rates.

Priority Mail delivery confirmation which results in migration of First-Class single piece to Priority Mail and the proposed Hazardous Medical Materials surcharge which results in lower First-Class single piece volumes.  These changes impose a loss of 57.159 million pieces of First-Class single piece mail.  This is 0.105% of First-Class single piece mail volume before adjustments.

Creation of new PRM and QBRM cards.  The number of PRM and QBRM cards are projected to be 108,300,000 or 4.37% of First-Class single piece cards in the test year after rates.



b.	Volume Share Forecasts and Adjustments



	First-Class workshared letter, First-Class workshared card, Standard A Regular, and Standard A Enhanced Carrier Route volumes are forecasted.  Shares of each of the four types of mail are used to forecast volumes by detailed category.  The volume forecast of the four large categories and the forecasts of shares within the four large categories are done using Thress’ estimated regressions.



	In the Additional Ounce Model, shares of First-Class workshared letters and First-Class workshared cards are forecast in three steps.  First, the Tolley share methodology is used to forecast an unadjusted share.�  Second, this share is adjusted by a factor designed to make the unadjusted and Tolley’s forecast match in the test year after rates.  Third, the shares from the second step are scaled to sum to unity.



	The volume of nonautomated basic letters is calculated as a residual of total Standard A commercial Regular letters and the other types of Standard A commercial Regular letters.  Similarly, nonautomated basic nonletters is a residual of total Standard A commercial Regular nonletters and the other types of Standard A commercial Regular nonletters.  Following Tolley’s method, Standard A Enhanced Carrier Route shares are set at their 1997 quarter 1 and quarter 2 share.



c.	Fixed Weight Price Indices



	Thress’ volume and share forecasting equations take as their price inputs not key rates as such, but fixed weight price indices�.  For First-Class single piece, First-Class workshared, Standard A Regular and Standard A Enhanced Carrier Route, additional ounce charges are included in the fixed weight price index.  The weight for the additional ounce charge is the number of additional ounces as a percentage of first ounces as reported in the weight data.



	In the Additional Ounce Model, fixed weight price indices for several aggregated mail categories were constructed from the fixed weight price indices of their component categories.  In the Tolley forecasting methodology, the fixed weight price indices for the aggregated categories are not necessary because volumes for these categories are not forecast directly�.  These mail categories are First-Class workshared letters, First-Class workshared letters, Standard A Regular letters, Standard A Regular nonletters, Standard A Enhanced Carrier Route letters, and Standard A Enhanced Carrier Route nonletters.  In the Additional Ounce Model, fixed weight price indices for these large categories are constructed as fixed weight averages of the fixed weight price indices of the component mail types.  The fixed weights used in the average are the base period (last four historical quarters) volumes of the component mail types.



The fixed weight price indices in the Additional Ounce Model for the USPS proposal in R97-1 are obtained from USPS witness Tolley’s test year after rates forecast� and are shown on pages 14 through 16 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.

�d.	Key Rate to Fixed Weight Price Index Adjustment



	In the Additional Ounce Model, the fixed weight price index for each type of mail for the alternative scenarios are related to that type of mail’s key rate by a key rate to fixed weight price index adjustment.  This adjustment is the ratio of the fixed weight index to the key rate in the USPS proposal in R97-1.  When the adjustment is multiplied by the key rate, the corresponding fixed weight price index is created.  The key-rate-to-fixed-rate adjustment is the same in the USPS proposal in R97-1 and my alternative scenarios.  The adjustments are shown on page 18 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.



e.	Revenue per Piece



	In the Additional Ounce Model, revenue per piece is related to that type of mail’s key rate by a key rate to revenue per piece adjustment.  This adjustment is the ratio of the revenue per piece to the key rate in the USPS proposal in R97-1.  When the adjustment is multiplied by the key rate, the corresponding revenue per piece is created.  The key rate to revenue per piece adjustment is the same in the USPS proposal in R97-1 and the alternative scenarios.  Revenue per piece for First-Class and Standard commercial mail in the USPS proposal in R97-1 is obtained from the workpapers of USPS witnesses Fronk� and Moeller� and is shown in Table 5 and on page 12 of the model output in Technical Appendices A.1 and A.2 to this workpaper.  The associated adjustment factors are shown on page 17 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.

�Table 5

Revenue per Piece for First-Class and Standard A Commercial

(USPS proposal in R97-1)





			Revenue per Piece

	Volume*	Revenue	(Dollars

	(Million Pieces)	(Million Dollars)	per Piece)

First -Class Single Piece	53,598.402	17,742.553	0.3310

First-Class Workshared

	Nonautomated Presort	4,855.407	1,508.028	0.3106

	Automated Basic Letters	4,308.327	1,184.790	0.2750

	Automated Basic Flats	49.024	19.959	0.4071

	3-Digit Letters	20,879.382	5,533.036	0.2650

	5-Digit Letters	9,488.132	2,362.545	0.2490

	3/5 Digit Flats	235.507	65.942	0.2800

	Carrier Route	1,217.403	299.481	0.2460

Standard A Commercial Regular

	Nonautomated Basic Letters	586.377	2,373.994	0.2470

	Nonautomated Basic Nonletters	431.007	1,832.877	0.2352

	Nonautomated Presort Letters	581.072	2,902.289	0.2002

	Nonautomated Presort Nonletters	336.537	2,075.756	0.1621

	Automated Basic Letters	592.807	3,136.543	0.1890

	Automated Basic Nonletters	46.060	259.382	0.1776

	Automated 3-Digit Letters	1,624.239	9,535.365	0.1703

	Automated 5-Digit Letters	968.666	6,358.646	0.1523

	Automated 3/5-Digit Flats	1,193.906	9,152.702	0.1304

Standard A Commercial Enhanced Carrier Route

	Automated	323.367	2,059.662	0.1570

	Basic Letters	520.497	3,173.765	0.1640

	Basic Nonletters	1,229.214	10,660.705	0.1153

	High-Density Letters	42.999	392.986	0.1094

	High-Density Nonletters	76.576	1,154.078	0.0664

	Saturation Letters	309.924	3,086.387	0.1004

	Saturation Nonletters	532.594	8,158.599	0.0653



Note:  *Volume includes Tolley’s final adjustments.

Sources:  First-Class:  Direct Testimony of David R. Fronk in Docket No. R97-1, USPS-T-32, Workpaper 1, p. 5 and p. 6;  Standard A Commercial:  Direct Testimony of Joseph D. Moeller in Docket No. R97-1, USPS-T-36, Workpaper 1,  p. 21 and following.

�f.	Revenue



	Revenue per piece for First-Class and Standard A commercial mail multiplied by the corresponding number of pieces for a particular type of mail is the revenue from that type of mail.  Total revenue for the Postal Service is the sum of revenue over all types of mail and revenue from other sources (special services, other income, continuing appropriations and investment income).  The revenue from types of mail not the focus of this analysis (e.g., Standard B, priority mail, Express Mail, Mailgrams) is set at the levels in the Postal Service’s R97-1 proposal in order to compute the impact of my proposed changes, ceteris paribus.  Revenue by type of mail and non-mail revenue is shown in Table 6 and on pages 8 and 9 of the model output in Technical Appendices A.1 and A.2 to this workpaper.



g.	Costs



	Volume variable costs for First-Class workshared and Standard A Regular and Enhanced Carrier Route mail is the product of volume variable costs per piece and the number of pieces for each type of mail.  Volume variable costs per piece are obtained from the USPS proposal in R97-1�.  In my alternate proposals, First-Class workshared volume variable costs per piece from the USPS R97-1 proposal are adjusted to reflect new or continuing factors in mail processing and delivery costs as discussed in my testimony.

�Table 6

Test-Year After-Rates Costs and Revenues

(Million Dollars)





	Volume

	Variable Cost	Revenue



First Class Mail

   Single Letters & Parcels	12,758.664	22,148.759

   Worksharing Letters	4,047.084	11,466.010

   Single Cards	432.261	661.012

   Worksharing Cards	160.123	427.967

Priority Mail, Express Mail and Mailgrams	2,677.289	5,198.586

Periodicals	2,003.474	2,125.781

Standard Mail A

   Single Piece	-0.298	0.000

   Commercial Regular 	5,191.674	8,022.045

   Commercial Enhanced	1,885.248	4,304.004

   Nonprofit 	1,107.105	1,351.433

   Nonprofit Enhanced	125.121	201.408

Standard Mail B	1,405.285	1,712.281

Free Mail-Blind, Hndc&Serv	31.757	0.000

International Mail 	1,206.030	1,643.844

Special Services	1,284.854	2,049.606



Other Costs	170.322

Other Income		217.242



Total Other Costs	26,683.278



Prior Years Loss Recovery	446.933

Continuing Appropriations		67.498

Investment Income		54.371



Source:  Direct Testimony of Donald J. O'Hara in Docket No. R97-1, USPS-T-30, Exhibit USPS-30B (revised 9-19-97).

�Table 7

Unit Volume Variable Costs

(Test Year After-Rates)





	Volume		Unit Cost

	Variable Cost	Volume*	(Dollars

	(Million Dollars)	(Million Pieces)	per Piece)



First Class Mail

   Single Letters & Parcels	12,758.664	54,517.802	0.2340

   Worksharing Letters	4,047.084	41,033.182	0.0986

   Single Cards	432.261	3,059.661	0.1413

   Worksharing Cards	160.123	2,463.385	0.0650



Priority Mail, Express Mail	2,677.289	1,219.891	2.1947

and Mailgrams



Periodicals	2,003.474	10,257.973	0.1953



Standard Mail A

   Commercial Regular 	5,191.674	37,627.555	0.1380

   Commercial Enhanced	1,885.248	28,686.181	0.0657

   Nonprofit 	1,107.105	10,550.968	0.1049

   Nonprofit Enhanced	125.121	2,571.283	0.0487



Standard Mail B	1,405.285	1,038.641	1.3530



Free Mail-Blind, Hndc&Serv	31.757	354.210	0.0897



International Mail 	1,206.030	1,006.682	1.1980



Note:  *Volume includes Tolley’s final adjustments.

Sources:  

Volumes:  Direct Testimony of George S. Tolley in Docket No. R97-1, USPS-T-6, Table 1 (revised 10/9/97).

Volume Variable Costs:  Direct Testimony of Donald J. O'Hara in Docket No. R97-1, USPS-T-30, Exhibit USPS-30B (revised 9-19-97).

�Volume variable costs for all other types of mail (e.g., Standard B, priority mail, special services) and for non-mail are set at the levels expected by the Postal Service in its R97-1 proposal.  Other (non-volume variable) costs and prior years loss recovery also are set at their levels in the USPS proposal in R97-1.  Costs are shown on page 10 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.  Table 6 shows volume variable costs by type of mail and other costs;  Table 7 shows the unit volume variable costs by type of mail.



h.	Cost Coverage and Revenue Requirement



	Cost coverage is the ratio of revenue to volume variable costs.  Cost coverages are shown on page 2 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.



The USPS revenue requirement is its total costs (including institutional costs).  The surplus or deficiency is total USPS revenue less its revenue requirement.  The revenue requirement and surplus is shown on page 5 of the model tables in Technical Appendices A.1 and A.2 to this workpaper.



III.	Example of Additional Ounce Model Use



	The Additional Ounce Model is used to compare alternative scenarios to the USPS R97-1 proposal.  The alternative scenario shown in Technical Appendix A.1 to this workpaper sets additional ounce charges for First-Class workshared second and third ounces at 12 cents.  To recover the revenue, the cost coverage for Standard A commercial mail is increased slightly, resulting in a small increase in rates.



	The changes to additional ounce charges and key rates in the alternative scenario can be seen on pages 5 (additional ounce charges) and 3 (key rates) of the model output in Technical Appendix A.1 to this workpaper.  The difference column in each table shows the change from the USPS proposal in R97-1 to the alternative scenario.  The percent difference column shows the percentage change between the USPS and the alternative scenario.



	These changes in additional ounce charges and key rates cause changes in the fixed weight price indices (page 14 of the model output in Technical Appendix A.1 to this workpaper) through the key rate to fixed weight price index link.  Changes in the additional ounce charges affect revenue.  The key rate changes cause changes in revenue per piece (through the key rate to revenue per piece adjustment factors).  Revenue per piece is shown on page 12 of the model output in Technical Appendix A.1 to this workpaper.  Revenue is lower for First-Class workshared mail and higher for Standard A commercial mail.



	Changes in fixed weight price indices in turn cause changes in volumes for First-Class workshared and Standard A commercial mail (see page 6 of the model output in Technical Appendix A.1 to this workpaper).



	Changes in volumes and revenue per piece cause revenue, which is the product of the two, to change (see page 8 of the model output in Technical Appendix A.1 to this workpaper).  The volume variable costs shown on page 10 of the model output in Technical Appendix A.1 to this workpaper change as volume changes.  Unit volume variable costs will not change;  for the alternative scenario they are set equal to their values in the USPS proposal in R97-1.



	The overall effect of the changes in revenue and costs are shown in the cost coverages (page 2 of the model output in Technical Appendix A.1 to this workpaper) and the revenue requirement (page 5 of the model output in Technical Appendix A.1 to this workpaper).  The cost coverage is the ratio of revenue per piece to volume variable unit cost.  As cost coverages are changed in the alternative scenario, revenues per piece will change and key rates will change as a result of changing the cost coverage.  The revenue requirement compares total USPS revenue (including other revenue) and costs (including institutional and other costs).  Revenue less cost is the surplus or deficiency.



IV.	Alternative Scenarios Considered



	Technical Appendix A contains two alternative scenarios.  These are not proposals; rather they are examples of how my First Class proposal for second and third ounces rates could be implemented in a way that meets the Postal Service’s revenue requirement.  The first, Technical Appendix A.1, sets First-Class workshared second and third ounce charges at 12 cents.  The cost coverage for Standard A commercial mail is increased slightly by increasing piece rates to recover the revenue lost when the First-Class workshared additional ounce charges are lowered.



	The second alternative scenario is presented in Technical Appendix A.2.  The second and third ounce charges for First-Class workshared mail are set at 12 cents.  The revenue lost is recovered by charging Standard A commercial mail directly for its second and third ounces.  This alternative scenario is tantamount to introducing a second and third ounce charge for Standard A mail, as now exists for First-Class workshared letter mail.
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Technical Appendix A.1

Additional Ounce Model

First-Class Workshared Second and Third Ounce Rate�Set at 12 Cents

Revenue Recovery from Standard (A) Piece Rate



Technical Appendix A.2

Additional Ounce Model

First-Class Workshared Second and Third Ounce Rate�Set at 12 Cents

Revenue Recovery from Standard (A)�Second and Third Ounce Charges
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Additional Ounce Model

First-Class Workshared Second and Third Ounce Rate�Set at 12 Cents

Revenue Recovery from Standard (A) Piece Rate
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TECHNICAL APPENDIX A.2



Additional Ounce Model

First-Class Workshared Second and Third Ounce Rate�Set at 12 Cents

Revenue Recovery from Standard (A)�Second and Third Ounce Charges



� The term “Standard Commercial” as used here is defined as Standard A Regular and Standard A Enhanced Carrier Route combined.

� In the Cost Coverage Model, additional ounces do not have costs separate from the costs of the first ounce since costs by ounce are not reported by the Postal Service.  The cost of a piece of mail includes the costs of its first and additional ounces.

� The revised attachment to MMA/USPS-T32-1 provides data for First-Class workshared mail and LR-H-182 "Standard Mail (A) Unit Cost by Weight Increment," Table 1 provides data for Standard A mail.

� Table 1 of LR-H-182 shows mail volume by weight for all Standard A mail (including nonprofit).

� Real GDP growth is an additional economic variable.  It is shown as an indicator of general economic health, but is not used in forecasting volumes and shares.

� Direct Testimony of Thomas E. Thress in Docket No. R97-1, USPS-T-7.

� Direct Testimony of George S. Tolley in Docket No. R97-1, USPS-T-6.

� Tolley’s volumes projections including final adjustments are shown in Table 1 (revised 10/9/97) of the Direct Testimony of George S. Tolley in Docket No. R97-1, USPS-T-6.

� The Additional Ounce Model forecast of the unadjusted share corrects a mistake in Tolley’s computation of the mu (including opportunity costs) term.

� A fixed weight price index is a weighted average of all the rates relevant to a particular type of mail.  The weights, which are fixed for each time period, are the 1997 combined quarter 1 and quarter 2 counts of the corresponding activity (also called billing determinants).  For example, the fixed weight price index for First-Class nonpresort single piece letters and parcels is the fixed weighted average of the piece rate, the nonstandard surcharge, and additional ounce rate weighted by the number of pieces, the number of nonstandard pieces, and the number of additional ounces.

� When forecasting volume for the larger mail category, Tolley uses the fixed weight price index associated with the component mail category in the forecasting regression for the larger category.  For example, in forecasting volume of First-Class 3-digit letters, the fixed weight index for First-Class 3-digit letters would be used as the price variable in the forecasting equation for workshared First-Class letters.  Volume of First-Class 3-digit letters is then the product of this total workshared First-Class letter volume and the First-Class 3-digit letter share.

� Library Reference LR-H-173 “Before- and After-Rates Volume Forecasting Spreadsheets.”

� Direct Testimony of David R. Fronk in Docket No. R97-1, USPS-T-32, Workpaper 1, p. 5 and p. 6.

� Direct Testimony of Joseph D. Moeller in Docket No. R97-1, USPS-T-36, Workpaper 1,  p. 21 and following.

� Direct Testimony of Richard Patelunas in Docket No. R97-1, USPS-T-15, Exhibit USPS-15J (revised 8/22/97)).
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