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INTRODUCTION

Pitney Bowes Inc. (Pitney Bowes) respectfully submits these cgpiynents in response
to Order No. 130, Notice of Proposed Rulemaking on Costing Methods Used in Periodic
Reporting (Proposal Twelve), issued by the Postal Regulatory Commission (€aamybn
November 7, 2008. The Commission’s Order was issued in response to the PostakService’
November 4, 2008 Petition requesting approval of a series of proposed improvements to the cost
models for flats generally, and for Periodical flats in particular.

These comments reply to issues raised in the Public Representativelsi{i@R)
Comments regarding the linkages between modeled costs and Cost and Reversis @GRA)
cost totals and the proposal to adopt a single, system level CRA adjustment.
. DISCUSSION

In its initial comments the PR observed that the cost methodology changes of proposed
Modification 9 raise broader issues of how the interrelationship between modekdrub&RA
cost totals should be developed to accurately reflect unit costs at the rateyclkeeg]. See PR
Initial Comments, at 2-3. The initial comments of the PR state that becgase ¢ptegories
use activity level resources in different proportions. . . . [the] use of one sestelnadljustment
factor would distort unit costs and, more importantly, unit cost differences for pugfcsstting
worksharing discounts.1d., at 5. The initial comments of the PR also provided an example of
how using multiple adjustment factors — one for piece-sorting costs and oneefbicalits — to
adjust modeled costs for consistency with CRA costs would eliminate thididistdee id., at

5-8.

! See Public Representative Initial Comments RelateBdstal Service Flat Cost Models, (PR Initial Comtagn
December 1, 2008, at 2-3.



Pitney Bowes agrees with the PR that more detailed adjustments of modeledeosts
preferable and should be made where data are avdildie example, if a comparison of
modeled and CRA costs shows that the modeled costs understate piece-sortingldosts by
percent and overstate allied costs by 25 percent, the use of two adjustmen{daettinat
adjusts piece-sorting costs upward and another that adjusts allied costs dowouddid)e
preferable to making a single, system level averaged adjustment to botirieatefcost
because two adjustment factors would allow more refined adjustments ¢ aefleal costs.

Pitney Bowes has performed detailed comparisons of modeled and CRA |gttey-sor
costs in the Docket Nos. ACR2007 and R2006-1 First-Class Mail and Standard Rsttpdar |
cost models and found that the use of a single, system level adjustment factasidyif
distorts letter cost avoidance estimates. These comparisons show the pseadé <BRA
adjustment factors for modeled incoming secondary (IS) sorting costs, ite.forarting
pieces from 5-Digit ZIP to carrier route and delivery point sequence (AR&modeled non-
incoming secondary (non-IS) sorting costs, i.e., costs for sorting piecesliy énd 5-Digit,
significantly improves the accuracy of the cost avoidance estimates.

As shown in Table 1 below, in the First-Class Mail and Standard Regular letter cost
models the ratio of CRA-to-modeled costs is consistently higher for narrti8gsthan for IS
sorting, indicating that a much larger adjustment should be made to non-IS costsihaosts

to ensure consistency with the CRA. Thus, for purposes of the letter cost modgls,a si

2 While two separate CRA adjustment factors (onefece-sorting costs and one for all other coserewised in
the Periodicals cost model in Docket No. ACR2008@,ttvo adjustment factors were not developed bypesing
CRA and modeled costs separately for these twooatsgories. Rather, the separate CRA adjustrsé&itsmed
from an assumption that piece-sorting costs wetarately modeled and, thus, an adjustment factexa€tly 1
was appropriate for piece-sorting cosEe PR Initial Comments, at 3-4. Pitney Bowes dodsoppose the
adoption of a single system level adjustment fatidhe Periodicals Cost Model as proposed in Moaliion 9.



system level adjustment is inferior because it leaves the non-IS@o$tsvtand IS costs too

high.
Table 1. Ratio of CRA-to-Modeled Letter Sorting Cost3
Docket No. ACR2007 Docket No. R2006-1
Mail Class IS Non-IS IS Non-IS
[1] [2] [3] [4]
First-Class Mail [a] .986 1.449 .804 1.205
Standard Mail [b] .815 1.308 .639 1.098

[1a] PB-2, 2007FCM.xIs, worksheet “2Pt CRA - PRESUEETTERS SUM,” cell M31.
[1b] PB-3, 2007SM.xls, worksheet “2Pt CRA - PRESOREETTERS SUM,” cell J28.
[2a] PB-2, 2007FCM.xIs, worksheet “2Pt CRA - PRESUEETTERS SUM,” cell L31.
[2b] PB-3, 2007SM.xls, worksheet “2Pt CRA - PRESOEETTERS SUM,” cell 128.
[3a] PB-4, R2006FCM.xIs, worksheet “2Pt CRA - PREESCLETTERS SUM,” cell M31.
[3b] PB-5, R2006SM.xls, worksheet “2Pt CRA - PRESUEETTERS SUM,” cell J28.
[4a] PB-4, R2006FCM.xIs, worksheet “2Pt CRA - PRESCLETTERS SUM,” cell L31.
[4b] PB-5, R2006SM.xIs, worksheet “2Pt CRA - PRESUEETTERS SUM,” cell 128.

In its initial comments the PR also observed that the purpose of the cost models is to
estimate unit cost differences, not unit costs, by rate cate§eeyPR Initial Comments, at 5.
Pitney Bowes agrees. With respect to the letter cost models, using asystgen level CRA
adjustment simultaneously understates non-IS costs and overstates Ehdp#iss, distorts
unit cost differences for First-Class Mail and Standard Regular atitonhetters by biasing
them downward. The distortion reflects the fact that non-IS sorting costgstClass Mall
and Standard Regular automation letters are much more sensitive to prxesohiale are 1S

sorting cost$. Specifically, non-IS letter sorts can be avoided by presorting. For ex@nple

® The lower ratios of CRA-to-modeled costs in Dodket R2006-1 are caused, in part, by the use afraidd
lower read / accept rates. These older read pacate data resulted in the model overstatingpreentage of
letters that are sorted manually and thus letteirgpcosts. More recent read / accept rate date wsed in the
ACR2007 models. Also, note that the ratios in €altannot be compared directly with the CRA adjestm
factors used in Docket Nos. R2006-1 and ACR200alse the CRA costs used to develop these ratiamre
letter sorting costs while the CRA costs used @R2006-1 and ACR2007 CRA costs also include atbsts that
vary with letter sorting costs.

* However, IS sorting costs are not completely waéfd by presorting. Presort level does affesioifing costs
indirectly by affecting the likelihood that a pieisesorted manually.



Digit letters avoid all non-1S sorting costs. In contrast, even 5-Digirée(the most highly
presorted letters in First-Class Mail and Standard Regular) requicetiiSgs

To remedy this distortion, Pitney Bowes has modified the First-Classahi@diStandard
Regular letter cost models to more accurately reflect costs byparfpseparate CRA
adjustments for IS and non-IS co&tés Table 2 shows, using separate CRA adjustments for IS
and non-IS costs in FY 2007 corrects the distortion described above and improves thg accurac
of the presort cost avoidances for First-Class Mail and Standard Regfolavagion letterg.

Table 2. Comparison of FY 2007 Presort Cost Avoidances for First-Class Mail and
Standard Regular Automation Letters

First-Class Mail Standard Mail
Cost Avoidance ACR2007 2-Pt CRA Ad. ACR2007 2-Pt CRA Ad,.
[1] [2] (3] [4]
MADC-ADC 1.8 2.1 14 1.6
ADC-3D 0.5 0.6 0.3 0.4
3D-5D 2.2 2.5 1.6 2.0

[1] FY 2007 Annual Compliance Determination at 64.

[2] PB-2, 2007FCM.xIs, worksheet “2Pt CRA - SUMMARY
[3] PB-3, 2007SM.xls, worksheet “SUMMARY?”

[4] PB-3, 2007SM.xls, worksheet “2Pt CRA - SUMMARY.

Attached are five appendices, PB-1 through PB-5. Appendix 1 (PB-1) describes the
methodology used to implement the two-part CRA adjustment for First-Clatamdabtandard
Regular letters. The remaining appendices (PB-2-through PB-5) contain $hide3Aused to
disaggregate CRA letter sorting costs into IS and non-IS costs, andedodifsions of Docket

Nos. R2006-1 and ACR2007 letter cost models that implement the two-part CRA adjustment

®> The same cannot be said for other shapes of rRail example, presorting Periodicals flats to @aroute does
avoid IS sorting costs.

® To be conservative, Pitney Bowes retained theofisesingle, system level adjustment for non-lestating cost
pools.

" The results using Docket No. R2006-1 models, whitbe found in appendices PB-3 and PB-4, ardasimi

8 The ACR2007 cost avoidance figures differ sliglittym those shown in the FY 2007 Annual Compliance

Determination because PB-3 corrects an error ilDtheket No. ACR2007 Standard Mail Regular lettestanodel.



Pitney Bowes respectfully submits that the improved cost avoidance estoheatesd
from the use of a “two-part CRA adjustment” should be taken into account by the Rogizd S
and the Commission when designing and evaluating discounts for First-Clagsm&tandard
Regular automation letters.
. CONCLUSION

Pitney Bowes appreciates the Commission’s consideration of these canment
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APPENDIX 1



Appendix 1
(PB-1)

Explanation of 2-Part CRA Adjustment for
First-Class Mail and Standard Regular Letters

The proportional Cost and Revenue Analysis (CRA) adjustment is performed byrrmpa
CRA piece-sorting costs (and other costs that vary with piece-sortity) tmghe weighted-
average modeled piece-sorting costs and then applying the resulting propodjosiahant to
the modeled piece-sorting costs by presort level. The 2-part CRA adjustmEmst-Class
Mail and Standard Regular letters is based on the same comparison, exceptéttarfsorting
costs the comparison is generally performed separately for Non-Incondagdaey (Non-1S)
and Incoming Secondary (IS) sorting costs. The methodology used to perform th€RAar
adjustment for First-Class Mail and Standard Regular letters is suneth@eiow. The
workpapers used to implement the 2-part CRA adjustment can be found in the supporting
appendices PB-2 through PB-5.

e PB-2 contains a modified version of the Docket No. ACR2007 First-Class Maildetie
model.

e PB-3 contains a modified version of the Docket No. ACR2007 Standard Mail Regular
letter cost model.

e PB-4 contains a modified version of the Docket No. R2006-1 First-Class Maildesie
model.

e PB-5 contains a modified version of the Docket No. R2006-1 Standard Mail Regular
letter cost mode.

To divide the CRA letter-sorting costs for mail processing into IS and non-I§ to€dffice

Cost System (IOCS ) data were used to obtain the distribution of MODS codes farethe ni
letter-sorting cost pools: MODS D/BCS, MODS OCR, MODS MANL, MODS LD4QD&

LD42, MODS LD43, MODS LD44, NMOD AUTO/MEC, and NMOD MANI® The analyses
used the IOCS data from ACR 2007 and R2006-1 and started from the corresponding SAS
programs:* For each year, the USPS SAS programs were used through MOD1DIR for MODS
and NONMODL1 for Non-MODS, which generate files of direct talliesM@DS and Non-

MODS, respectively? Separate SAS programs (which can be found in PB-2 though 5) were
written for each of the cost pools to analyze the tallies.

° The appendices also include the SAS programstosaaialyze IOCS data and the corresponding ouilest f

191n cases where there were no tallies for LD42y eijht letter-sorting cost pools could be analyzed

" The ACR2007 IOCS data were filed in USPS-FY07-8d the SAS programs were filed in USPS-FY07-7. The
R2006-1 data were filed in USPS-LR-L-9 and the $#&rams were filed in USPS-LR-L-55.

2 For R2006-1, it was necessary to make a minor fication as well to MOD1DIR, deleting the line diet

program that sends tallies for LD41-44 to a sepdil#, so that they are preserved in the dirdbt fie that

contains the direct tallies for the other MODS qusbls.



The MODS codes in the IOCS data were grouped into Non-IS, IS and Othariesteg For
MODS codes in the Other category, IOCS information on the scheme being run was used t
categorize the tally as Non-IS or 1§ For some MODS codes in the Other category, the IOCS
scheme-related questions did not provide any additional information so the talleekeftin the
Other category.

Within each of the letter-sorting cost pools, the CRA costs were distributed tothisMind 1S
categories according to the proportion of the weighted IOCS tallies in thegegas. The
proportional costs for the tallies in the Other category — where neither theSM@d2s nor the
IOCS scheme questions allowed the tally to be classified as eithent®-0% — were kept as a
separate category of costs. The costs in the Other category for thedeitey cost pools were
added to the proportional CRA costs for the non-letter-sorting cost pools. The @Esalt w
breakdown of the CRA piece-sorting costs into the three categories of Nighdd Othet®

To perform the two-part CRA adjustment, the modeled piece-sorting cestisaal to be
partitioned into IS and non-IS costs. This is straightforward because nondS eogts are
explicitly identified in the models. The resulting costs were then aggaks computing a
volume-weighted average across presort levels to obtain the volume-weigtrtiageamodeled
piece-sorting cost for the two categories.

The two-part CRA adjustment was performed by computing a separate CRA proportiona
adjustment for the Non-IS and IS categories, where the CRA and modeledgrteugpeosts

were compared for each category and the necessary proportional adjustindatezr. In
addition, a common CRA proportional adjustment was performed for those CRA piecg-sort
costs that fall into the Other category as well as for all non-piec&gadsts. The CRA
adjustment was performed using the volume-weighted modeled costs computed over all sor
schemes.

Once the CRA proportional adjustments were calculated (as described, abese adjustments
were then applied to calculate the adjusted modeled unit costs by presort le\adeshtbahe
fixed costs to obtain the total mail processing unit cost by presort level. duies i&f the two-
part CRA adjustment were then incorporated into new summary sheets fotahedst models,
labeled “2Pt CRA — SUMMARY” in each of the four separate workbooks in appendic2s PB-
through PB-5.

13 The groupings appear in the SAS output files inZPBrough PB-5.

1410CS collects relevant scheme information in goestQ18C5 and Q18D2.

15 See the calculation performed on worksheet “2PAGRPRESORT LETTERS” in each of the four separate
workbooks in PB-2 through PB-5.

% The calculation is performed on worksheet “2Pt CRRRESORT LETTERS SUM” in each of the four separat
workbooks in PB-2 through PB-5.



