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Valassis Direct Mail, Inc., a wholly owned subsidiary of Valassis
Communications, Inc., and the Saturation Mailers Coalition hereby submit their
comments in response to Order No. 192. Our comments primarily address whether the
rate differential between Standard Saturation and High Density mail is a “workshare
discount” within the meaning of Section 3622(e) of the Postal Accountability and
Enhancement Act (PAEA), and thereby subject to the pricing restrictions of that section.
We submit that it clearly is not. Our comments also address the workshare treatment of
some other rate relationships, both within Standard mail and within First Class mail.

In each of these areas, it is imperative that the Commission give the Postal
Service adequate pricing flexibility to respond quickly and fully to marketplace
conditions for all types of mail, particularly at this critical time where the Postal Service
faces not only severe volume losses due to changed marketplace conditions but also

the real prospect of insolvency.



. THE SATURATION-HIGH DENSITY RATE DIFFERENTIAL IS NOT A

“WORKSHARE DISCOUNT” SUBJECT TO THE PRICING

RESTRICTIONS OF SECTION 3622(e).

Pricing flexibility for the Postal Service is an important goal of the PAEA, as set
forth in both the ratemaking objectives and policies of the Act." The workshare discount
limitation of section 3622(e), on the other hand, is specifically intended as a statutory
restriction on the Postal Service’s pricing flexibility, requiring, subject to enumerated
exceptions, that “workshare” discounts “do not exceed the cost that the Postal Service
avoids as a result of workshare activities.” Because this provision carves out an
exception to the pricing flexibility envisioned for the Postal Service in the Act’s
ratemaking objectives and factors, it should be construed narrowly.

Worksharing performed by a mailer is a substitute for postal activities that the
Postal Service would otherwise have to perform itself, thus saving (avoiding) postal
costs. The postal discount for that worksharing activity is then based on that cost
avoidance. However, as we explained in both Dockets ACR2008 and R2009-2, there is
no “worksharing” difference between Saturation and High Density mail; mailers of both
undertake the identical worksharing: presorting the mail into carrier walk-sequence. If
the Postal Service were instead to perform the walk sequencing of unsequenced mail,
its (avoidable) unit cost of doing so would be the same for both types of mail.

Instead, the Saturation-High Density unit cost differential is due to differences in

mailing density —i.e., the extent to which a mailing covers all addresses on a particular

! The statutory ratemaking objective “to allow the Postal Service pricing flexibility”

is set forth in section 3622(b)(4), and the policy concerning “the importance of pricing
flexibility to encourage increased mail volume and operational efficiency” in section
3622(c)(7).



route. Those differences in mailing density are, in turn, the result of the mailers’
differing demographic and strategic business models and choices in deciding how best
to target and serve their markets. Thus, Saturation and High Density mail are two
separate and distinct postal products with separate and distinct cost and
market/demand characteristics that must be taken into account in setting their rates.
The following sections demonstrate why the Saturation-High Density rate
differential is not a “workshare” discount, whether assessed under (1) the terms of the

statute, (2) the nature of the products, or (3) accepted economic concepts.

A. Under The Terms Of The PAEA, Rate Differentials For Differences
In Mailing Density Are Not “Workshare Discounts” Subject To The
Pricing Limitations Of Section 3622(e).

What is a “workshare discount” within the meaning of Section 3622(e)?
The answer is apparent in the definition and scope provisions of that subsection. We
begin with the workshare discount definition in subsection (e)(1):

“(1) DEFINITION.—In this subsection, the term ‘workshare

discount’ refers to rate discounts provided to mailers for the

presorting, prebarcoding, handling, or transportation of mail, as

further defined by the Postal Regulatory Commission under

subsection (a).”

As stated, the term “workshare discount” refers to rate discounts “provided to”
mailers “for” performance of certain enumerated activities. The natural meaning of
"provided ... for" here is not that the "presorting," etc., is simply a precondition for
obtaining the discount but that it is the raison d'etre for the discount: that the discount

reflects the savings generated by the "presorting," etc., and is given in recognition of

that savings.



This interpretation is strongly reinforced by the opening words of the very next
subsection, § 3622(e)(2), setting forth the scope of the provision:
“(2) SCOPE--The Postal Regulatory Commission shall ensure that

such discounts do not exceed the cost that the Postal Service
avoids as a result of workshare activity;....” [emphasis added]

Thus, worksharing is an “activity” performed by the mailer that “results” in “avoided
costs” for the Postal Service.

By these terms of the statute, the rate differential between Saturation and High
Density mail is not a “workshare discount” within the meaning of subsection (e).
Saturation mail is, indeed, lower cost than High Density mail. But the cost difference is
not due to any “workshare activity,” since both types of mail have the identical “walk-
sequence” preparation requirement. The rate differential between the two is not
“provided ... for” that “activity,” but rather for something else, namely, their differences in
postal cost due to their differing levels of mailing density.

Mailing density, of course, is not the result of an “activity” performed by the
mailer, such as presorting of the mail; nor is it a substitute for some “activity” that the
Postal Service would otherwise itself have to perform. Rather, just as in the case of
mail-piece shape and weight, mailing density is a characteristic of the mailing that is
driven by the mailer's assessment and business approach to serving its market. The
mailer’s choice of shape, weight, and density do, indeed, have cost implications, but
those are not “workshare” cost implications.

This interpretation is further reinforced by the types of workshare activities
Congress enumerated in its workshare discount definition. The definition in subsection
(e)(1) lists only four activities: “the presorting, prebarcoding, handling, or transportation

of mail.” These four enumerated “workshare activities” have a key element in common.



Each involves additional work that the mailer must undertake to earn the discount —
work that the Postal Service would otherwise have to perform itself. The very term
“workshare discounts” connotes the same.

A strong argument can even be made that Congress intended to limit the reach
of the subsection (e) workshare-discount pricing restriction to these four enumerated
types of workshare activities. If a workshare activity falls within the statutory definition
of “workshare discount,” it is subject to the pricing constraint. If not, it is not so
constrained, regardless of how the Commission might label or characterize it.

Some might argue that the clause at the end of this definition — “as further
defined by the Postal Regulatory Commission under subsection (a)” — gives the
Commission unfettered discretion to expand the scope of the workshare discount
pricing restriction however it wants, either by adding new types of activities to the list or
decreeing that certain other types of rate differentials are “workshare discounts”
regardless of their true nature. The far more reasonable reading, consistent with the
wording of subsections (e)(1) and (2) as discussed above, is that this clause allows for
the modification of worksharing categories within the enumerated types of activities,
such as creation of a new discount for mailer preparation of automation-compatible flats
— a mailer workshare undertaking that qualifies within the statutory definition of “the
presorting, prebarcoding, handling, or transportation of mail.”

If Congress had intended to vest the Commission with broader authority under
subsection (e) to add new types of mailer activities, it would have done so with a
different clause at the end of its definition. Instead of saying “as further defined by the

Postal Regulatory Commission under subsection (a),” it would have said something



along the lines of: “or such other mailer activities as the Postal Regulatory may
specify.” Or alternatively, Congress would have made clear that the listing of the four
specified types of worksharing activities was intended to be merely illustrative and non-
exclusive, by adding the words “such as” or similar open-ended phrases at the front of
the listing.?

But no matter how broadly that clause might be read, it cannot be stretched to
allow the Commission to declare “differences in mailing density” to be a “workshare
activity” subject to the pricing restriction. As explained above, density is not an “activity”
but rather a non-workshare mail characteristic that cannot be wedged into subsection
(e). Such an unbounded interpretation would infringe upon the pricing flexibility
Congress so clearly intended to afford the Postal Service. That is why Congress,
wisely, defined “workshare discount” narrowly, confined to the four specified types of
mailer worksharing activities. Mailing density is not one of them, and moreover, does
not, in any common sense of the word, involve a “worksharing activity” by the mailer.

The Newspaper Association of America (NAA), in its reply comments in Docket
ACR2008 (at p. 7), has argued that, at the time the PAEA passed, Congress should be
“‘presumed to have known” that the Postal Rate Commission had previously established
various kinds of “workshare” discounts, and that Congress’s intention must therefore
have been that its definition in the statute encompass all of them. In other words,

whether or not what the Postal Rate Commission had deemed a “workshare” discount

2 Hypothetically, if the Postal Service were to come up with a previously-unknown

mailer activity that would reduce postal costs — let’s call it “morphing the mail” — the
Commission might arguably have authority to declare “morphing” as an additional fifth
workshare activity under section 3622(e), provided that morphing otherwise satisfied the
elements of a true “workshare discount” as discussed earlier.



meets the terms of the PAEA’s statutory definition, it should be presumed to be
encompassed by that definition.

The first problem with NAA’s argument is that it presumes Congress intended to
have the statutory definition (and hence, the pricing restriction) turn on the label that the
PRC attaches to a discount, regardless of its frue character as a workshare activity.
Under NAA’s contention, the statute ought to have stated simply that the Commission
has the authority to define workshare discounts however it chooses. That was clearly
not Congress’s intention.>

Rather, Congress was well aware that the four types of workshare activities it
specified in its statutory definition are the four types of activities that actually require the
mailer to undertake additional “work” to earn the discount. Its exclusion of other types
of activities beyond those four was intentional. That conclusion is irrefutable with
respect to the Saturation-High Density rate differential given the very incongruity of
“mailing density” as a true worksharing activity. NAA’s “presumed intent” is wishful
thinking, after the fact.

B. The Cost Differences Between High Density And Saturation Are
A Function Of Mailing Density, Not Mailer Worksharing

For the reasons stated above, the cost differential between Saturation and
High Density mail cannot be characterized as due to “worksharing” but is rather a
function of differences in mailing density that, like mail-piece shape, is driven by the

mailer’s business model and assessment of how best to reach and serve its market.

3 If Congress had intended to “grandfather” under subsection (e) any and all rate

differentials that the PRC had previously characterized as “workshare” discounts, it
would have said so in its statutory definition.



NAA, in its reply comments in Docket ACR2008, claimed that this distinction between
“mailing density” and “worksharing” was irrelevant, on the ground that many other
worksharing discounts are also “influenced by” mailing density:

“Logically, similar reasoning also could apply to the difference between

destination entry at BMCs, SCFs, and DDUs. There too, mailers’

choices between these entry points are influenced by the density of

their mailings to each entry level. The Valassis/SMC argument would

suggest that those discounts also could be redefined as density-related

instead of worksharing? [sic]” NAA Reply Comments, ACR2008, at 10,

fn 12 (emphasis added).

As we noted in our comments in Docket R2009-1, NAA has missed the point.
While it is true that mailing density can influence a mailer’s choice between different
dropship rate tiers, the discount is earned and given not for the mailer achieving a
certain mailing density, but rather for the mailer’'s performance of the additional work at
its own extra cost to transport and enter the mail deeper into the postal system, work
that would otherwise have to be performed by the Postal Service. A mailer currently
drop shipping to the destination BMC, for example, even if it has more than enough
volume to go to the destination SCF, must undertake additional work (i.e.,
transportation) if it wants to earn the destination SCF discount. It is that extra mailer
work, not mailing density, that generates the cost savings upon which the discount is
based. By contrast, an existing High Density mailer can shift to the Saturation rate
merely (and solely) by increasing its volume density up to the Saturation threshold,
without undertaking any additional “worksharing” activity.
The Commission, in its 2008 ACR report concerning the Saturation-High Density

rate discount, has made the same mistake as NAA, loosely equating density-related

differences as “worksharing.” There, the Commission said (at 65-66):



“The Commission notes that deeper presortation requires a certain
level of density. For example, to obtain the presort discount for 3-
digit letters, a mailer must have sufficient volume going to the same
3-digit ZIP Code. Density here would be measured in terms of
volume per 3-digit zip. To qualify for the 5-digit presort discount, a
mailer would need sufficient volume going to one 5-digit zip, i.e.,
sufficient density. This concept logically extends to the Carrier
Route level, High Density Level, and Saturation level. For this
reason, the Commission continues to rely on the same analytical
framework for evaluating workshare discounts as it used to design
rates. However, this issue will be considered further in Docket No.
RMZ2009-3.” [underscoring added].

Just as in NAA’s earlier faulty analogy to drop ship discounts, the Commission’s
analogy to presort discounts confuses the volume needed to reach a discount threshold
with the extra worksharing activity that the mailer must undertake to save postal costs
and earn the discount. In the presort examples cited above by the Commission, merely
having sufficient mailing density to reach the next higher “presort discount” tier does not,
by itself, entitle the mailer to the discount. In addition to having sufficient density, the
mailer must also actually undertake the extra work necessary to “presort” the mail as
prescribed by the Postal Service. The discount is not given for density; it is given for the
mailer’s presort preparation and the resulting postal cost savings. And the discount
itself is based on the cost avoided by the Postal Service as a result of receiving that
mail at the higher rather than the lower presort level, i.e., the presort-related cost
savings between the two tiers.

Like NAA'’s dropship discount examples, the Commission’s presort discount
examples are fundamentally different in nature from the rate differential between High
Density and Saturation mail — a difference that goes to the heart of the statutory
“‘workshare discount” restriction in Section 3622(e). As between these two rate tiers,

mailing density is the sole distinction for rate eligibility purposes — the sole requirement
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for entitlement to the lower Saturation rate. An existing High Density mailer does not
need to undertake any additional “worksharing” to qualify for the Saturation rate. It only
needs to increase the number of pieces in its mailing up to the “saturation density” level.
That is not “worksharing.”

C. The ECP Concept And The Worksharing Cost Passthrough

Constraint Are Inapplicable To The Saturation/High-Density Rate
Differentials

One of PAEA’s key policies and objectives is to provide the Postal Service
with pricing flexibility so that it can be responsive to the needs of its mailers and markets
and ensure adequate revenues to remain viable. One of the most important steps in
developing efficient (i.e., market-responsive and contribution-maximizing) prices is to
identify the separate and distinct (relatively homogenous) products within the postal
system, so that each may be priced to reflect its individual cost and market/demand
characteristics. Pricing flexibility should allow rates for each of these separate products
to be based on both cost and market/demand information. Such principles are widely
acknowledged to maximize rate efficiency and contribution to institutional costs.

In designing efficient workshare discounts for a particular postal product with
homogeneous market/demand characteristics, these pricing principles simply boil down
to the Efficient Component Pricing (ECP) concept of basing the workshare discount on
avoided postal cost.* Thus, ECP is appropriate for the development of worksharing

discounts for an individual mail product where mailers of that product can chose either

4

MG,

The statutory concepts of “products,” “workshare discounts,” and “cost that the
Postal Service avoids as a result of the activity” are fully consistent with the
Ramsey/ECP approach and our interpretation of the statutory language on both product
differentiation and pricing, as well as worksharing discounts.
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to workshare or not. The mailer makes that choice based on a comparison of its own
unit workshare cost to the postal rate discount. As long as the worksharing discount
equals the Postal Service’s unit avoided cost to accomplish the same work, the mailer
will be able to make an efficient decision (either to workshare or not) that minimizes the
combined (mailer/postal) resource cost of the mailing.”

Importantly, under the proper application of ECP, the Postal Service will receive
the same unit contribution and total contribution regardless of whether the mailer
workshares or not. For example, if drop ship discounts are set at a 100-percent
passthrough of avoided cost, the Postal Service will be indifferent as to whether a mailer
decides to drop ship to a destination SCF or to a DDU, because the rate differential will
equal the cost differential — and the net unit and total contribution to institutional costs
will be unchanged.®

That is not true, however, if a mailer decides to change from Saturation

distribution to High Density, or vice versa. Private delivery is a viable hard-copy

° In this way, ECP encourages technical efficiency related to the specific product.

On the other hand, Ramsey pricing encourages both allocative and technical efficiency
among all products in the system, to the extent all products are identified as such.

6 In actuality, if the mailer can undertake worksharing at a much lower cost than
the relevant postal ECP discount, it will likely have room in its budget to mail a few more
pieces. Theoretically, additional contribution from those few additional pieces could be
considered an offset to ECP opportunity cost and thereby justify a slightly-greater-than
100% passthrough of avoided cost to the worksharing discount — so that total postal
contribution does not change between workshare and non-workshare alternatives. This
slight discount adjustment to reflect the reduced opportunity cost is generally ignored by
theory as being inconsequential. However, some economists recognize that
worksharing discounts can encourage significant volume increases — as has historically
occurred in the case of the USPS — and they therefore advocate that such discounts,
under certain conditions, should exceed avoided costs, taking into account demand
factors.
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alternative to Saturation and a portion of High Density mail products.” Except for
demographically-selective mailings, these mailers can use private delivery to cover
portions of their markets, and both also have the option to switch their entire mailing to
private delivery. If the Saturation-High Density rate differential were arbitrarily
constrained to the cost differential (through misapplication of ECP), then a decision by
an existing High Density or Saturation mailer to switch its mail distribution choice from
one product to the other (for reasons other than just a marginal change in volume),
would not change unit contribution but could dramatically change fotal contribution since
mailing density/volume could change substantially — especially if the shift involves
consolidating across products or moving mail volume either to or from private delivery
systems. In that case, even though the per-piece contribution would be the same at a
100-percent passthrough of the cost differential, the Postal Service would be worse off,
losing total volume and contribution due to the reduced mailing density.

Fundamentally, High-Density and Saturation mailings are different postal
products — a circumstance where the ECP concept is inapplicable. The High Density
mail product encompasses not just newspapers that use it in conjunction with
newspaper distribution to reach all households, but also other mailers that want to target
a higher-value demographically-selective audience of as few as 25-percent of
households. A mailer’s decision to mail as either High Density or Saturation is not
merely a function of the unit cost/rate differential between the two, but is instead

predominantly driven by the mailer’s particular chosen business model and market,

! For mailers that use High Density to reach just a demographically-targeted

portion of total households, private delivery is a less-feasible alternative.
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based on its assessment of demand conditions, response rates, return on investment,
and how best to meet customer/recipient needs. The mailer decides how much to mail
and to whom, and the result of that decision is either a High Density or Saturation
mailing. This is not the same as a decision on whether to undertake worksharing (e.g.,
whether to dropship to an SCF or a DDU). Unlike worksharing activities where either
the mailer or the Postal Service can perform the function, there is no Postal Service
function that can convert a lower-density mailing into a higher-density one — just as
there is no Postal Service function that can convert a parcel shape to a letter shape or
convert a heavy-weight piece to a lighter weight one. Moreover, the risks to the Postal
Service of being constrained to a fixed rate differential are far higher. Unlike the ECP
workshare scenario, mailer volumes shifts between High Density and Saturation could
have a large impact on total postal contribution, such that the Postal Service would not
be indifferent to the outcome.

Because High Density and Saturation are distinct postal products, their rates
should be developed on the basis of both cost and market/demand characteristics.
They should not be inefficiently tied together as so-called “worksharing” variants of the
same product based on historic misnomers, artificial subclass aggregations, and a
strained interpretation of the PAEA. To do so would cause serious inefficiencies and
unnecessary loss of postal revenue and contribution. Instead, the Postal Service
should have full flexibility to set those rates and rate differentials based on its
assessment and judgment of marketplace conditions and their impact on its financial

viability.
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It must be emphasized that this needed pricing flexibility does not in any way
dictate the direction that the Postal Service should move in its pricing of these two
products — whether to set the rate differential higher or lower than or equal to the cost
difference. The Postal Service needs to be free to move in either direction depending
on its best judgment of marketplace and demand factors, and able to react to changes
in the marketplace over time, in order to maximize its profit and enhance its economic
viability.®> Constraining it to a misapplied ECP-like 100-percent passthrough of the cost
differential will not serve the interests of either the Postal Service or any groups of
mailers over the long run.

Il. THE SATURATION/HIGH DENSITY PRODUCT RATES SHOULD BE
DELINKED FROM THE SEPARATE ECR PRODUCT DISCOUNT TIER.

Within Standard Mail, the Postal Service has already formally recognized ECR as
a completely separate product from High Density/Saturation. This treatment of ECR as
a separate product is fully justified by its differing market/demand and cost conditions
(and lesser access to non-postal delivery alternatives), compared to the High-Density

and Saturation products.

8 Although saturation and high density mailers compete in the same general

advertising market, the Saturation and High Density postal products they use have
distinct demand and market characteristics that must be taken into account by the
Postal Service in setting the rate differential between them. For example, too narrow a
rate differential might risk the loss of saturation mail volumes either by driving mailers
out of business or into private delivery, or by inducing them to convert their saturation
programs into existing high density mail programs. Too wide a differential might risk the
loss of high density volumes to private delivery. Because the optimum spread that
maximizes Postal Service profit can and will change over time due to changes in the
marketplace, the Postal Service must have pricing flexibility to respond and adjust its
rates to those market conditions.
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However, we are concerned that the artificial aggregation of Saturation, High
Density and ECR products into the historic and out-dated ECR “subclass,” together with
a strained and incorrect interpretation of the term “worksharing,” may lead to their
incorrect treatment as tantamount to the same “product” so that their rates are deemed
to be “linked together” and constrained by the “workshare discount” restriction of
Section 3622(e). As discussed in Section |, above, this would be counter to the PAEA
objective of pricing flexibility, would serve no economic purpose, and would be harmful
to the Postal Service, its mailers, and the viability of the postal system. These different
types of mail should be treated as what they are: separate mail products delinked of the
artificial workshare-discount distinction.

lll.  WITHIN FIRST CLASS MAIL, TO THE EXTENT THAT SINGLE-PIECE AND

PRESORT ARE DISTINCTLY DIFFERENT MAIL PRODUCTS, THEY SHOULD

NOT BE LINKED FOR PRICING PURPOSES AS MERE WORKSHARING
CATEGORIES.

With respect to First Class Mail, the question of whether Single-Piece and
Presort are separate products based on their distinctive cost and market/demand
characteristics is of critical importance to the Postal Service and all mailers. The
Commission should assess this issue unbridled of historic labels or classifications. If
they do, indeed, have the characteristics of separate products, then they must be freed
of the fiction that the differences between them are merely a matter of presort
worksharing.

We do not take any position on whether Single-Piece First Class mail, treated as
a separate product for pricing purposes, has a higher or lower price elasticity than
Presort First Class, or whether the rate differences between them should be greater or

smaller than now. Those relationships depend on the marketplace, and may well be
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subject to fluctuation over time. What is critical is that the Postal Service, in that case,
be able to adjust its pricing of these separate products in response to marketplace
conditions.

We understand the concerns of some that unlinking these rate relationships
might cause larger increases in the rates for Single-Piece mail. That, however, should
not be a foregone conclusion. As separate products, it is for the Postal Service to
decide, based on its best judgment of marketplace factors, whether shifts in those rate
relationships, up or down, are in its best short- and long-term interests in ensuring a
financially-viable postal system. Absent financial viability, the rates for all types of mail,
including Single-Piece, may rise exorbitantly, or, in the worst case, the service will
cease to exist. Pricing flexibility based on marketplace factors, even for mail products
that might pay higher rates as a result, may well be the lesser of evils even for those

mailers.

Respectfully submitted,

Is/

John M. Burzio

Thomas W. McLaughlin

Burzio McLaughlin & Keegan

1054 31st Street, N.W., Suite 540
Washington, D. C. 20007-4403
(202) 965-4555; Fax (202) 965-4432
bmklaw@verizon.net

Counsel for Valassis Direct Mail, Inc.

May 26, 2009



