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Pursuant to Order No. 636, Notice of Postal Service's Filing of Annual Compliance Report and Request for Public Comments (issued January 4, 2011), Time Inc. hereby submits its initial comments on the United States Postal Service FY 2010 Annual Compliance Report (filed December 29, 2010) (hereinafter "FY 2010 ACR" or "ACR"). 


These comments address two interrelated questions: (1) the extent, if any, of the Commission's power under title 39 to order that rates for a market-dominant class be raised above the statutory price cap in order to remedy a class-wide cost coverage shortfall; and (2) in the absence of such power, the most appropriate findings, recommendations or orders for the Commission to issue in this proceeding respecting Periodicals Class.  The first question chiefly concerns matters of law and the second matters of complex fact and ratemaking expertise.

I.
BACKGROUND


According to the Annual Compliance Reports filed by the Postal Service beginning in FY 2007, Periodicals Class has not borne its full attributable costs, as required by § 3622(c)(2), at any time since the Postal Accountability and Enhancement Act ("PAEA") came into effect in 2006.  In its FY 2010 ACR, at 8-9, the Postal Service's implies that the Commission, after ordering it to submit a plan to increase Periodicals cost coverage in its FY 2009 Annual Compliance Determination (ACD), received the Postal Service's plan coldly and made it impossible for the Postal Service to do anything effective about the cost coverage problem when it denied the Postal Service's requested exigency increase, which included an 8% increase for Periodicals Class that the Postal service justified entirely as a measure for increasing cost coverage, in Docket No. R2010-4.
  Based on the Commission's order denying its request, the Postal Service has evidently--we believe, correctly--concluded that it is without power under title 39 to raise the rates of a market-dominant class to levels not permitted by the applicable price cap for the purpose of achieving full class-wide cost coverage.  FY 2010 ACR at 8-9.  


The Postal Service then announces that it has also concluded that "even if [it] achieves the most optimistic efficiency enhancements possible. . .  combined with annual rate increases within the statutory price cap," it now "seems impossible for the Postal Service, acting with the powers granted to it and within the constraints imposed by title 39, to present any realistic plan that would result in these products
 fully covering their attributable costs, much less making any contributions to institutional costs."   The Postal Service therefore suggests that it now seems "most appropriate for the Commission to determine whether it can exercise any of its powers to remedy the cost coverage" failure.  And, observing that "[o]ther parties have advocated that the Commission possesses such powers," it advises the Commission that it should look into the possibility that it "possesses its own rate authority which it can exercise outside of Postal Service requests, even in some cases sua sponte," or has "the statutory power . . . to increase certain market dominant rates in excess of the price cap."  In light of the statements of such parties, the Postal Service says, it would be useful for the Commission to determine exactly what the contours of its powers are under title 39."  Id. at 9.


The Postal Service has thus raised issues that were raised in Docket No. ACR2009 and that the Commission concisely summarized in its FY 2009 Annual Compliance Determination (issued March 29, 2010) ("FY 2009 ACD"), at 18:

The Public Representative argues that the  Commission has authority, pursuant to sections 3652  and 3662, to remedy non-compliance by ordering  rate adjustments in excess of the price cap. Public  Representative Reply Comments at 6-8. In addition,  the Public Representative argues that, in extraordinary  and exceptional circumstances, the Commission may,  pursuant to section 3622, order rate adjustments that  exceed the price cap. Id. at 8-11. 

GCA also addresses the relationship between section  3622(c)(2) and the price cap, distinguishing between standards applicable to before the fact review, i.e., a  Postal Service-initiated rate change, and after the fact review under section 3653. GCA Reply Comments at 10-11. It suggests that the Commission’s remedial authority under sections 3653(c) and 3662(c) could be used to order increased rate levels in excess of the price cap. Id. at 11.

The Commission also observed that "[s]everal commenters," including Time Warner, MPA/ANM, and PostCom et al., "respond[ed] that the price cap, section 3622(d), is pre-eminent, and precludes the Commission from acting to remedy non-compliance by directing the Postal Service to increase rates in excess of the cap."  Id. at 17.


The Commission reserved the merits of the issues for another day:

The foregoing comments raise important issues of first impression. The Commission concludes that it would benefit from additional public comment on these issues, and that it would be premature to resolve them on the merits in this proceeding since it finds no need to order rate level changes pursuant to section 3653. 

Id. at 18.
II.
DISCUSSION
A.
Facts
1.
The Postal Service has by no means offered a reasonable explanation for its view that full Periodicals Class cost coverage is unattainable within the limits of the price cap.  


The Postal Service cites "indicat[ions] to the Commission over the course of their joint work on the Periodical Study," to which Time Inc. has not been privy, as evidence in support of its belief that it is not possible within the constraints of current law to bring Periodicals Class to full cost coverage over any foreseeable term without raising class-wide rates above the price cap.  We are unable to form an opinion on the basis of anything except what is on the public record.  On that basis, we cannot agree with the Postal Service that an inability to increase rates sufficiently accounts for the fact that Periodicals Class cost coverage has continued to decline since enactment of the PAEA.  In the period 2006 through 2009:

•
carrier route presortation and dropshipping to the destinating SCF continued to increase;

•
the use of sacks continued to decline;

•
the average weight per copy of periodicals continued to decline;

•
the CPI increased by 6.4%; and

•
Periodicals unit costs grew by 20.6%.
We think it more likely that the continuing decline is principally due to the more obviously anomalous fact on that list, i.e., the unusually large cost increases.  The reasons for the continuing increases in attributed Periodicals Class costs have now been studied and analyzed over many years and may safely be summarized as follows:

•
The Postal Service suffers from an increasingly excessive capacity due to the combination of shrinking volumes, increasing automation, willingness to reduce the workforce only through attrition, and changes in the characteristics of mail toward mail that is more presorted and dropshipped, thereby eliminating much of the processing and transportation that the Postal Service used to have to do.

•
While their very advanced flats sorting machines often stand idle due to lack of volume to process, postal facilities often sort Periodicals flats manually.  Facility personnel, when asked about the practice, sometimes claim it is done for “service reasons.”  It is unclear whether the real reason is concern about service or need to keep excess clerks occupied.  In any case, industry members have repeatedly declared that they do not want this type of “Service.”

•
The Postal Service’s costing system tends to attribute a disproportionate portion of indirect and overhead costs to the mail that is being processed manually.  

•
A general lack of awareness among facility managers of the need to reduce costs of Periodicals.  Facilities do not see the consequences of costly practices, such as diverting flats to manual processing.

2.
The Postal Service reached its conclusion about the impossibility of achieving full cost coverage under the constraints of the price cap without first making any serious effort to develop a more efficient Periodicals rate and classification structure, better management practices for staffing and scheduling of Periodicals operations, under a system that incorporates managerial incentives for cost savings, better organization of Periodicals mail-processing, and better cost modeling and cost attribution.  


Since the passage of the PAEA, the Commission has tried to direct the Postal Service's attention to the need for such efforts in its Decision in Docket No. R2006-1 and its FY 2008 and 2009 Annual Compliance Determinations.


As discussed further by Stralberg (see Addendum), it is clear both from the information provided in the Postal Service's FY 2010 ACR and from the Periodicals Class rates announced in its Notice of Market-Dominant Price Adjustment (filed January 13, 2011) that the Postal Service has done not merely far less than was possible but almost the opposite of what the Commission has been urging it to do in the Commission's FY 2008 and FY 2009 ACDs to improve Periodicals Class cost coverage.  


In its FY 2008 ACD (at 58), the Commission spoke of "the imperative need to reduce the extent to which Periodicals are exposed to manual sorting operations, to control other costs, to improve cost modeling, to align the pricing structure more closely with cost incurrence, and to employ pricing objectives that also send clear signals to mailers."  It expressed its support and encouragement for efforts "to improve the data used in the Periodicals cost model, to search for practices that will improve operational efficiency handling and transporting Periodicals, and to consider whether the discount or rate structure can help the Postal Service and its customers to become more efficient users of the mail" and for the consideration of "administrative solutions to processing decisions that currently elevate service decisions over cost considerations."  Id. at 58-59 (italics deleted).


That last cumbersome phrase--"administrative solutions to processing decisions that currently elevate service decisions over cost considerations"-- is shorthand for what we are increasingly tempted to call the "Hot Pubs scandal."  On September 8, 2008, Time Warner filed as an appendix to its Initial Comments in Response to Order 99 in Docket No. RM2008-2 a paper by Halstein Stralberg concerning the excessive manual processing of Periodicals.  There, Stralberg recounted that when he asked personnel at mail processing facilities why so many Periodicals were still sorted manually, he often received the answer that it was done for “service reasons.” In other words, some incoming Periodicals flats were observed at a processing plant too late to be processed on the machines if they were to be delivered next morning. So the managers of the facility had them sorted manually.  Stralberg surmized that some offices were still keeping “hot lists” of Periodicals, usually magazines or newspapers that had been the subject of some complaints from subscribers about late delivery, a practice that had supposedly been discontinued.  Id. at Appendix B, B2-3, 12-13.


In Docket No. ACR2008, Time Warner again raised this issue in its Initial Comments (filed February 13, 2009), at 11-12 (stating, "If Periodicals costs are ever going to be controlled, these extremely costly practices have to stop"), leading to the Commission's statement in its FY 2008 ADC (issued March 30, 2009) (at 58-59) "strongly encouraging administrative solutions to processing decisions that currently elevate service decisions over cost considerations."


Since the Commission issued that ACD, nothing more has been required for the Postal Service to take action than:

(1)
the passage of approximately 17 months;

(2)
testimony before the House Committee on Oversight and Government Reform, Subcommittee on the Federal Workforce, Postal Service, and the District of Columbia by James O’Brien of Time Inc. on May 12, 2010, in which O'Brien described a "bullpen" operation for manually sorting bundles of Periodicals that bore a sign saying "Hot Publications Staging Area," which he had witnessed in a New York area postal facility just three weeks earlier; and 

(3)
a year-long audit by the USPS OIG from January to December, 2010, resulting in a recommendation that "the vice president, Network Operations, direct the manager, Processing Operations, to: . . .  Issue guidance to processing facilities that emphasizes managing the expected delivery dates and eliminates using the 'Hot 2C' program to provide expedited processing or manual processing for select publications."  OIG Report Number CRR-AR-11-001 (December 7, 2010), at 6.


The action that has been taken, as of December 3, 2010, is that the Postal Service has agreed to issue such guidance, with a target implementation date of "April 2011," and that the Postal Service has conceded what has been true all along: that the "Hot Pubs" practices "are not endorsed procedures," which is to say that they are contrary to Postal Service policy. Id. at 19.

What the Postal Service has not conceded, and will not discuss, and is not mentioned or in any way taken into account in the OIG's audit, is the fact that the "Hot Pubs" program was not merely "unofficial," as the OIG puts it, or "unendorsed," as the USPS puts it, but was never requested by the customers it was allegedly serving.  Periodicals mailers have repeatedly made clear that they do not want and are not willing to pay for "hot" processing.

In its FY 2009 ACD (issued March 29, 2010), the Commission stated (at 76) that "[t]here are . . .  current opportunities for the Postal Service to improve Periodicals cost coverage by modifying container and bundle passthroughs."  It gave detailed examples of such opportunities "to improve efficiency and to offer mailers appropriate pricing incentives" and stated that "[t]he Postal Service should implement such changes as soon as practicable."  Id. at 86.  The Postal Service in its FY 2010 ACR chooses to mention only the Commission's instruction to "develop and present a plan explaining how it intends to increase Periodicals cost coverage to a reasonable level in its next notice of general price adjustments for market dominant products, or its next annual compliance report," id. at 76, which it now claims is impossible to carry out.  FY 2010 ACR at 8.  As to the Commission's instructions concerning bundle and container passthroughs, the need to reduce manual sorting of Periodicals, to improve cost modeling, to consider "administrative solutions to processing decisions that currently elevate service decisions over cost considerations"--none of which require increasing Periodicals rates above the statutory price caps or face any legal impediment that we are aware of--the Postal Service has nothing to say.  
B.
Law

Gradually, the Commission has been clarifying the considerable obscurity created by some of the PAEA's provisions, and in the past year they have taken two large steps in the Workshare Order and the Exigency Order.  However, the nature of "noncompliance" under § 3653 and the scope of the Commission's remedial authority under § 3662(c) remain a source of much confusion, misdirected effort, and concern, which could hardly be better illustrated than by the Postal Service's invitation to the Commission to explore legal theories in which the Postal Service has heretofore found nothing to admire.


The Postal Service's assertion that the Commission has made it impossible for the Service to deal with the cost coverage problem, its suggestion that it now therefore seems "most appropriate for the Commission to determine whether it can exercise any of its powers to remedy the cost coverage" problem, and its speculation that the Commission may have "the statutory power . . . to increase certain market dominant rates in excess of the price cap"--based on the fact that "[o]ther parties have advocated that the Commission possesses such powers"--are lapses from the Postal Service's usual high standards of argument. 

It suggests a want of attention on the part of the Postal Service for it to be taken so much by surprise by a situation that was widely foreseen and discussed almost before the ink was dry on the PAEA.
  It suggests a selective memory for it to imply that the Commission has prevented it from solving the cost coverage problem "even if [it] achieves the most optimistic efficiency enhancements possible," given the Commission's record of devoting substantial resources to the issue even in the face of determined resistance by Postal Service management
  and its own record of frequently making optimistic predictions of improved efficiency, never achieving them, and disregarding Commission directions for concrete steps to improve efficiency.  It suggests a want of seriousness for the Postal Service to recommend that the Commission look into the possibilities afforded by legal theories that the Postal Service has never seen fit to associate itself with before and which it does not now deign to articulate, much less advance any argument for or ascribe any particular merit to.

1.
Since the earliest discussions of PAEA implementation, the Postal Service has recognized a potential conflict between the statutory rate cap and § 3622(c)(2)'s attributable cost factor and has taken the position that the statutory scheme be understood as a hierarchy of policies in which the price caps are primary and the factors are subordinate

The proceeding in which the Commission first undertook the task of adopting regulations to establish a system of ratemaking under the PAEA was Docket No. RM2007-1.  The issue we have been discussing, a potentially irresolvable conflict between the attributable-cost recovery requirement of § 3622(c)(2) and the rate cap of § 3622(d), was widely discussed at the time.  The view most frequently expressed was that the PAEA must be understood as a hierarchy of statutory policies, that § 3622(d) (the rate cap) is at the top of the hierarchy and that § 3622(c)(2) (the attributable cost requirement) occupies a lower position.   For example, Senators Carper and Collins, two major sponsors of the PAEA, submitted comments in the rulemaking, in which they stated
:


The section of the Act calling for the creation of a new system for regulating the Postal Service's Market Dominant products lays out the nine major objectives of the new system.  It also lists fourteen factors that the Commission should consider when developing the new system.  The primary requirement, however, is the requirement that, for at least ten years, the system "include an annual limitation on the percentage changes in rates to be set by the Postal Regulatory Commission that will be equal to the change in the Consumer Price Index for All Urban Consumers."  We intended the objectives to supersede the factors in issues affecting the system's design.


The Postal Service itself could not have been more explicit in its rejection of the notion that the attributable-cost floor could be allowed to take precedence over the rate caps.  Its initial comments in Docket No. RM2007-1 stated:


The “factors” of § 3622(c) are pricing and classification policies that must be “taken into account” in the operation of the new system. As discussed above, the “factors” are subordinate to the other substantive provisions of § 3622, and thus must be applied in a manner that does not undercut the principles articulated by those provisions.
.
.
.
.


The “cost” factor of § 3622(c)(2), meanwhile, can conceivably be interpreted as being more important than the other “factors” due to the fact that it is styled as a “requirement.” However, as a “factor,” this provision must be read in a manner consistent with the principles articulated by the “objectives” and which underlie the substantive and procedural elements Congress laid out in § 3622(d). Congress criticized the cost-of-service regime of the PRA as not imposing sufficient incentives for efficiency on the Postal Service:


The current [pre-PAEA] rate-setting process provides little or no incentive for the Postal Service to control its costs because all its costs are ultimately passed through to the consumer regardless of how efficiently or inefficiently the Postal Service operates


A price cap system, on the other hand, provides greater incentives for efficiency due to the fact that it fundamentally changes the relationship between cost and price. Thus, reading this factor as “requiring” that every class of mail cover its costs, regardless of the ceiling imposed by the cap, would eviscerate the framework set forth by Congress. 

More recently and after much consideration, the Commission has come to very similar conclusions.  In Order No. 536, Order Adopting Analytical Principles Regarding Workshare Discount Methodology (September 14, 2010), at 36, the Commission stated: 

Quantitative pricing standards
 are at the top of the statutory hierarchy.  Next in the hierarchy are the qualitative “objectives” listed in section 3622(b), followed by the qualitative “factors” listed in section 3622(c).
.
.
.
.

the PAEA frames the qualitative standards in discretionary terms.26 They are presented as a group and the application of each is conditioned upon the need to recognize and reflect the others.27
26
 The preamble to section 3622(c) requires that the modern system of ratemaking take all of the listed factors “into account.”

27
 The preamble to section 3622(b) requires that under the modern system of ratemaking, each qualitative objective “be applied in conjunction with the others.”
2.
The exigency provision is not remedial and neither expresses nor implies any special status or treatment for alleged violations of a policy or provision of the PAEA


The Postal Service does not specify the statutory bases that the Public Representative and GCA relied on in their FY 2009 ACR comments for the alleged authority of the Commission to order rates for market-dominant classes raised above the statutory caps even without a request from the Postal Service for exigent  rate increases, "even in some cases sua sponte." There were three such bases.  

First was § 3622(d)(1)(E), the exigency provision.  The argument relied on two contested propositions: (1) that the Commission may put the provision for exigent rate increases into operation on its own motion, without a request from the Postal Service; and (2) that any substantial failure of a market-dominant class to cover its attributable costs necessarily amounts to an exigent circumstance.  The first proposition has never been addressed by the Commission and, in view of the Postal Service's recent exigency request, where it rendered the point moot by making such a request itself, has no bearing on the present discussion.  The second proposition has plainly been rejected by the Commission (see n. 1 supra), as the Postal Service recognizes in its ACR (at 8-9).   

Assuming for the sake of argument that failure of a market-dominant class to cover its attributable costs could in some unspecified set of circumstances constitute an "exigency" under § 3622(d)(1)(E), Order No. 547 in Docket No. R2010-4 makes clear (at 26 ff.) that any increase of rates to levels above the applicable cap for the purpose of achieving full cost coverage would have to satisfy all of the requirements of § 3622(d)(1)(E) (e.g., the "due to" requirement and the "necessary" requirement).


The recent failure of Periodicals Class to fully recover its attributable costs--which continues a trend that has progressed uninterruptedly since 1996--plainly does not constitute an "extraordinary or unexpected" circumstance or meet the other requirements of the exigency provision.
  In its Brief in USPS v, PRC (D.C. Cir. 2010), No. 10-1343 (filed 1/14/2011), at 35-36, the Commission plainly says so and removes any possible doubt that it is impermissible to piggyback an increase in rates above the allowable caps for the purpose of bringing  a market-dominant class to full cost coverage onto a legitimate increase due to exigent circumstances:
The Postal Service’s justifications for its specific pricing proposals underscore its misunderstanding of the proper role for exigency-based increases. . . . [T]he authority to raise prices due to either extraordinary or exceptional circumstances was not designed to provide a “unique opportunity” to address problems that have persisted “for years.” Rather, the new pricing regime was designed to require the Postal Service, absent exigent circumstances, to address such issues through improved efficiency while operating within the constraints of the price cap.
3.
Section 3662(c)'s statement of remedial authority to "order[ ] unlawful rates to be adjusted to lawful levels" does not transubstantiate rate levels that exceed the statutory caps into "lawful levels"

Although the Postal Service has in the past strongly supported the position that "the 'banking' provision of § 3622(d)(2)(C)" and "the 'exigency' provision of § 3622(d)(1)(E)" are the exclusive means under the PAEA "by which the price cap can be exceeded in any given year,"
 the Public Representative and GCA have argued that the Commission's remedial authority under § 3662(c) to "order[ ] unlawful rates to be adjusted to lawful levels" is another source of authority to order rates for a market-dominant class raised above the cap. This authority is triggered when the Commission either makes a "written determination of noncompliance" under § 3653(c) or finds a complaint "to be justified" under § 3662(a).  


Since the attributable cost requirement of § 3622(c)(2) is within the jurisdictional scope of both sections,  it makes little difference for the purposes of this discussion which type of case is referred to.  One case involves a finding of noncompliance in the course of an Annual Compliance Review under § 3653(c), followed by exercise of the Commission's remedial authority under § 3662(c) to "order[ ] unlawful rates [i.e., those below their full attributable costs, contrary to the requirement of § 3622(c)(2)] to be adjusted to lawful levels."  The other involves exercise of the same remedial authority under § 3662(c), but pursuant to a finding of a justified complaint under § 3662(a), the complaint provision, rather than a finding of noncompliance under § 3653(c).  The theory is essentially the same.
  


The Commission's remedial authority under § 3662(c) to "order[ ] unlawful rates to be adjusted to lawful levels" extends to cases arising under § 3653(c) ("Annual determination of compliance") in which it has made a "written determination of noncompliance," and under § 3662(c) ("Rate and service complaints") in which it "finds the complaint to be justified."  For such an order to be proper, two requirements must be met: 
(1) 
the rates which are ordered to be adjusted must be unlawful (this is both implicit in the nature of a finding of noncompliance or a finding that a complaint is justified, and explicit in the grant of remedial authority itself); and 

(2) 
the levels to which the rates are adjusted must be lawful (this is explicit in the grant of remedial authority).  


Rates for a market-dominant class that are above the applicable § 3622(d) annual limitation, and that have not been authorized under either the exigency provision of § 3622(d)(1)(E) or the banking provision of § 3622(d)(2)(C), are made unlawful by the plain language of § 3622(d)(1)(A) and § 3622(d)(2)(A), which state: 

§ 3622(d)(1)(A)

(d) Requirements.—

  (1) In general.—The system for regulating rates and classes for market-dominant products shall—

    (A) include an annual limitation on the percentage changes in rates to be set by the Postal Regulatory Commission that will be equal to the change in the Consumer Price Index for All Urban Consumers unadjusted for seasonal variation over the most recent available 12-month period preceding the date the Postal Service files notice of its intention to increase rates; . . . 

§ 3622(d)(2)(A)

  (2) Limitations.—

    (A) Classes of mail.—Except as provided under subparagraph (C), the annual limitations under paragraph (1)(A) shall apply to a class of mail, as defined in the Domestic Mail Classification Schedule as in effect on the date of enactment of the Postal Accountability and Enhancement Act.

Even if the  rate cap of § 3622(d) and the attributable-cost floor of § 3622(c)(2) were two requirements of equal dignity and centrality to the statutory scheme, it would remain the case that rate levels in excess of the statutory caps are not "lawful levels" and would not become lawful by virtue of being the only possible means of achieving compliance with § 3622(c)(2).


Thus the theory advanced by the Public Representative and GCA seems to be flatly contradicted by the logic of the statutory text both directly, by § 3662(c)'s limitation of the stated authority to adjusting rates to "lawful" levels, and at one remove, by § 3622(c)(2)'s status as a "FACTOR" to be "taken into account" as compared to § 3622(d)'s status a "REQUIREMENT."  It is also contradicted, in a most pointed fashion, in the Commission's Brief in USPS v. PRC (D.C.Cir. 2010) (filed 1/14/2011), at 35-36, 40, where the Commission responds as follows to the Postal Service's statement in the exigency proceeding that "the exigent filing is an opportunity to begin resolving the cost coverage issues with dispatch":
[T]he new pricing regime was designed to require the Postal Service, absent exigent circumstances, to address such issues through improved efficiency while operating within the constraints of the price cap.

.
.
.
.


Congress expected the Postal Service to address any financial issues not caused by exigent circumstances within the limits of the price cap, and conferred no general authority on the Commission to authorize price increases above the rate of inflation. . . . To the extent that the Postal Service believes that the management improvements Congress expected the price cap to foster are unattainable, such arguments would properly be addressed to Congress and not to the Commission.
III.
CONCLUSIONS

1.
If the Commission accepts the Postal Service's suggestion to "determine exactly what the contours of its powers are under title 39 . . . in light of [the] statements" of GCA and the Public Representative, it must conclude that the banking provision of § 3622(d)(2)(C) and the exigency provision of § 3622(d)(1)(E) are the sole sources of authority under the PAEA for raising market dominant rates above the price caps of § 3622(d)(1)(A)


We have stated in the discussion above why we think that the Public Representative and GCA cannot be right in arguing that inclusion of authority to "order[ ] unlawful rates to be adjusted to lawful levels" in the remedies subsection of a general complaint provision constitutes a grant of authority to order rates adjusted to unlawful levels in contravention of the most basic prohibition of the Act.  Our views on this subject represent our consistent understanding the PAEA since its enactment.  See Docket No. RM2007-1, Reply Comments of Time Warner Inc. To Initial Comments in Response to Order No. 2 (filed May 7, 2007), at 25-26 ("the exigent circumstances and banking provisions of § 3622(d) provide the exclusive authority for increasing rates for any market-dominant class in excess of the caps"; "the remedial provisions of § 3662 . . . do not include the power to authorize rate increases in excess of the annual limitation"). They also represent the view that had, to the best of our knowledge, been consistently held by the Postal Service before the filing of its FY 2010 ACR.  See Docket RM2007-1, Initial Comments of United States Postal Service (filed April 6, 2007), at 16 (the Act "specifies the two means by which the price cap can be exceeded in any given year," the banking provision and the exigency provision). 


In the past year, the Commission's final orders in Dockets No. RM2009-3 (Order No. 536) ("Workshare Order")  and R2010-4 (Order No. 547) ("Exigency Order") have clarified some of the issues surrounding the ratemaking provisions of the PAEA.  In the Workshare Order, the Commission recognized (at 36) a statutory hierarchy in which three "quantitative pricing standards," which include the rate cap of § 3622(d), "are at the top," with the "qualitative 'objectives' listed in section 3622(b) . . . [n]ext," "followed by the qualitative 'factors' listed in section 3622(c)," which of course include section 3622(c)(2), the attributable cost requirement.  In the Exigency Order, the Commission denied, inter alia, the Postal Service's request for  a rate increase in excess of the applicable cap for Periodicals Class, which the Postal Service justified on the grounds that it would improve cost coverage.  In its Brief defending that Order in the D.C. Circuit, the Commission indicated that a failure to achieve 100% cost coverage does not constitute an exigent circumstance.  But it also went further and stated that "Congress . . . conferred no general authority on the Commission to authorize price increases above the rate of inflation," and that "[t]o the extent that the Postal Service believes that the management improvements Congress expected the price cap to foster"--implicitly, the efficiencies necessary to achieve full cost coverage--"are unattainable, such arguments would properly be addressed to Congress and not to the Commission." Brief in USPS v. PRC at 40.  


In light of these developments in the Commission's precedents interpreting the ratemaking provisions of the PAEA, the only possible answer to the question the Postal Service raises is that remedies for cost coverage that falls below the standard of § 3622(c)(2) must be confined to measures that are consistent with application of the rate caps.  
2.
The Postal Service has not done enough to reduce Periodicals Class costs and increase Periodicals Class efficiency and is not powerless to do more; the Commission should continue to direct the Postal Service to take the steps it needs to take to improve the cost coverage of Periodicals.  


Appended to these comments are Comments on the Postal Service's ACR2010 Filing, by Halstein Stralberg, Time Inc.'s postal consultant, who first drew attention to anomalous increases in flats mail-processing costs in testimony in Docket No. R90-1, and whose analysis of the causes of the problem at that time has been updated and refined many times since, and always reconfirmed in its essentials.  Based on Stralberg's appended comments, Time Inc. respectfully urges the Commission to direct the Postal Service to take the following specific steps in order to raise the cost coverage of Periodical Class:

•
Assure at least an (80%?) passthrough of  the costs identified with each rate element in the Periodicals rate structure, including costs associated with each category of bundle, sack and pallet, as well as costs associated with piece sorting machinability.

•
Similarly, assure at least an (80%) passthrough of the cost differentials associated with different levels of piece presortation.

•
Assure that the definition used to define piece sorting machinability, at each presort level, is consistent with the piece sorting technology used in postal facilities for the majority of pieces sorted.

•
Define, implement and enforce transparent rules for the condition under which Periodicals mail pieces that are machinable on existing Postal Service equipment may nevertheless be sorted manually.

•
Ban the use of "hot pubs" lists in postal facilities

It is clear that the Postal Service is not powerless to take measures to improve Periodicals Class cost coverage.  The measures we have recommended above, that Halstein Stralberg recommends in his careful and deeply informed analyses of the Postal Service's mail processing operations, that the Commission has recommended year after year, most recently in a series of ACDs, are not impracticable.  Nonetheless, Postal Service reluctance to take serious steps toward improvement has been tenacious.  We hope that the Commission will be equally tenacious in pursuing the sound changes that it has been urging on Postal Service management in its ACDs.

Respectfully submitted,
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ADDENDUM

COMMENTS ON THE POSTAL SERVICE’S ACR2010 FILING 

by

Halstein Stralberg

COMMENTS ON THE POSTAL SERVICE’S ACR2010 FILING

The following comments address some of the Periodicals data reported in ACR2010, and the Postal Service’s claim that it is impossible to raise the Periodicals cost coverage significantly without “authority” to raise Periodicals rates beyond the inflation cap specified by the PAEA.

My comments in Docket R2010-4 described several reasons why the Postal Service cannot be said to have done all it can to reduce Periodicals costs.  Those arguments still apply.  I include in the following some new analysis using the FY2010 cost data, which show that Periodicals mail processing costs, particularly piece sorting costs, are much higher than they ought to be according to the Postal Service’s own model data.  To correct this situation, the Postal Service will need to solve the perennial problem with flats being diverted unnecessarily to manual sorting.  

I also comment on the recently filed proposal for Periodicals rate increases (Docket R2011-2) and show that the Postal Service could have done far better if its intention had been to make Periodicals mail more efficient.

The discussion below also identifies some issues that I believe might be suitable for further analysis in Docket RM2010-13.

THE RECENT SHARP DROP IN COST COVERAGE WAS CAUSED BY A DRAMATIC SLIDE IN EFFICIENCY DUE AT LEAST IN PART TO EXCESS CAPACITY AND UNNECESSARY MANUAL PROCESSING.  THE POSTAL SERVICE MUST REVERSE THIS SLIDE IN ORDER TO RESTORE THE COST COVERAGE OF PERIODICALS

Anomalous increases in Periodicals costs have been occurring for many years.  But let us focus on just what has happened in the last few years, since FY2006.

The Commission’s Docket R2006-1 Opinion, issued October 2007, raised the rates of Outside County Periodicals by 11.7%.  Based on FY2006 costs and the Postal Service’s own projections of cost trends and improvements to be achieved from various incentives, those rates should have led to a 100.2% cost coverage for Outside County Periodicals in FY2008.

However, already in FY2007 the actual cost coverage, reported in the FY2007 ACR, was only 82.22%.  A partial explanation for this very disappointing result was sought in the fact that the R2006-1 rate increase had been effective only in the last 2.5 months of that fiscal year.  Had it been in effect also for the first 9.5 months it was argued, the coverage would have been over 91%, still much less than had been projected from results just one year earlier.

In FY2008, the R2006-1 rates were in effect, until May 15 2008 when a further 2.71% rate increase took effect, as allowed under the PAEA inflation based limit.  But the cost coverage still came out as only 82.94% which, considering the much higher rates, reflected a further major loss of efficiency from the year before.  

In FY2009 matters turned even worse.  Despite a further rate increase of 3.961% that took effect in May 2009, the cost coverage dropped further to only 75.03%.

By comparison with the three previous years, FY2010 was an accomplishment of sorts, in that the Outside County cost coverage did not decline further.  More precisely, it declined only by a round off error, from 75.03% to 74.99%.  In fact, Periodicals per-piece mail processing costs actually declined in FY2010, though they remain much higher than they ought to be, as explained in the following section.  Still, the cost coverage did not improve from the year before, mainly because transportation and segment 6 costs attributed to Periodicals increased.

So in FY2007 and even more in FY2008 and FY2009, there must have been major slides in the efficiency with which Periodicals were being processed and delivered.  There are several reasons for this and one cannot lay all the blame on the Postal Service.  It obviously did not cause the precipitous volume decline, particularly in flats, that occurred in those years and led to a massive excess capacity.  And the Postal Service faces more constraints than most private firms in its ability to quickly adjust its capacity to reduced demand.  

Yet, over time, it ought to be possible to reverse not only the major slide in efficiency that has occurred in the last few years, but at least some of the anomalous and well documented increases in attributed costs that have been occurring to the Periodicals class for the last 25 years.  But the Postal Service evidently does not think so.  Its recent ACR report suggests, essentially, that it will not be possible to bring Periodicals back to a 100% cost coverage unless the Commission somehow finds “authority” to raise Periodicals rates above the inflation based limit prescribed by the PAEA.

But why does it seem so impossible to regain the efficiencies that have been lost in just a few years, assuming that the Postal Service eventually does adjust its workforce and its processing and transportation network to the lower volumes, and assuming that it eventually addresses the now well-publicized tendency to process flats manually while machine capacity stands idle?  The current high costs were not caused by the product Periodicals mailers enter at post offices being any less efficient than it used to be.  In fact, each recent year the Periodicals volume that remains has been more presorted and more dropshipped, requiring less and less work to be performed by the Postal Service.

COMPARISON OF CRA DATA WITH FLATS MODEL RESULTS SHOW THAT EXCESSIVE PIECE SORTING COSTS, CAUSED BY DIVERSION TO MANUAL SORTING, IS A MAJOR CAUSE OF THE LOW PERIODICALS COST COVERAGE

The Periodicals flats model (USPS-FY2010-11) is different from other USPS worksharing models in that it models not only costs related to piece sorting, but also the mail processing costs related to sorting and opening of containers and bundles, as well as moving mail containers within and between postal facilities.

It follows that the so-called CRA adjustment, which adapts model results to CRA cost results, also has a somewhat different function in the Periodicals model.  In the First Class and Standard flats models, for example, the CRA adjustment is used to distribute the costs of various not modeled operations (e.g., platform operations) among presort categories, on the (unproven) theory that the costs of such operations can be distributed based on the costs of modeled (e.g., piece sorting) operations.

In the Periodicals model, on the other hand, all the processing operations that correspond to the CRA costs used in the adjustment have been explicitly modeled.  As I first noted in my R2006-1 testimony, this opens up the possibility to use the CRA costs, not just for an overall adjustment, but to verify the accuracy of different parts of the model.  Specifically, the CRA piece sorting cost pools are generally distinct from the cost pools that handle bundles and containers, so that it should be possible to verify, and adjust, modeled piece sorting costs separately from other modeled costs.

My initial assumption (during R2006-1) was that modeled and CRA costs ought to be very close for piece sorting operations, since the modeling of those costs has been well established for many years, whereas the explicit modeling of container and bundle movements then was relatively new and untested.

But developments in recent years have shown the opposite to be true.  As Table 1 below shows, starting with FY2007, the first ACR year, the piece related CRA factor, i.e., the ratio between CRA piece costs and the piece costs the model indicates should be sufficient, just kept growing, reaching 161.63 percent in FY2009.  It declined slightly in FY2010, when overall Periodicals per-piece mail processing costs also declined.

	Table 1: CRA Adjustment Factors In Periodicals Flats Models Each ACR

	 
	FY2007
	FY2008
	FY2009
	FY2010

	Pure Piece Sorting
	1.3402
	1.4327
	1.6163
	1.5816

	All Other Modeled Operations
	0.9447
	1.0431
	0.9822
	0.9236

	Combined Adjust
	1.0943
	1.1913
	1.2115
	1.1485


On the other hand, as the table also shows, the modeled bundle, sack and pallet costs, in aggregate, have been remarkably close to their CRA costs, with a CRA to modeled costs factor varying between 104.3 percent (FY2008) and 92.4 percent (FY2010).

The Postal Service has so far chosen to ignore the more detailed information that can be extracted from the CRA cost pool data, and to simply apply an overall CRA factor to modeled piece costs as well as modeled bundle, sack and pallet costs.
  I believe, however, that the results in Table 1 point towards the following tentative conclusions, which I recommend be investigated further under Docket RM2010-13:

(1) Piece sorting costs are much higher than the model indicates they should be.  Reducing actual costs to be equal to modeled costs would have a very major impact on the Periodicals cost coverage; and

(2) Bundle, sack and pallet costs reported in recent ACRs may have been too high.  For example, in the FY2010 ACR reported bundle, sack and pallet costs were based on multiplying modeled costs with a factor of 1.1485 (the combined CRA adjustment), when it might have been more appropriate to apply the lower (non-piece) CRA factor of 0.9236.

The current bundle, sack and pallet rates represent (particularly for sacks) much less than a 100 percent passthrough of costs incurred, so that even if those costs were found to be too high (as suggested above), the passthrough factors would still be well below 100 percent.

And the conclusion that modeled bundle, sack and pallet costs, in aggregate, appear to come close to the CRA costs, does not necessarily mean that all those costs are accurate.  Many of the productivity rates used to model sack and pallet costs are, for example, quite old and were obtained from BMC’s that have been drastically reconfigured.  The accuracy of those productivity rates and other cost assumptions ought to be investigated further (e.g., in Docket RM2010-13).

Regarding the large discrepancy between modeled and actual piece sorting costs, there can be little doubt that this must be related to the widespread tendency in postal facilities to sort Periodicals flats manually.

My comments under Docket RM2008-2 reported a more detailed investigation, based on comparing CRA cost pool and modeled costs, of the already in FY2007 very high Periodicals piece sorting costs.  Those comments included a further discussion of exactly what CRA costs are associated with automated and manual piece sorting costs.  The main conclusion I reached then applies even more today, namely that:

· Either, the high manual sorting costs are unnecessary and must be eliminated through decisive actions by USPS management; or

· If they cannot be eliminated, it means that the piece-presort related cost differentials have been vastly understated and that the corresponding rate differentials (e.g., between 5-digit and carrier route presorted flats) ought to be increased substantially.

THE POSTAL SERVICE MUST ADDRESS THE ISSUE OF EXCESSIVE MANUAL SORTING OF PERIODICALS FLATS

With the recent sharp decline in flats volumes, combined with continued improvements in flats sorting technology, it would appear obvious that, even before FSS deployment, the Postal Service has more than enough capacity to use fast automated sorting for all machinable flats.  Yet, it appears that massive amounts of manual sorting still occurs, at least in the incoming secondary (5-digit to carrier route) sorting step.  As Time Warner’s comments in last year’s ACR showed, it appeared that the Postal Service had been throwing more and more manual labor at fewer and fewer flats, resulting in sharply higher costs and a reduced Periodicals cost coverage.

The Postal Service has tended to give mixed signals on this rather sensitive subject.  On one hand, those at Postal Service headquarters in charge of the Periodicals flats model have tended to argue that diversion to manual sorting does not exist, except when flats are non-machinable or in locations where no sorting machines exist.  Those directly involved in operations, on the other hand, have tended to report that large volumes of flats are sorted manually, at least in incoming secondary sorting.

In the recent Docket R2010-4, operations witness Neri acknowledged extensive diversions of flats to manual sorting, but did not appear to think there was anything the Postal Service could or should do about it because such decisions are up to local management, who is assumed to be the best judge of what is needed. See Docket No. R2010-4,Tr. 3/339-44 (Neri) (August 12, 2010).

A recently published audit by the USPS Office of Inspector General (OIG) identified, based on interviews with management in six mail processing facilities, four reasons why flats might be sorted manually:

· The unofficial “Hot 2C” program that facility managers instituted to provide expedited processing to some Periodicals;

· Missed Critical Entry Times (CETs) by the mailers;

· Bundle breakage and preparation problems; and

· Characteristics that make pieces non-machinable. 

Regarding the last two of these reasons, it should be noted that the Periodicals mail flow model discussed in the preceding section already allows for bundle breakage and non-machinability of certain flats.  The fact that there is so much more manual sorting than the model predicts must therefore be due to other reasons.  However, as discussed in a separate section below, the Postal Service has damaged its own cause in recent years by using a definition of machinability for 5-digit flats that is much weaker than the actual requirement for flats to be processed on AFSM 100 machines.

Regarding the so-called “Hot 2C” programs, they are unofficial programs instituted by management in many, and probably most if not all, mail processing facilities.  OIG reports finding such programs in each of the six facilities they visited.  They essentially tell workers in a facility to look out for, and be sure to expedite, each publication on the list.
  Periodicals mailers have complained for years about the delays and extra costs that the very existence of such lists is likely to cause.
  It is my opinion that these programs should simply be banned by the Postal Service, yet they continue to exist, apparently because of the belief (expressed by e.g., witness Neri in Docket No. R2010-4) that local management always knows best.

James O’Brien of Time Inc. recently responded in a letter to the OIG audit referred to above.  Regarding the matter of flats arriving later than the CET, Mr. O’Brien stated:

As in the case of Hot 2C, Periodicals mailers have not requested that they receive any special processing as a consequence of arriving after the CET.  In fact, the opposite is true.  For example, if one of the our magazines arrives later than the CET, we at Time Inc. automatically assume that in-home delivery will occur one day later than scheduled and adjust our Deltrak system to reflect the late arrival.  As a result, a late-arriving Time Inc. truck will have no impact upon the USPS’ delivery service scores.  The practice of manual processing of mail that arrives beyond the CET is neither requested nor supported by Periodicals mailers.  There must be other reasons for local managers to choose manual processing of products that arrive after CET.
This, in fact, is an argument often made by Periodicals mailers on the subject of why their mail is being sorted manually.  And the OIG answered in a manner that is quite typical of the way these types of conversations often go, stating:

Further, while Time Inc. has stressed that delivery on a specific day isn’t critical if it will result in increased processing costs, we have heard from other mailers who are very concerned about receiving delivery on specific days.

Unfortunately, this is often as far as these conversations go; they never appear to lead to any real change, except that each year the Postal Service reports an even lower Periodicals cost coverage.

The reality is, of course, that all mailers care about their delivery date.  That is why Time, for example, always tries to get its flats, at least for the weekly magazines, to each destinating office before the CET.  But it is very unlikely that mailers who express concern about missed delivery do so in the context of being willing to sustain higher and higher postal rates in order to allow for more and more manual sorting while flats machines stand idle.

Somehow, the issues described above need to get resolved, and there needs to be a clear commitment from top USPS management that the diversion to manual sorting will stop, regardless of what some local managers may think.  And as long as rate increases above the inflation cap remain unavailable to the Postal Service, perhaps one may hope that one day this problem will be solved.

CONTRARY TO POSTAL SERVICE CLAIMS, THE RATE DESIGN CHANGES IT PROPOSES IN DOCKET R2011-2 DO NOT APPEAR DESIGNED TO ENHANCE EFFICIENCY, BUT RATHER TO PUNISH ITS MOST EFFICIENT MAILERS

In its FY2009 annual compliance determination (ACD), at 82,  the Commission gave some good advice on how to improve the efficiency of the Periodicals rate schedule.  Referring to the rates for bundles, sacks and pallets, where all price/cost ratios are far below 100 percent, the Commission stated:

The low passthroughs are problematic for two reasons. First, they exacerbate the Periodicals cost/ revenue gap because mailers are not paying for the full cost of handling bundles and containers. Second, the combination of low and differential passthroughs may send conflicting price signals to mailers and prevent them from entering mail in a way that reduces the end to-end cost.

As noted above, current opportunities exist to improve efficiency and to offer mailers appropriate pricing incentives. The Postal Service should implement such changes as soon as practicable.

As a practical matter, since under the PAEA inflation cap the Postal Service is limited to at most a few percent overall rate increase each year, significant progress toward a fuller recognition of the costs of bundles, sacks and pallets might require some fairly bold moves.  For example, to significantly increase certain rates (e.g., bundles, sacks, etc.) the Postal Service might have to leave other rates (e.g., piece rates) unchanged, or even reduce them.  

So how does the Postal Service do with regards to such improvements in its recently proposed Periodicals rate increase and rate design changes, filed as part of Docket R2011-2?  The Postal Service claims that its proposed changes are:

designed to balance the effect on individual publications and their readers, while taking advantage of the new price structure to create relationships that will improve the efficiency of the Periodicals products.
But an examination of the percent changes proposed for the various rate elements shows the following:

· the rates for pallets entered at origin will increase by 3%;

· the rate for carrier route flats will increase by 2.25%; while

· practically all other rate elements increase by less than the 1.8% average; and

· the lowest percent increases are given to piece rates for the lowest presort categories.

These are the same types of wrong-headed changes that were proposed in Docket R2010-4.  The larger than average increase for pallets entered at origin is evidently meant to encourage mailers of such pallets to dropship them, as the Postal Service explained in its exigency case filing.  However, as we noted in our comments in that docket, most origin entered flats are entered in sacks, and this move gives mailers of those flats a further incentive to continue using sacks.  Sack rates already have much lower price/cost ratios than pallets and are the ones that most need to be raised.

The carrier route discount represents less than 71% of the cost differential versus 5-digit flats.
  Increased carrier route presorting is therefore something one might think the Postal Service would want to encourage.  In Docket R2010-4 the Postal Service argued that because of FSS, carrier route presorting will have less usefulness in the future.  But, as we also commented in that docket, FSS will affect less than 30% of all flats, and in all non-FSS zones carrier route presorting will be as valuable as ever to the Postal Service.

In summary, the proposed rate design changes make no significant progress towards the goals outlined by the Commission in its FY2009 ACD.  They appear designed not to encourage efficiency, but rather to punish it and to reward the least efficient mail.
There should be stronger rate incentives to use a machinable flats format

Besides improved price signals regarding bundles, sacks and pallets, the Periodicals rate structure also needs improved incentives for mailers to use flats with a machinable format.

One of the most frequent reasons that Periodicals flats are sorted manually is that they are not machinable on AFSM-100 machines.  The R2006-1 rates established surcharges for non-machinability, but those surcharges do not yet reflect the full cost consequence of non-machinability.  Table 2 below shows the costs avoided when flats are machinable, the corresponding discounts (or non-machinable surcharges) and the discounts as percentages of avoided costs.  The table is in the same format as the Outside County Worksharing table in USPS-FY10-3.  The Postal Service has not been reporting these particular passthrough percentages in its ACR reports, but one could argue this is information relevant to the efficiency of the rate structure and should be presented on a regular basis.

	Table 2:  Flats Machinability Discounts and Benchmarks--Periodicals Outside County Mail

	
	Type of Worksharing
	Benchmark
	Discount 
	Avoided Cost
	Passthrough

	Machinability (dollars / piece)
	
	
	

	
	MADC, BC, Mach
	MADC, BC, Non-Mach
	$0.158 
	$0.285 
	55.5%

	
	MADC, NBC, Mach
	MADC, NBC, Non-Mach
	$0.171 
	$0.280 
	61.0%

	
	ADC, BC, Mach
	ADC, BC, Non-Mach
	$0.090 
	$0.169 
	53.3%

	
	ADC, NBC, Mach
	ADC, NBC, Non-Mach
	$0.091 
	$0.175 
	52.1%

	
	3-Digit, BC, Mach
	3-Digit, BC, Non-Mach
	$0.045 
	$0.159 
	28.3%

	
	3-Digit, NBC, Mach
	3-Digit, NBC, Non-Mach
	$0.034 
	$0.163 
	20.8%

	
	5-Digit, BC, Mach
	5-Digit, BC, Non-Mach
	$0.024 
	$0.045 
	53.6%

	
	5-Digit, NBC, Mach
	5-Digit, NBC, Non-Mach
	$0.015 
	$0.035 
	42.5%


Low passthrough factors for the cost of non-machinability were originally chosen by the Commission in R2006-1, for the same reason that it chose low passthrough factors for bundle, sack and pallet costs.  But just as with those costs, it would appear that it now is time to make fuller use of this feature of the Periodicals rate structure, and to raise significantly the incentives for mailers to use a machinable flats format.

One important fact Table 2 does not convey is that for 5-digit barcoded flats, by far the largest non-carrier route category in the Periodicals class, the 2.4 cent machinability discount is all but meaningless, because it is based on a much weaker definition of machinability than that which applies for all other categories.
This is because, in its implementation of the R2006-1 Periodicals rates, the Postal Service chose to define machinability for 5-digit barcoded flats relative to the UFSM 1000 machines, whose role in flats processing has been rapidly diminishing in recent years.  Almost all flats are machinable on the UFSM 1000, because those machines allow a (slow) manual keying option that does not use the suction based automated feed mechanism.

The Postal Service explained its decision to use much lower machinability criteria for 5-digit barcoded flats with its belief that the FSS machines eventually would be able to process all flats with UFSM machinability.  But that explanation seems to make little sense, for several reasons:

· The FSS machines are only now being deployed, more than three years after the Postal Service decided to not require AFSM machinability for 5-digit flats;

· The FSS machines will cover less than 30% of all flats.  For the more than 70% of 5-digit flats that go to non-FSS zones, AFSM machinability will continue to be an important cost factor;

· It does not appear obvious that all UFSM machinable flats really will be able to be processed successfully on the FSS.  The FSS use a suction based method of induction that does not appear much different from the technology used for induction on the AFSM machines.  On the FSS, each flat must pass the automated induction twice.  My impression, from admittedly very limited observations of FSS operations, was that all flats are not successfully inducted.  Perhaps the question of what the criteria for FSS machinability really are should be addressed as a separate subject under RM2010-13.

· The percent of 5-digit barcoded flats that are AFSM machinable today is not even known, since the billing determinants only indicate how many meet the much weaker UFSM criteria;

· Had the Postal Service from the beginning used the same machinability criteria for 5-digit flats as for other flats, it would have collected more revenues from Periodicals mailers and the cost coverage would be somewhat larger.  At the same time, there would have been in effect stronger incentives for mailers to use an AFSM machinable format.  Instead, each year an unknown number of flats that were not AFSM machinable were able to pay rates as if they were, resulting in lower Periodicals revenues and higher costs.

I believe that changing the machinability criteria for 5-digit flats to be consistent with the real requirement for AFSM processing (at least for non-FSS zones) would be warranted and could bring about real reductions in Periodicals costs, at least if it is combined with a strong effort to assure that those flats that can be machine sorted no longer are diverted to manual sorting.

� 	The Postal Service's Exigent Request in Docket No. R2010-4 included a requested Periodicals Class increase nearly 8 percentage points higher than the applicable price cap and expressly justified on the grounds that it would "take some steps toward increasing Periodicals revenue and improving cost coverage."  Exigent Request (filed July 6, 2010), at 15; Kiefer statement at 39.


	In explaining its order denying the Postal Service's request (Order No. 547 [issued September 30, 2010]), the Commission has made it clear that the exigency provision (§ 3622(d)(1)(E)) does not authorize raising the rates of a class to levels above the applicable cap for the purpose of achieving full cost coverage, unless the failure to achieve full cost coverage in itself constitutes an exigent circumstance and the increase in rates meets the other applicable standards of the provision.  See USPS v, PRC (D.C. Cir. 2010), No. 10-1343, Brief for Respondent Postal Regulatory Commission (filed 1/14/2011), at 34-36.


� 	At this point in its discussion, the Postal Service was referring not just to Within County Periodicals and Outside County Periodicals (which together compose a market-dominant class) but also to twelve other market-dominant products.   In the paragraphs that follow, however, the Postal Service concludes that, "given the Commission's subsequent statements in Order No. 536 (September 14, 2010) in Docket No. RM2009-3 (Workshare Order) regarding products . . . Commission action to remedy product-level cost coverage shortfalls may not be necessary," but that "because the Periodicals class as a whole has a significant cost coverage shortfall, Commission action may still be necessary with respect to Periodicals."  Id. at 9-10 & n. 4.  The Postal Service does not explain its reasoning with ideal clarity, but presumably it is relying on the fact that § 3622(c)(2) refers to the "requirement that each class of mail . . . bear the . . . costs attributable to each class."


	For the purposes of this discussion, we accept that § 3622(c)(2) is a requirement--i.e., that it is not discretionary but rather imposes a "clear and determinate obligation" on the Postal Service (subject to the reservation that laws cannot require the impossible but sometimes appear to impose two mutually incompatible legal obligations). 


� 	James I. Campbell, in an analysis of the PAEA prepared for the Postal Service and provided by USPS General Counsel to the Commission in August  2007, stated:


It is possible that setting rates to cover attributable costs could one day result in rates which would exceed the statutory price cap specified in § 3622(d)(2)(A). If the minimum cost coverage requirement and the statutory price cap were expressed in statutory language of equal force (so to speak), it would be difficult to resolve this conflict. However, demotion of the minimum cost coverage requirement to factor status seems to imply that the statutory price cap must be given primacy.


An Analysis of Provisions of the Postal Accountability and Enhancement Act Relating to the Regulation of Postal Rates and Services (posted in Docket No. RM2007-1, August 9, 2007), at 45.


	In initial comments in Docket No. RM2007-1 filed on April 6, 2007, the National Newspaper Association stated (at 6) that " the attributable cost 'requirement' . . . cannot trump the price cap"; MPA/ANM stated that "[a]llowing Section 3622(c)(2) to override . . . Section 3622(d) limiting annual rate increases to the CPI . . . would invert this clear statutory hierarchy."  The contemporaneous statements of Time Warner Inc., Senators Carper and Collins, and the Postal Service itself, to the same effect, are discussed below.


� 	See, e.g., Docket No. RM 92-2, Petition for Rulemaking Concerning mail Processing Costs, Order No. 1002, Order Terminating Docket No. RM92-2 (January 14, 1994) at 1-2 (terminating docket "because of the Postal Service's demonstrated unwillingness to cooperate in supplying data for  analysis and its failure to respond to the substance of the concerns expressed by petitioners"); PRC Op. R2006-1 (February 26, 2007), at 299-353 (assessment of responsiveness of USPS Periodicals rate proposal in Docket No. R2006-1 to Commission Order No. 1446 in Docket No. C2004-1).


�  	Comments in Docket No. RM2007-1 (April 6, 2007).


� 	Docket No. RM2007-1, Initial Comments of the United States Postal Service (filed April 6, 2007), at 21-23 (emphasis added). 








� 	See Order No. 536 at 18 & n. 10, where the Commission states:


	The PAEA requires that market dominant rates observe three pricing standards that are objective, quantitative, and framed in mandatory terms:


(1)	Prices for each class are capped at Consumer Price Index (CPI) (section 3622(d));


(2)	Workshare discounts are limited to avoided costs (section 3622(e)); and


(3)	Preferred category revenues are  restricted to specified percentages of corresponding regular-rate category revenues (section 3626).


	The PAEA assigns enforcement of each of these quantitative standards to the Commission.


.	.	.	.	.	


There is nothing in the text of the PAEA, or its official legislative history, that singles out any of the qualitative pricing standards to override all others, much less to override its quantitative pricing standards.


� 	See Annual Compliance Determination (ACD) of the performance of the U.S. Postal Service for Fiscal Year (FY) 2009 (issued March 29, 2010), at 75: "As all commenters appear to recognize, the cost/revenue gap for Periodicals has been a persistent problem for an extended period. Congress understood this and, in section 708 of the PAEA, directed the Postal Service and the Commission to jointly examine the rates for Periodicals and to report on, among other things, opportunities to improve efficiencies in the collection, processing, transportation, and delivery of Periodicals (Joint Report)."


� 	Docket RM2007-1, Initial Comments (April 6, 2007), at 16.


� 	We have already conceded for the purposes of this discussion that failure of a market-dominant class to cover 100% of its attributable costs may in some circumstances be subject to a finding of noncompliance under § 3653.  The only other major differences between the two provisions are that an action under § 3662 must be initiated by an "interested person" and that § 3662 has a wider jurisdictional reach than § 3653, extending not just to chapter 36 of title 39, as does § 3653, but also to, inter alia,  § § 101(d) (fair and equitable apportionment of costs of the Postal Service to users of the mail) and 403(c) (prohibition of undue or unreasonable discrimination among users of the mails).  Neither of those differences has significance for purposes of this discussion.


� The R2006-1 projections included deployment of new technology and other operational changes that were to reduce Periodicals costs.  For example, Periodicals entered at origin facilities were to be consolidated into a limited number of facilities where they would be processed together with either Standard or First Class flats, rather than separately.  It is not clear what happened to all of these steps or the costs they were supposed to save.  The Postal Service does not appear to have issued any report explaining why the planned cost reductions did not take place.


� There has been some reduction in the percentage of advertising contained in an average Periodicals piece, which of course reduces per-piece revenue and therefore cost coverage.  But this effect only explains a small portion of the loss in cost coverage.  Furthermore, advertising contents in Periodicals is once again increasing, as the economy recovers.


� The modeling of bundles, sacks and pallets was first tried by Christensen Associates and filed as R2000-1 library reference 332.  I developed the model further and presented it first in Docket C2004-1 and later in Docket R2006-1, when it was adopted by the Commission.  The Postal Service has added a number of refinements to the model in recent years.


� In the ACR2009 and ACR2010 model versions, the calculations of separate piece sorting and non-piece sorting CRA factors has been removed.  


� The discrepancy between these two very different views from inside the Postal Service were on display in Docket No. R2006-1.  The operations witness in that docket, McCrery, reported that 43% of incoming secondary sorting of Periodicals flats was being done manually.  On the other hand, witness Miller, who presented the Postal Service’s mail flow model for Periodicals, argued the percentage was much lower, based on his model data.  The conflict between the two views is still not fully resolved.  The current (ACR 2010) model allows for more manual sorting than Miller’s model did, but still does not account for the very likely fact that Periodicals flats, even when machinable, are far more likely to be diverted to manual sorting than are Standard flats.


� See OIG report CRR-AR-11-001.


� Bundle breakage is known to be a much bigger problem with sacked than with palletized flats.  Given that the volume of sacked mail has sharply diminished in recent years, the remaining amount of breakage can hardly be the cause of ever rising Periodicals costs.  Nor does the fact that a given bundle breaks mean the pieces in it must be sorted manually.  Unfortunately, that often seems to be the effect under current operating procedures in some facilities.


� One might perhaps think that such lists would include mostly daily or weekly publications, but in my experience they may also include some monthly magazines.


� Assume, for example, that a 5-digit tub of Periodicals flats has arrived at a destinating processing facility and that it is too late for those flats to be run the same night on the AFSM automated incoming secondary sort scheme for the given 5-digit zone.  The tub could be held for processing the next night, but if the worker who handles it is looking at a “hot list,” he may decide to look through the flats in the tub to see if there are any that belong on the list, in order to remove such flats and send them to manual sorting at the DDU and delivery the same morning.  But in doing so, he is not only handling the flats on the list (which will then be handled manually again at the DDU), but he is also effectively handling every other flat in the tub as well.  The same applies if workers look through a hamper or APC with flats bundles, searching for any that may be on the Hot List.


� In a footnote, the Commission noted, referring to its R2006-1 decision to establish bundle, sack and pallets rates in the Periodicals rate structure, that:  


The Commission established this deficit between the prices and costs of the new rate elements in order to ensure that rates were fair and consistent in light of this substantial change in the cost structure of Periodicals. The Commission thus “tempered” the impact of the new structure of Periodical cost drivers, but expected that as prices were brought into alignment with the new cost structure, mailers would begin to receive signals that would “allow mailers to change their behavior in ways that allow them to mitigate rate increases...


� Specifically, the rate for machinable, barcoded 3-digit flats increases by 1.1%, the corresponding rate for ADC flats increases by 1.06% and that for MADC flats by only 0.99%.


� A better way to encourage dropshipping might have been to simply raise the pound rates in the higher zones.  Instead, the increases proposed for advertising pound rates in Zones 5-8 are all in the 1.41% to 1.49% range.


� USPS-FY10-3 shows a passthrough factor equal to only 63.9%.  That appears to be because the Postal Service has included the so-called “allied” or “weight-related” piece costs in its estimate of the cost differential.  One could argue that this is the correct approach, since the “allied” costs also are marginal costs that will disappear if flats change from 5-digit to carrier route presort.  But since the Postal Service previously has declared that it is against including them, their inclusion must be a mistake.  Without them, the passthrough in FY10 becomes 70.88%, versus 71.5% in FY2009.


� In the DMM, criteria for AFSM 100 machinability are given in Section 301.3.  Criteria for UFSM 1000 machinability are given in Section 707.26.  The latter, much weaker, criteria allow flats weighing up to 4.4 lb and up to 1.25 inches thick.  The AFSM 100 criteria, applied to other non-carrier route Periodicals flats, allow up to 20 ounces and width up to 0.75 inches.
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