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EXECUTIVE SUMMARY

This report reviews the Postal Service’s performance in Fiscal Year (FY) 2015, fulfilling the
Commission’s responsibility to produce an annual assessment of Postal Service rates and
service mandated by Title 39, section 3653, of the United States Code. It is based on
information the Postal Service is required to provide within 90 days after the close of the
fiscal year and on comments subsequently received from the public. Specific Commission
findings and directives are identified in italics in each chapter.

Consistent with the approach adopted last year, the Annual Compliance Determination
focuses on compliance issues as defined in 39 U.S.C. §§ 3653(b)(1) and (b)(2). These
statutory subsections require the Commission to make determinations on whether any
rates and fees in effect during FY 2015 were not in compliance with chapter 36 of Title

39 of the United States Code and whether any service standards in effect during FY 2015
were not met. The Commission’s review in this year’s ACD is based on the rates approved
in Docket No. R2015-4 combined with the exigent surcharge approved in Docket

No. R2013-11 for Market Dominant products, and all the rates in effect during FY 2015 for
Competitive Products.

The financial analysis that had been incorporated in past ACDs is expanded in the Financial
Analysis of United States Postal Service Financial Results and 10-K Statement 2015. The
Commission will also issue a separate report on the Postal Service’s FY 2015 Annual
Performance Report and FY 2016 Performance Plan to fulfill its statutory responsibilities
under 39 U.S.C. § 3653(c).

A. Principal Findings: Market Dominant Rate
and Fee Compliance

In Chapter 2, the Commission identifies compliance issues related to 53 workshare
discounts, finding that 24 of the discounts did not comply with section 3622(e). Workshare
discounts that exceed avoided costs adversely affect Postal Service finances because they
incent mailers to perform worksharing that the Postal Service could have done on a less
costly basis.

e For four of the 24 workshare discounts that were not in compliance with section
3622(e), the removal of the exigent surcharge in Docket No. R2013-11R aligns the
discounts with avoided costs; therefore no further action is required.

e For the 20 workshare discounts remaining out of compliance with section 3622(e),
the Postal Service must either align workshare discounts with avoided costs in the
next Market Dominant price adjustment or specify an applicable statutory
exception.
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Additionally, for the Periodicals class, the Commission finds that the Postal Service failed to
meaningfully address the FY 2014 ACD directives to report on the cost and contribution
impact of worksharing incentives offered for 5-Digit and Carrier Route presortation and
progress in improving pricing efficiency. The Commission therefore directs the Postal
Service within 120 days of issuance of this ACD to file a report which:

e Discusses whether the 5-Digit, Carrier Route, and FSS workshare discounts are the
proper economic incentives and send efficient pricing signals to mailers.

e Reports the cost, contribution, and revenue impact of the pricing changes made by
the Postal Service in FY 2015.

e Provides a detailed quantitative analysis of the progress made in leveraging the
Postal Service’s pricing flexibility to improve the efficiency of Periodicals pricing in
FY 2015.

o Identifies any obstacles to providing the requested analysis as well as the Postal
Service’s strategy and timeframe for addressing those obstacles. The Postal Service
must provide steps it has taken towards overcoming the obstacles identified.

B. Principal Findings: Market Dominant
Noncompensatory Products

In Chapter 3, the Commission identifies seven noncompensatory Market Dominant
products: Periodicals In-County, Periodicals Outside County, Standard Flats, Standard
Parcels, Media Mail/Library Mail, Inbound Letter Post, and Stamp Fulfillment Services.

With respect to Periodicals In-County, Periodicals Outside County, and Standard Mail Flats,
the Commission finds that additional information regarding costs is needed, and directs the
Postal Service to provide a report in 120 days of issuance of this ACD as detailed in

Chapter 6.

For Inbound Letter Post, the Commission recommends that the Postal Service continue to
develop a more compensatory Universal Postal Union (UPU) terminal dues formula for the
next rate cycle (CY 2018 through CY 2021) and pursue bilateral agreements with foreign
postal operators that result in an improved financial position for the Postal Service.

For the remaining noncompensatory products, the Commission finds that the Postal
Service is taking appropriate steps to improve cost coverage.

C. Principal Findings: Competitive Products
Rate and Fee Compliance

In Chapter 4, the Commission finds that revenues for the following six products did not
cover attributable costs and thus did not comply with section 3633(a)(2): Priority Mail
Contract 135; Parcel Return Service Contract 8; International Money Transfer Service
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(IMTS)—Inbound; IMTS—Outbound; Inbound Parcel Post (at UPU rates); and Inbound Air
Parcel Post (at non-UPU rates). The Commission orders the Postal Service to take
corrective action, including reporting on the status of contracts, agreements, or
negotiations, identifying obstacles to renegotiating international agreements, and
discussing the impact of recent price changes as appropriate.

D. Principal Findings: Service Performance
and Customer Access

In Chapter 5, the Commission finds that the majority of products failed to meet their
service performance targets for FY 2015. The Commission also notes its ongoing concern
with the increasing number of facilities under suspension.

e The Postal Service met its service performance targets for High Density and
Saturation Letters, Standard Mail Parcels, Bound Printed Matter Parcels, Media
Mail/Library Mail, and most Special Services products.

e Service performance results for all First-Class Mail products, both Periodicals
products, most products in Standard Mail, and Bound Printed Matter Flats did not
meet their targets despite Postal Service initiatives to improve performance.

e The number of facilities under suspension increased by 180 from the end of FY 2014
to the end of FY 2015.

In the FY 2014 ACD, the Commission issued directives to the Postal Service for products
composed of flats to improve service performance results during FY 2015 or otherwise
provide an explanation as to why efforts to improve performance were ineffective and
identify further planned changes to improve those results. The Commission finds that
during FY 2015 service performance results for these products remain substantially below
their targets, and in all but one case, the performance results declined. The Commission
also finds that the Postal Service’s plans to improve service performance results, where
provided for certain products pursuant to the FY 2014 ACD directives, are not adequate to
address the service performance issues. As a result, with respect to First-Class Single-Piece
Flats, First-Class Presort Flats, Periodicals In-County, Periodicals Outside County, Standard
Mail Flats, Standard Mail Carrier Route, and Bound Printed Matter Flats, the Commission
finds that additional information regarding service performance is needed, and directs the
Postal Service to provide a report in 120 days of issuance of this ACD as detailed in
Chapter 6.

The Commission is concerned with the recent dramatic decline of service performance for
First-Class Mail Single-Piece Letters/Postcards with a 3-5-Day service standard and
determines that First-Class Mail Single-Piece Letters/Postcards does not meet its service
performance target and, therefore, is not in compliance. The Postal Service must provide an
explanation in the FY 2016 ACR identifying specific efforts targeted to improve service
performance results for First-Class Mail Single-Piece Letters/Postcards in FY 2016.
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Further, it must provide a detailed, comprehensive plan to improve service performance
for First-Class Mail Single-Piece Letters/Postcards within 90 days of issuance of this ACD.

The Commission also notes its concern with the growing number of postal retail facilities
under suspension, as the number of facilities under suspension has nearly tripled from the
end of FY 2012 to the end of FY 2015. The Commission requires, if the Postal Service does
not reduce the number of facilities under suspension in FY 2016, that the Postal Service
provide a detailed explanation in its FY 2016 ACR as to why it was unable to do so.

E. Principal Findings: Flats Cost and Service
Issues

In Chapter 6, the Commission finds that the Postal Service’s efforts relating to improving
flats products’ service and contribution (profitability) are ongoing and interrelated. The
Commission draws from the issues examined in Chapters 4 and 5 and explores potential
causes for those problems and calls on the Postal Service to take steps to better define the
scope of the problems and potential solutions. Specifically, the Commission requires that
the Postal Service provide a report on flats issues within 120 days of issuance of this ACD
that quantifies what the Commission understands to be the main drivers of these
significant and ongoing service failures and cost shortfalls. The Commission will evaluate
the report and may use the information provided to form the basis of a new proceeding or
other appropriate action.
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CHAPTER 1: INTRODUCTION
A. Statutory Context

Two sections of Title 39 of the United States Code (U.S.C.), as amended by the Postal
Accountability and Enhancement Act (PAEA),! require ongoing, systematic reports and
assessments of the financial and operational performance of the Postal Service. The first
provision, 39 U.S.C. § 3652, requires the Postal Service to file certain annual reports with
the Commission, including an Annual Compliance Report (ACR). See 39 U.S.C. § 3652(a).
The second provision, 39 U.S.C. § 3653, requires the Commission to review the Postal
Service’s annual reports and issue an Annual Compliance Determination (ACD) regarding
whether rates were not in compliance with applicable provisions of Title 39 and whether
any service standards were not met. 39 U.S.C. § 3653(b). Together, these provisions
establish the ACR and the ACD as integrated mechanisms for providing ongoing
accountability, transparency, and oversight of the Postal Service.

The Commission has once again decided to report separately on the Postal Service’s
financial condition and its performance plans and program performance.2 It issued its
financial analysis on March 29, 2016,3 and anticipates issuing its analysis of the
performance plans and program performance, required by 39 U.S.C. § 3653(d), during May
of 2016. This ACD focuses on the requirements of §§ 3653(b)(1) and (b)(2).*

For regulations governing rates and fees, Congress divided mail categories and services
between Market Dominant and Competitive products. For Market Dominant products,
§§ 3622 and 3626 of Title 39 are relevant for rates and fees; § 3633 is relevant for
Competitive products.

In Chapter 2, the Commission evaluates the workshare discounts for Market Dominant
products to determine compliance with 39 U.S.C. § 3622(e). Chapter 2 also includes a
discussion about the preferred rate requirements and the price cap. Chapter 3 focuses on
other compliance issues related to Market Dominant products’ rates and fees. Chapter 4
covers compliance issues related to the rates and fees of Competitive products. In Chapter
5, the Commission discusses service performance and measurement.

! pub. L. 109-435, 120 Stat. 3198 (2006).

2 See Notice and Order Regarding the Postal Service FY 2015 Annual Performance Report and FY 2016 Annual Performance Plan, January 14,
2016 (Order No. 3027).

8 Analysis of Postal Service Financial Results and 10-K Statement for FY 2015, March 29, 2016.

* In this ACD, the Commission addresses only rates and fees that have been challenged by commenters, or otherwise present compliance
issues.
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Included in this year’s ACD is a new Chapter 6 in which the Commission discusses cost and
service issues for flat-shaped mailpieces (flats).

There are four appendices to this ACD. Appendix A contains the Commission evaluation of
the special study of delivery performance in remote locations. Appendix B provides the
status of Commission-directed actions from past ACDs and new Commission-directed
undertakings in this ACD. Appendix C contains a list of Commenters. Appendix D contains
an index of acronyms and abbreviations.

B. Timeline and Review of Report

The Postal Service is required to file the ACR no later than 90 days after the end of each
fiscal year (i.e., 90 days after September 30). The Commission is required to complete the
ACD within 90 days of receiving the ACR. The Postal Service filed the FY 2015 ACR on
December 29, 2015; thus, the Commission must issue this ACD no later than March 28,
2016.

C. Focus of the ACR

In accordance with 39 U.S.C. § 3652, the ACR must provide analyses of costs, revenues,
rates, and quality of service sufficient to demonstrate that during the reporting year all
products complied with all applicable requirements of Title 39. Additionally, for Market
Dominant products, the Postal Service must include product information, mail volumes,
and measures of quality of service, including the speed of delivery, reliability, and the levels
of customer satisfaction. For Market Dominant products with workshare discounts, the
Postal Service must report the per-item cost it avoided through the worksharing activity
performed by the mailer, the percentage of the per-item cost avoided that the workshare
discount represents, and the per-item contribution to institutional costs. 39 U.S.C.

§ 3652(b).

D. Other Reports

In conjunction with filing the ACR, the Postal Service must also file its most recent
Comprehensive Statement on Postal Operations, its Performance Plan, and program
Performance Reports. 39 U.S.C. § 3652(g).

E. Commission Responsibilities

Upon receipt of the ACR, the Commission provides an opportunity for public comment on
the Postal Service’s submissions. 39 U.S.C. § 3653(a). The Commission is responsible for
making a written determination as to whether any rates or fees were not in compliance
with applicable provisions of chapter 36 of Title 39 or related regulations, and whether any
service standards were not met. 39 U.S.C. § 3653(b). If the Commission makes a timely
written determination of non-compliance, it is required to take such action as it deems
appropriate. 39 U.S.C. § 3653(c).
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F. Procedural History

On December 29, 2015, the Postal Service filed its FY 2015 ACR, covering the period from
October 1, 2014, through September 30, 2015.> The ACR included an extensive narrative
and a substantial amount of detailed public and non-public information contained in
library references. The library references include the Cost and Revenue Analysis (CRA), the
International Cost and Revenue Analysis (ICRA), cost models supporting workshare
discounts, and volume information presented in billing determinants. Library Reference
USPS-FY15-9, December 29, 2015, summarizes the other materials included in the ACR,
and contains a list of special studies and a discussion of obsolescence® in response to

§ 3050.12 of Title 39 of the Code of Federal Regulations (C.F.R.).

The Postal Service concurrently filed its 2015 Annual Report and Comprehensive Statement
on Postal Operations as part of Library Reference USPS-FY15-17, December 29, 2015, to the
FY 2015 ACR.7 It also filed its Annual Report to the secretary of the U.S. Department of the
Treasury regarding the Competitive Products Fund, as required by 39 U.S.C. § 2011(i), as
part of Library Reference USPS-FY15-39, December 29, 2015.

On December 30, 2015, the Commission issued an order establishing Docket No. ACR2015
to consider the ACR, appointing a Public Representative to represent the interests of the
general public, and establishing February 2, 2016 and February 12, 2016, as the deadlines
for comments and reply comments, respectively.8

G. Methodology Changes

The FY 2015 ACR generally employs the methodologies used most recently by the
Commission.? In this ACR proceeding, the Postal Service relies upon 17 approved
changes.10

5 United States Postal Service FY 2015 Annual Compliance Report, December 29, 2015 (FY 2015 ACR). The Postal Service made five further
filings that revise the FY 2015 ACR and selected Library References. Notice of the United States Postal Service of Filing of Revised Versions of
USPS-FY15-28 and USPS-FY15-NP26—Errata, January 15, 2016; Notice of the United States Postal Service of Filing of Revised Annual Compliance
Report Pages—Errata, January 21, 2016; Notice of the United States Postal Service of Filing of a Revised Version of USPS-FY15-33—Errata,
February 3, 2016; Notice of the United States Postal Service of Filing of Further Revised Annual Compliance Report Page—Errata, February 5,
2016; and Notice of the United States Postal Service of Filing of Revised Version of USPS-FY15-NP27—Errata, February 8, 2016. Unless
otherwise noted, references to the Postal Service’s FY 2015 ACR are to its ACR, as revised.

6 Here, obsolescence refers to studies that may be outdated (e.g., a study may not reflect current operating conditions and procedures).

7
2015 Annual Report and Comprehensive Statement of Postal Operations, December 29, 2015. Included as parts of Library Reference USPS-
FY15-17 are the Postal Service’s 2015 Performance Report and its 2016 Performance Plan.

8 order No. 2968, Notice of Postal Service’s Filing of Annual Compliance Report and Request for Public Comments, December 30, 2015; see also
81 FR 523-525 (January 6, 2016). On January 14, 2016, the Commission established separate comment dates for the Postal Service’s FY 2015
Performance Report and FY 2016 Performance Plan. See Order No. 3027.

® See FY 2015 ACR at 3-4.

1914, at 4-6. Four of the methodologies were approved after the Postal Service submitted its FY 2014 ACR and thirteen methodologies were
approved prior to the filing of the FY 2015 ACR. /d. See also Docket No. ACR2014, Annual Compliance Report, December 29, 2014 (FY 2014 ACR).
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In addition, the Commission posts the most current workshare cost avoidance models on
its website.ll Those models were used in its preparation of the FY 2015 ACD.

H. Product Analysis

The Postal Service provides an analysis of each Market Dominant product, including special
services, and domestic and international negotiated service agreements (NSAs) active
during FY 2015. This analysis includes a discussion of workshare discounts and
passthroughs for Market Dominant products, required by 39 U.S.C. § 3652(b). The Postal
Service also provides data for Competitive products and discusses the data with reference
to standards under 39 U.S.C. § 3633 and 39 C.F.R. § 3015.7. Last, the Postal Service
discusses three Competitive market tests conducted in FY 2015, as well as, two Market
Dominant and nine Competitive non-postal products.12

. Service Performance

The ACR also included information regarding service performance, customer satisfaction,
and consumer access, as required under 39 U.S.C. § 3652(a)(2) and 39 C.F.R. part 3055.

J. Confidentiality

Commission rules require the Postal Service, when it files non-public materials with the
Commission, to simultaneously file an application for non-public treatment. 39 C.F.R. §
3007.20. The application for non-public treatment must clearly identify all non-public
materials and fulfill the burden of persuasion that the materials should be withheld from
the public by showing that the information is commercially sensitive and by identifying the
nature, extent, and likelihood of commercial harm that would result from disclosure. The
ACR included such an application with respect to certain Competitive products.

K. Requests for Additional Information

Twenty Chairman’s Information Requests (CHIRs) were issued with respect to the ACR
from January 6, 2016, to March 11, 2016. The Postal Service responded to the CHIRs, often
filing supplemental information in support of the responses.!3 The Commission appreciates
the Postal Service’s responsiveness to these requests.

" See directory of Commission workshare cost avoidance models at
http://www.prc.gov/sites/default/files/FY%202014%20Workshare %20Cost%20Model%20Directory%2011.25.2015%20%282%29.pdf.

2 FY 2015 ACR at 70-71.

B Several of the Postal Service’s CHIR responses were accompanied by motions requesting late acceptance. E.g., Motion of the United States
Postal Service for Late Acceptance of Its Responses to Questions 1-2 of Chairman’s Information Request No. 5, February 3, 2016. Each of the
Postal Service’s motions for late acceptance is granted.
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CHAPTER 2: MARKET DOMINANT
PRODUCTS: PRICING REQUIREMENTS

A. Introduction

The PAEA introduced three pricing requirements for Market Dominant products: a class-
level price cap based upon changes in the consumer price index for all urban consumers
(CPI-U), 39 U.S.C. § 3622(d)(2)(A), a cap on workshare discounts, id. § 3622(e)(2), and a
cap on preferred rates, id. § 3626 (a)(4)-(7). Chapter 2 discusses these requirements.

B. The Class-Level Price Cap

The Commission approved price adjustments that went into effect during FY 2015.14 At the
time they were implemented, the price changes complied with the price cap provision.
However, changes in prices generally affect the mix of volumes within classes. When
applied to actual mail volumes, price increases may produce results that differ from the
application of the same price increases to the historical billing determinants used by the
Commission during its pre-implementation review of the proposed increases. In past ACDs,
the Commission has analyzed the price changes by comparing the percentage change in
rates for each class weighted according to two different sets of billing determinants—the
historical, pre-implementation billing determinants and the post-implementation billing
determinants for the first full year that the rates had been in effect.1>

Because the rates in effect during FY 2015 included the exigent surcharge,¢ it is not
possible to analyze only the effect of the CPI-U price change. For this reason, this ACD does
not contain an empirical analysis of the price cap.

C. Workshare Discounts

Workshare discounts provide reduced rates for mail that is prepared or entered to avoid
certain activities the Postal Service would otherwise have to perform. These discounts are

 Docket No. R2015-4, Order on Price Adjustments for Special Services Products and Related Mail Classification Changes, March 10, 2015
(Order No. 2388); Docket No. R2015-4, Order No. 2461, Order on First-Class Mail Promotions and Related Mail Classification Schedule Changes,
April 30, 2015; Docket No. R2015-4, Order on Revised Price Adjustments for Standard Mail, Periodicals, and Package Services Products and
Related Mail Classification Changes, May 7, 2015 (Order No. 2472).

' see, e.g., Docket No. ACR2012, Annual Compliance Determination, May 7, 2013, Appendix A (Empirical Review of Price Cap Application) (FY
2012 ACD).

'® See Docket No. R2013-11, Order Granting Exigent Price Increase, December 24, 2013, at 4 n.1 (Order No. 1926); Docket No. R2013-11R,
Resolving Issues on Remand, July 29, 2015, at 1 (Order No. 2623). The Postal Service has appealed the Commission’s order on remand. United
States Postal Service v. Postal Regulatory Commission, No. 15-1297 (D.C. Cir. filed Aug. 28, 2015). The Postal Service filed notice of its intent to
remove the exigent surcharge on April 10, 2016. Docket No. R2013-11, Notice of the United States Postal Service of Removal of the Exigent
Surcharge, February 25, 2016.
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based on the estimated avoided costs that result from the mailer performing the activity.
39 U.S.C. § 3622(e)(2) directs the Commission to ensure that workshare discounts do not
exceed the costs the Postal Service avoids as a result of the worksharing activity. The
statute provides four exceptions to this requirement. See 39 U.S.C. §§ 3622(e)(2)(A)
through (D).

The Commission analyzes discounts to determine whether they comply with applicable
statutory provisions. Section 3653(b)(1) of U.S.C. Title 39 requires the Commission to base
its determinations on rates and fees “in effect” during FY 2015. The prices in effect in

FY 2015 were the prices approved in Docket No. R2015-4 and included the exigent
surcharge.1” Discounts evaluated for compliance were based on these prices. Workshare
discounts that were not greater than their avoided costs were in compliance for FY 2015.18
Although passthroughs below 100 percent are lawful, they send inefficient pricing signals
to mailers. Passthroughs set as close as possible to 100 percent would promote efficiency,
lower the total combined costs for mailers, and encourage the retention and growth of the
Postal Service’s most profitable products.

The Public Representative suggests that the Commission direct the Postal Service to make
adjustments to unlawful workshare discounts at the time the exigent surcharge is
removed.1? He notes that in the past, the Commission has accepted the Postal Service’s
proposed remedy to align discounts with avoided costs in the next Market Dominant price
adjustment. PR Comments at 41. He asserts that “with inflation running extremely low, it is
not possible to predict when the next upcoming price adjustment will occur.” Id. He
contends that if the Commission allows the Postal Service to wait until the next Market
Dominant price adjustment to align discounts with avoided costs, workshare discounts
may be out of compliance for a long time. Id. Alternatively, he suggests that if the surcharge
is made permanent, the Commission should require the Postal Service to promptly file a
Market Dominant price adjustment. Id.

The Postal Service contends that the Public Representative’s suggestion “contradicts Order
No. 2319, in which the Commission plainly states that the Postal Service should only
address 39 U.S.C. § 3622(e)’s worksharing requirements when it makes CPI-based
adjustments.”20 The Postal Service states further that the Public Representative’s
suggestion “is contrary to the Commission’s previous mandate and would interfere with the
Postal Service’s pricing flexibility.” USPS Reply Comments at 17.

The Commission is sensitive to the concerns expressed by the Public Representative.
However, directing the Postal Service to align discounts with avoided costs in the planned

Y See n.14, supra, and accompanying text.

8 The difference between the workshare discount and the avoided costs is referred to as the passthrough. Passthroughs above 100 percent
indicate discounts that are greater than avoided costs. Passthroughs below 100 percent indicate discounts that are below avoided costs.

'® public Representative Comments, February 2, 2016, at 41 (REVISED February 17, 2016) (PR Comments). See Notice of Errata to Public
Representative Comments Filed February 2, 2016, February 17, 2016.

2 Reply Comments of the United States Postal Service, February 12, 2016, at 17 (USPS Reply Comments).
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removal of the exigent surcharge is inconsistent with the Commission’s decision in Order
No. 2319. In ordering paragraph 3 the Commission stated, “[t]he Postal Service is not
required to demonstrate compliance with 39 U.S.C. [§] 3622, including workshare
provisions, if it removes the exigent surcharge without an accompanying inflation-based
adjustment.” Order No. 2319 at 16. Additionally, the Commission notes that there is always
some uncertainty with regards to the timing of the “next” Market Dominant price
adjustment. In previous ACDs, when the Commission directed the Postal Service to adjust
discounts in the next Market Dominant price adjustment, it did not know when the Postal
Service would file the next Market Dominant price adjustment with the Commission. The
Postal Service’s pricing flexibility allows the Postal Service to set its schedule of price
adjustments and make revisions to the schedule at will. The Commission will follow the
same approach as it has in previous ACDs.

The sections below are organized by class of mail and review workshare discounts that are
greater than the avoided costs associated with the discount.

1. First-Class Mail

Six First-Class Mail workshare discounts exceeded the avoided costs of the corresponding
mailer worksharing activity in FY 2015. Those six workshare discounts are contained in the
Presorted Letters/Cards and Flats products.

a. Presorted Letters/Cards

The following five workshare discounts for Presorted Letters/Cards exceeded avoided
costs in FY 2015:

Automation Mixed automated area distribution center (AADC) Letters
Automation AADC Letters

Automation Mixed AADC Cards

Automation AADC Cards

Automation 5-Digit Cards

Each is discussed below. All remaining discounts offered for Presorted Letters/Cards were
less than avoided costs and were thus consistent with 39 U.S.C. § 3622(e) in FY 2015. Table
[I-1 shows the discounts for the Presorted Letters/Cards product for FY 2015.
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Table 1I-1

First-Class Presorted Letters/Cards
Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount | Avoidance | Passthrough
(Cents) (Cents)
First-Class Mail Automation Letters: Barcoding & Presorting
Automation Mixed AADC Letters (Metered Letters) 4.6 33 139.4%
Automation AADC Letters (Automation Mixed AADC Letters) 2.3 2.0 115.0%
Automation 3-Digit Letters (Automation AADC Letters) 0.0 0.6 0.0%
Automation 5-Digit Letters (Hybrid Automation AADC/3-Digit
2.5 3.6 69.4%
Letters)
First-Class Mail Non-automation Letters: Barcoding
Non-automation Presort Letters (Metered Letters) 1.4 4.3 32.6%
First-Class Mail Automation Cards: Barcoding & Presorting
Automation Mixed AADC Cards (Non-automation Presort Cards) 1.1 1.0 110.0%
Automation AADC Cards (Automation Mixed AADC Cards) 0.9 0.8 112.5%
Automation 3-Digit Cards (Automation AADC Cards) 0.0 0.2 0.0%
Automation 5-Digit Cards (Hybrid Automation AADC/3-Digit Cards) 1.5 13 115.4%

Source: Library Reference PRC-LR-ACR2015/3.

(1)  Automation Mixed AADC Letters

The discount for Automation Mixed AADC Letters was 139.4 percent of avoided cost. FY
2015 ACR at 9. The Postal Service does not provide a statutory exception to justify this

excessive passthrough. See id. at 9-10.

The Commission finds that the discount for Automation Mixed AADC Letters was not in
compliance in FY 2015. The Postal Service must align the discount for Automation Mixed
AADC Letters with avoided cost in the next Market Dominant price adjustment or provide

support for an applicable statutory exception.

(2)  Automation AADC Letters

The discount for Automation AADC Letters was 115.0 percent of avoided cost. Id. at 10. The
Postal Service contends that although the FY 2015 passthrough is out of compliance using
the prices that include the exigent surcharge, it will be in compliance when the exigent
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surcharge is removed. Id. However, the Postal Service has not provided a statutory reason
to justify the excessive passthrough. See id.

The Commission finds that the discount for Automation AADC Letters was not in compliance
in FY 2015. However, the removal of the exigent surcharge in FY 2016 aligns the Automation
AADC Letters discount with avoided cost; therefore, no further action is required.

(3) Automation Mixed AADC Cards, Automation AADC
Cards, and 5-Digit Automation Cards

Automation Mixed AADC Cards, Automation AADC Cards, and 5-Digit Automation Cards
passed through 110.0 percent, 112.5 percent, and 115.4 percent of avoided costs,
respectively. Id. at 11, 12. The Postal Service does not provide an applicable statutory
exception to justify these excessive passthroughs. See id. at 11-12.

The Commission finds that these three Automation Cards discounts were not in compliance in
FY 2015. For the discount for 5-Digit Automation Cards, the removal of the exigent surcharge
in FY 2016 aligns the discount with avoided cost; therefore, no further action is required. With
respect to the discounts for Automation Mixed AADC Cards and Automation AADC Cards, the
Postal Service must align the discounts with avoided costs in the next Market Dominant price
adjustment or provide support for an applicable statutory exception.

b. First-Class Mail Flats
The following workshare discount for First-Class Mail Flats exceeded avoided cost in FY
2015:
e Automation 5-Digit Flats

All remaining discounts for Presorted Flats were less than avoided costs and were thus
consistent with 39 U.S.C. § 3622(e) in FY 2015. Table II-2 shows the discounts for the
Presorted Flats product for FY 2015.
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Table 11-2
First-Class Mail Flats

Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)

First-Class Mail Automation Flats: Barcoding & Presorting
Automation ADC Flats (Automation Mixed ADC Flats) 8.0 9.8 81.6%
Automation 3-Digit Flats (Automation ADC Flats) 4.0 5.0 80.0%
Automation 5-Digit Flats (Automation 3-Digit Flats) 19.2 15.9 120.8%

Source: Library Reference PRC-LR—ACR2015/3.

The discount for Automation 5-Digit Flats was 120.8 percent of avoided cost. Id. at 13. The
Postal Service contends that the above-100-percent passthrough is justified by 39 U.S.C.

§ 3622(e)(2)(B), due to the volatility of cost avoidance estimates and the significant price
increase for 5-Digit Automation Flats in FY 2015. Id. However, it did not explain the adverse
effects the increase would have on users of Automation 5-Digit Flats. See id.

The Commission finds that the discount for Automation 5-Digit Flats was not in compliance in
FY 2015. The Postal Service’s use of the rate shock exception for the Automation 5-Digit Flats

discount was not sufficiently supported. The Postal Service must align the discount for

Automation 5-Digit Flats with avoided cost in the next Market Dominant price adjustment or

provide support for an applicable statutory exception.

C. Single Piece Letters/Cards

No workshare discounts for Single Piece Letters/Cards exceeded avoided costs in FY 2015.
Table II-3 shows the discounts for the Single Piece Letters/Cards product for FY 2015.
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Table 11-3
First-Class Single Piece Letters/Cards
Workshare Discounts and Benchmarks

First-Class Mail Single Piece Letters: Qualified Business Reply Mail Barcoding

QBRM (Handwritten Reply Mail) 14 1.8 77.8%

First-Class Mail Single Piece Cards: Qualified Business Reply Mail Barcoding

QBRM (Handwritten Reply Cards) 1.1 1.8 61.1%

Source: Library Reference PRC-LR-ACR2015/3.

2. Periodicals

a. Fiscal Year 2015 Periodicals Workshare Discounts
(1)  Passthroughs over 100 percent

In FY 2015, one In-County Periodicals passthrough and 13 Outside County Periodicals
passthroughs exceeded 100 percent. Table 1I-4 identifies these passthroughs.
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Table 1I-4
Periodicals Workshare Discounts Exceeding Avoided Costs*!

Year End Unit Cost
Type of Worksharing Discount Avoidance Passthrough
(Cents) (Cents)
Outside County
Presorting
1. Machinable Non-automation 5-Digit Flats 10.5 8.8 119.3%
2. Saturation 2.7 0.7 385.7%
3. Machinable Automation FSS Flats 16.5 8.9 185.4%
4. Machinable Automation 5-Digit Flats 9.1 7.8 116.7%
5. Non-machinable Non-automation 3-Digit Flats 10.7 4.0 267.5%
6. Non-machinable Non-automation 5-Digit Flats 15.6 7.9 197.5%
7. Non-machinable Automation ADC Flats 10.7 9.8 109.2%
8. Non-machinable Automation 3-Digit Flats 8.9 3.8 234.2%
9. Non-machinable Automation 5-Digit Flats 14.3 8.2 174.4%
Barcoding
10. Machinable Automation Mixed ADC Flats 3.6 3.5 102.9%
Presorting Automation Letters
11. Automation ADC Letter 3.6 1.5 240.5%
12. Automation 3-Digit Letter 2.0 0.4 448.3%
13. Automation 5-Digit Letter 6.8 2.5 269.0%
In-County
Presorting
14. Saturation 15 0.7 214.3%

Source: Library Reference PRC-LR-ACR2015/5.

Workshare discounts may exceed avoided costs if a statutory exception applies. See 39
U.S.C. § 3622(d). The Postal Service justifies Periodicals workshare discounts that exceeded
100 percent passthroughs on the basis of 39 U.S.C. § 3622(e)(2)(C), which authorizes
workshare discounts greater than avoided costs if provided in connection with a subclass
that consists exclusively of mail matter with educational, cultural, scientific, or
informational (ECSI) value. FY 2015 ACR at 43.

In its comments, the Association of Magazine Media (MPA) notes the wide variation in
Outside County Periodicals passthroughs.22 MPA also points out that the passthrough for

! The Periodicals pricing structure differs from the other Market Dominant classes, in that it includes piece, pound, bundle, and container
elements. See Library Reference PRC—LR—ACR2015/5 for a comprehensive display of all Periodicals prices and worksharing relationships for
FY 2015.

2 |nitial Comments of the Association of Magazine Media, February 2, 2016, at 3-4 (MPA Comments).
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5-Digit Automation Flats has exceeded 100 percent since FY 2010. MPA Comments at 3-4.
In its reply comments, the Postal Service cautions that an immediate reduction in this
passthrough to 100 percent would impose a 5-percent price increase on 5-Digit
Automation Flats. USPS Reply Comments at 23. The Postal Service nevertheless agrees, in
principle, with moving this passthrough toward 100 percent at a moderate pace in future
Market Dominant price adjustments. Id.

(2) Passthroughs Under 100 Percent

MPA also comments that by keeping certain passthroughs under 100 percent, the Postal
Service has ignored the Commission’s directive to redesign the Periodicals rate structure to
give mailers stronger incentives to engage in cost-saving practices. See MPA Comments at
3. For example, MPA asserts that maintaining the Carrier Route passthrough at about 60
percent created larger disincentives for mailers to presort to the Carrier Route level in FY
2015. Id. at 3-4. The Postal Service replies that it used its pricing flexibility to encourage
efficient mail preparation in FY 2015. See USPS Reply Comments at 21-22. The Postal
Service states that raising this passthrough to 100 percent of avoided cost could cause
some mailers to migrate to lower revenue rate categories and could worsen Periodicals
cost coverage. Id. at 22. The Postal Service also notes that adjusting passthroughs may lead
to significant postage increases for small volume mailers who are not capable of
responding to efficient pricing signals to the same degree as large volume mailers. Id. at 22-
23.

(3) Commission Analysis
(a) Statutory Considerations for Passthroughs

Because the Periodicals class is consistent with ECSI values, the Commission finds that the
Periodicals workshare discounts that exceeded avoided costs in FY 2015 were consistent
with 39 U.S.C. § 3622(e). Given that the Periodicals class does not cover costs, sending
efficient price signals is particularly important. Although § 3622(e) does not prohibit the
Postal Service from offering workshare discounts with passthroughs that are less than 100
percent, other statutory requirements and objectives focus on sending efficient pricing
signals to mailers. This concept is relevant to all passthroughs, including those that qualify
for ECSI consideration. Generally, prices must “...enable the Postal Service, under best
practices of honest, efficient, and economical management, to maintain and continue the
development of postal services of the kind and quality adapted to the needs of the United
States.” 39 U.S.C. § 404(b). Moreover, the Market Dominant ratemaking system is designed
to achieve nine objectives, of which one is “[t]o maximize incentives to reduce costs and
increase efficiency.” 39 U.S.C. § 3622(b)(1). Therefore, the Postal Service should, in all
cases, consider whether such passthroughs send efficient pricing signals to mailers.

Inefficient pricing signals may contribute to Periodicals revenues not covering costs if the
price does not signal mailers to prepare Periodicals mailings efficiently. However, as the
Postal Service notes, for a specified discount, a sudden price change to bring passthroughs
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to 100 percent may not be prudent.23 Continued moderate improvement of the relationship
between discounts and avoided costs should signal to the mailer the mail preparation
method that is most efficient for both the Postal Service and the mailer. The Commission
emphasized in past ACDs that, as a general principle, passthroughs closer to 100 percent
would send better pricing signals to mailers and would maximize contribution and cost
savings to the Postal Service.24

In FY 2015, the Postal Service responded to the Commission’s recommendations to set
price signals that better reflect costs. Specifically, the Postal Service improved the
alignment of bundle and pallet price signals and costs.2> Moreover, in accordance with the
Commission’s recommendation in the FY 2013 ACD, the Postal Service discontinued the
discount for the pre-barcoding of Non-machinable Automation Mixed Area Distribution
Center (Mixed ADC) Flats. Id. at 51. By taking this action, the Postal Service addressed the
long-running issue with the Non-machinable Automation Mixed ADC Flats pre-barcoding
discount detailed by the Commission in the FY 2013 ACD. FY 2013 ACD at 21-22.

(b) Sending Efficient Pricing Signals in Flats
Sequencing System and Non-Flats Sequencing
System Zones

For several years, the Commission highlighted the growing disparity between the Postal
Service’s pricing signals that appear to encourage 5-Digit presortation and discourage
Carrier Route presortation.2¢ Because the Postal Service implemented Flats Sequencing
System (FSS) prices for Periodicals,?” the Postal Service no longer offers Carrier Route
prices for mailpieces destinating in FSS zones and has an additional incentive to encourage
mailers to presort to the Carrier Route level, rather than to the 5-Digit level, for Periodicals
destinating in non-FSS zones.

Most Outside County Periodicals volumes in non-FSS zones is presorted to Machinable
Automation 5-Digit or Carrier Route Basic. Figure I1-1 details changes in passthroughs for
Carrier Route Basic and Machinable Automation 5-Digit piece presorting from FY 2008 to
FY 2015.

2 See Chapter 3, infra, for a discussion of how cost coverage issues and operational changes can improve the Postal Service’s cost savings for
Periodicals. See Chapter 6, infra, for a holistic discussion of flat-shaped mail issues.

?* See Docket No. ACR2009, Annual Compliance Determination, March 29, 2010, at 76 (FY 2009 ACD); Docket No. ACR2010, Annual Compliance
Determination, March 29, 2011, at 96-97 (FY 2010 ACD); Docket No. ACR2011, Annual Compliance Determination, March 28, 2012, at 108-110
(FY 2011 ACD); Docket No. ACR2012, Annual Compliance Determination (Revised May 7, 2013), May 7, 2013, at 100-101(FY 2012 ACD); Docket
No. ACR2013, Annual Compliance Determination, March 27, 2014, at 21-23 (FY 2013 ACD); Docket No. ACR2014, Annual Compliance
Determination, March 27, 2015, at 14-16 (FY 2014 ACD).

» Docket No. R2015-4, United States Postal Service Notice of Market-Dominant Price Adjustment, January 15, 2015, at 27-28 (Docket No.
R2015-4 Notice).

% See FY 2013 ACD at 21, FY 2014 ACD at 15.

“ In Order No. 2472, the Commission explains that FSS prices, instead of Carrier Route prices, are required for Periodicals destinating in zip
codes where FSS machines process flat-shaped mailpieces (FSS zones). Order No. 2472 at 62.
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Figure lI-1
Carrier Route and Automation 5-Digit Passthroughs
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Source: Library Reference PRC-LR—ACR2015/5.

Between FY 2008 and FY 2015, the Machinable Automation 5-Digit passthrough increased
considerably, whereas the Carrier Route Basic passthrough decreased considerably.28 In

FY 2015, the passthrough for Carrier Route Basic decreased to 62.4 percent. The
Machinable Automation 5-Digit passthrough continued to be above 100 percent in FY 2015,
decreasing from 124.0 percent to 116.7 percent. The Postal Service should increase its
efforts to narrow the gap between 5-Digit and Carrier Route passthroughs to promote
Carrier Route presortation in non-FSS zones.

The passthrough for Machinable Automation FSS Flats was 185.4 percent. Because most
Periodicals are presorted to Machinable Automation FSS Flats (in FSS zones) or Carrier
Route Basic (in non-FSS zones) levels, the Postal Service should ensure these passthroughs
send efficient pricing signals.

b. Postal Service Response to Fiscal Year 2014 Annual
Compliance Determination Directives

In the FY 2014 ACD, the Commission directed the Postal Service to report: the cost and
contribution impact of the worksharing incentives offered for 5-Digit and Carrier Route
presortation; and its progress in improving Periodicals pricing efficiency. FY 2014 ACD

at 16-17. For the reasons described below, the Commission finds the Postal Service failed to
meaningfully address these directives and directs the Postal Service to file a report within
120 days of issuance of this ACD.

% The price difference between the Machinable Automation 5-Digit and Carrier Route Basic discounts is 9.8 cents when the exigent surcharge is
not included, unchanged from FY 2008.
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(1)  Detailed Analysis of Cost and Contribution Impact of
Worksharing Incentives for 5-Digit and Carrier Route
Presortation

In the FY 2014 ACD, the Commission directed the Postal Service to provide a detailed
analysis of the cost and contribution impact of the worksharing incentives offered for 5-
Digit and Carrier Route presortation. FY 2014 ACD at 16. The Postal Service has not
provided a meaningful response. The Postal Service explains the design of the workshare
discounts without providing any analysis of the cost and contribution impact. FY 2015 ACR
at 46.

A CHIR was issued requesting that the Postal Service quantify the cost savings and
contribution impact associated with the Postal Service’s “pricing strategy designed to
encourage the entry of more Carrier Route pallets in non-FSS zones.”2? The Postal Service
was also requested to discuss any obstacles to quantification. CHIR No. 4, question 9. In its
response, the Postal Service does not provide any quantification of cost savings or
contribution impact, asserting it does not know how mail would have been prepared by
mailers under an alternative pricing scheme and stating that the strategy has not been in

effect long enough to have more than a minimal impact on cost savings and contribution.30

An additional CHIR was issued asking the Postal Service to confirm “plans to study if the FY
2015 pricing incentives encouraged customers to enter more Carrier Route pallets in [non-
FSS] zones or to prepare Periodicals more efficiently.” CHIR No. 12, question 5. In response,
the Postal Service does not confirm that it has plans to study those issues and reiterates the
obstacle posed by the lack of knowledge regarding how mailers would have prepared
mailings under an alternative pricing scheme.31 The Postal Service states that it will
monitor the changes in billing determinants and mail preparation to see if the changes in
mail preparation are consistent with the intent of the price incentives. February 17, 2016,
Responses to CHIR No. 12, question 5.

(2) Improving Periodicals Pricing Efficiency

In the FY 2014 ACD, the Commission directed the Postal Service to provide a “report on its
progress in improving Periodicals pricing efficiency.” FY 2014 ACD at 17. In a related
directive, the Commission directed the Postal Service to report on its progress in improving
Periodicals cost coverage and to provide a detailed analysis of the “impact of leveraging the
Postal Service’s pricing flexibility to improve the efficiency of Periodicals pricing.” Id. at
40.32

* Chairman's Information Request No. 4, January 15, 2016, question 9 (quoting FY 2015 ACR at 45) (CHIR No. 4).

30 Responses of the United States Postal Service to Questions 1-23 of Chairman’s Information Request No. 4, January 22, 2016, question 9
(Responses to CHIR No. 4).

31 Responses of the United States Postal Service to Questions 2-5, 7, 9, 11 and 13-17 of Chairman’s Information Request No. 12, February 17,
2016, question 5 (February 17, 2016, Responses to CHIR No. 12).

*2 For additional information about Periodicals pricing strategies, see Chapter 7 of the Periodicals Mail Study.
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The Postal Service states that significant changes to the pricing strategy for Periodicals
approved in Docket No. R2015-4 improved Periodicals pricing efficiency. FY 2015 ACR at
45. The Postal Service states that the price changes implemented in Docket No. R2015-4
“started the process of addressing the Periodicals cost coverage by sending more efficient
pricing signals to mailers....” Id. The Postal Service bases prices for most Periodicals
bundles and pallets on the estimated costs of handling those bundles and pallets.33 The
Postal Service explains that certain exceptions were made such as in the prices for Mixed
ADC pallets, to avoid “exorbitant” price increases, or to incentivize desirable mailer
preparation, such as the prices for pure Carrier Route pallets.34 The Postal Service reports
that it leveraged its pricing flexibility by lowering pound prices to create the price cap
space needed to increase bundle and pallet prices for Periodicals.3>

A CHIR was issued requesting that the Postal Service quantify the cost savings and
contribution impact associated with its efforts to “set the prices for Periodicals bundles and
pallets based on the costs of handling them.” CHIR No. 4, question 10 (quoting FY 2015 ACR
at 45). The Postal Service was also requested to discuss any obstacles to quantification.
CHIR No. 4, question 10. The Postal Service responded that quantification was not possible
because the Postal Service does not know how mailers under an alternative pricing scheme
would have prepared mailings. Responses to CHIR No. 4, question 10.

In Order No. 2472, the Commission directed the Postal Service to develop a methodology
for determining the avoided costs of the new Periodicals Presorted FSS discounts available
in FSS zones. Order No. 2472 at 62. The Postal Service developed a model that necessarily
relied on volume estimates because the new Presorted FSS discounts went into effect near
the end of FY 2015.36

The Commission also directed the Postal Service to develop a methodology for determining
the bottom-up costs for the new Periodicals Carrier Route bundle and container entry
options available in non-FSS zones. Order No. 2472 at 63. The Postal Service responded by
developing a model that showed the Postal Service processes Carrier Route pallets
identically to 5-Digit pallets.3”

Finally, the Commission directed the Postal Service to consider whether the new Carrier
Route prices changed the handling of 5-Digit pallets.38 In response, the Postal Service stated

% |d. at 45; Docket No. R2015-4 Notice at 27.
* FY 2015 ACR at 45-46; Docket No. R2015-4 Notice at 27.
* FY 2015 ACR at 46; Docket No. R2015-4 Notice at 27.

* Docket No. RM2015-16, Order Approving Analytical Principles Used in Periodic Reporting (Proposal Seven), November 25, 2015, at 11 (Order
No. 2839).

¥ Docket No. RM2015-18, Order Approving Analytical Principles Used in Periodic Reporting (Proposal Nine), October 1, 2015, at 7 (Order No.
2741).

38 Order No. 2741 at 7-8; see Chairman's Information Request No. 12, February 9, 2016, question 6.
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that no operational changes for 5-Digit pallets have resulted.3° If mail processing facilities
alter their procedures for 5-Digit pallets in the future, the Postal Service must notify the
Commission, as directed in Order No. 2472.

C. Commission Analysis

In the FY 2015 ACR, the Postal Service does not provide any quantitative analysis of the
impact of leveraging its pricing flexibility to improve the efficiency of Periodicals pricing.
Overall, the price adjustments approved in Docket No. R2015-4 were a first step toward
improving Periodicals pricing efficiency. Particularly, introducing the FSS pricing options
improved pricing signals by better aligning those signals with operational reality.40
Further, by pricing bundles and pallets based on handling costs, the Postal Service
improved its pricing signals to mailers regarding how to prepare more efficient mailings.
However, additional steps are needed to further improve Periodicals pricing efficiency.
Moreover, the development of more accurate costing information is needed to facilitate the
design of prices that cover costs. Accurate information may also facilitate decreasing costs
and increasing contribution over time. The Commission reiterates its suggestion that the
Postal Service continue to improve the Periodicals model as better data become available.
Order No. 2839 at 11. With time and the study of the processing of FSS pieces, the Postal
Service must develop accurate cost information and should use that information to design
prices that send efficient signals to mailers.#1

The Postal Service’s CHIR responses did identify information that can be developed to
determine the impact of pricing strategies designed to incentivize increased mailer
preparation. For example, the Postal Service notes that “[b]y moving Carrier Route bundles
from [sectional center facility (SCF)] pallets to Carrier Route pallets, the Postal Service
would avoid a bundle sort, thus saving 55 cents per bundle.” Responses to CHIR No. 4,
question 9.a. The Postal Service further notes that the volume of bundles entered in 5-
Digit/Carrier Route pallets increased from 3.729 million in Quarter 4 of FY 2014 to 3.879
million in Quarter 4 of FY 2015. Id. This information demonstrates that the Postal Service
can develop metrics quantifying the link between changes in pricing signals, changes in
mailer behavior, and changes in Postal Service operations (including the changes in
resulting costs). In this instance, the Postal Service has detailed how it can evaluate the cost
of bundle sorting in light of workload changes and changes in operations.#? Developing
more accurate information concerning cost savings resulting from mailer preparation, such
as combining billing determinants data with operational data, can aid the Postal Service in
developing an assessment of how mailer preparation impacts the Postal Service’s
operational costs.

9 Responses of the United States Postal Service to Questions 1, 6, 8, 10 and 12 of Chairman’s Information Request No. 12, February 19, 2016,
question 6.b (February 19, 2016, Responses to CHIR No. 12).

0 see Order No. 2472 at 19, 24-25 (discussing the operational efficiencies projected to result from using FSS machines and the Postal Service’s
FSS prices and workshare discounts applicable to Periodicals).

* See Chapter 3, infra, for a discussion of how developing accurate costing information and measuring the impact of operational changes can
improve the Postal Service’s cost savings for Periodicals. See Chapter 6, infra, for a holistic discussion of flat-shaped mail issues.

*2 See Chapter 3, infra, for more detail regarding quantifying the cost savings resulting from operational initiatives.
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Quantification of the cost savings and contribution impact of the Postal Service’s pricing
strategies is necessary to determine whether Periodicals pricing efficiency improved. It is
important to link the expected cost savings from mailer worksharing to actual results to
ensure that mail processing models accurately estimate postal operations. As provided in
the FY 2015 Periodicals Pricing Directive, infra, and Chapter 6, infra, the Commission
provides the Postal Service more time and specific direction to develop a comprehensive
report on the cost savings and contribution impact and to develop the underlying metrics
associated with the Postal Service’s efforts to leverage its pricing flexibility.

As the Commission has repeatedly stated, the Postal Service should design pricing signals
that encourage Carrier Route presortation in non-FSS zones.#3 In order to determine if the
Postal Service is doing so, the Commission directs the Postal Service to develop a
comprehensive report on the cost savings and contribution impact of its pricing strategy
and to develop the underlying metrics as required by the FY 2015 Periodicals Pricing
Directive, infra, and Chapter 6.

The Postal Service has access to actionable information regarding the costs of its flats
operations.** The Postal Service should use this data to develop metrics and meaningfully
analyze the cost savings and contribution impact of its pricing strategies on Periodicals. By
isolating processing costs, the Postal Service can compare avoided costs with the
associated mail preparation discounts to determine whether those discounts are
appropriate. For example, the Postal Service can determine the cost of incoming secondary
sorting for 5-Digit presorted pieces in Non-FSS zones and can compare those avoided costs
to the associated discount for Carrier Route preparation.

The Postal Service shall provide a comprehensive report within 120 days of issuance of this
ACD of the cost, contribution, and revenue impact of the pricing changes made by the
Postal Service in FY 2015. The report must include a detailed analysis of progress made in
leveraging the Postal Service’s pricing flexibility to improve the efficiency of Periodicals
pricing in FY 2015. Specifically, the report must discuss whether the 5-Digit, Carrier Route,
and FSS workshare discounts are the proper economic incentives and send efficient pricing
signals to mailers. The report must identify any obstacles to providing the requested
analysis, as well as the Postal Service’s progress, strategy, and projected timeframe for
addressing those obstacles. To the extent that the Postal Service provides an analysis that is
preliminary or otherwise limited, the Postal Service should identify those limitations in
order to enable the Commission to determine whether the Postal Service has made
progress and has a rational plan to meaningfully analyze the cost savings and contribution
impact of its pricing strategies on Periodicals.

FY 2015 Periodicals Pricing Directive: The Commission finds that the Postal Service failed to
meaningfully address the FY 2014 ACD directive that it report the cost and contribution

* See FY 2013 ACD at 21, FY 2014 ACD at 15.

* See Chapter 6, infra.
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impact of the worksharing incentives offered for 5-Digit and Carrier Route presortation and
on its progress in improving pricing efficiency. The Commission therefore directs the Postal
Service within 120 days of issuance of this ACD to file a report which:

e Discusses whether the 5-Digit, Carrier Route, and FSS workshare discounts are the
proper economic incentives and send efficient pricing signals to mailers.

e Reports the cost, contribution, and revenue impact of the pricing changes made by the
Postal Service in FY 2015.

e Provides a detailed quantitative analysis of the progress made in leveraging the Postal
Service’s pricing flexibility to improve the efficiency of Periodicals pricing in FY 2015.

e [dentifies any obstacles to providing the requested analysis as well as the Postal
Service’s strategy and timeframe for addressing those obstacles. The Postal Service
must provide steps it has taken towards overcoming the obstacles identified.

The Commission also directs the Postal Service to include an updated version of the report in
its FY 2016 ACR.

3. Standard Mail

In FY 2015, 24 Standard Mail workshare discounts exceeded the avoided costs of the
corresponding mailer workshare activity. Those 24 workshare discounts are contained in
the Letters, Flats, Parcels, Carrier Route, and High Density and Saturation Letters products.

a. Letters

The following seven workshare discounts for Letters exceeded avoided costs in FY 2015:

Automation Mixed automated area distribution center (AADC) Letters
Automation AADC Letters

Non-automation AADC Machinable Letters

Non-automation 3-Digit Non-machinable Letters

Non-automation 5-Digit Non-machinable Letters

Destination network distribution center (DNDC) dropship Letters
Destination sectional center facility (DSCF) dropship Letters

Each is discussed below. All remaining Letters discounts were less than avoided costs and
were thus consistent with 39 U.S.C. § 3622(e) in FY 2015. Table II-5 shows the discounts
for the Letters product for FY 2015.
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Table 1I-5
Standard Mail Letters (Commercial and Nonprofit)*
Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
Standard Mail Automation Letters: Barcoding (Cents/Piece)
Automation Mixed AADC Letters o
(Non-automation Machinable Mixed ADC Letters) 13 0.4 325.0%
Standard Mail Automation Letters: Presorting (Cents/Piece)
Automation AADC Letters (Automation Mixed AADC Letters) 2.1 1.5 140.0%
Automation 3-Digit Letters (Automation AADC Letters) 0.0 0.4 0.0%
Automation 5-Digit Letters (Automation 3-Digit Letters) 1.7 2.6 65.4%
Standard Mail Non-automation Letters: Presorting (Cents/Piece)
Non-automation AADC Machinable Letters
1.7 1. 106.39
(Non-automation Mixed AADC Machinable Letters) 6 06.3%
Non-automation ADC Non-machinable Letters
. . . 6.9 7.8 88.5%
(Non-automation Mixed ADC Non-machinable Letters) ?
Non-automation 3-Digit Non-machinable Letters
. . 2.6 2.3 113.0%
(Non-automation ADC Non-machinable Letters) ?
Non-automation 5-Digit Non-machinable Letters
. . . 8.9 7.2 123.69
(Non-automation 3-Digit Non-machinable Letters) %
Standard Mail Letters: Dropship (Cents/Piece)
DNDC Letters (Origin Letters) 3.6 1.6 225.0%
DSCF Letters (Origin Letters) 4.5 2.0 225.0%

Source: Library Reference PRC-LR—ACR2015/4.
(1)  Automation Mixed AADC Letters

The passthrough for Automation Mixed AADC Letters was 325 percent in FY 2015, down
from 800 percent in FY 2014. FY 2015 ACR at 31. This reduction was due to the unit cost
avoidance increasing from 0.1 cent to 0.4 cent. See id. The Postal Service justifies this
excessive passthrough pursuant to 39 U.S.C. § 3622(e)(2)(D), asserting that the barcoding
discount encourages mailers to provide an Intelligent Mail barcode (IMb) on their
mailpieces, thereby improving operational efficiency. Id. at 32. The Postal Service states
further that it intends to eliminate the portion of this discount above avoided cost as soon
as practicable. Id.

**In FY 2015, all Standard Mail Letters commercial and nonprofit discounts were equal.
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The Commission finds that the Automation Mixed AADC Letters discount was adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(D) in FY 2015 because encouraging mailers to use
IMb should improve operational efficiency.

(2)  Automation AADC Letters, Non-automation AADC
Machinable Letters, and Non-automation 3-Digit Non-
machinable Letters.

In FY 2015, Automation AADC Letters, Non-automation AADC Machinable Letters, and Non-
automation 3-Digit Non-machinable Letters had passthroughs of 140.0 percent, 106.3
percent, and 113.0 percent, respectively. Id. at 32-33. The Postal Service does not cite a
statutory exception to justify the excessive passthroughs for Automation AADC Letters and
Non-automation AADC Machinable Letters. See id. The Postal Service states that it intends
to eliminate the portion of these discounts that exceed avoided costs in future Market
Dominant price adjustments. Id. at 32. The Postal Service also does not cite a statutory
exception to justify the excessive Non-automation 3-Digit Non-machinable Letters
passthrough. It states that when the exigent surcharge is removed, the discount is less than
its avoided cost. Id. at 33.

The Commission finds that these three discounts were not in compliance in FY 2015. The
Postal Service must either align the Automation AADC Letters and Non-automation AADC
Machinable Letters discounts with avoided costs during the next general Market Dominant
price adjustment, or provide support for an applicable statutory exception. The removal of the
exigent surcharge in FY 2016 aligns the excessive Non-automation 3-Digit Non-machinable
Letters discount with avoided cost; therefore, no further action is required.

(3) Non-automation 5-Digit Non-machinable Letters

Non-automation 5-Digit Non-machinable Letters had a passthrough of 123.6 percent in

FY 2015, down from 143.1 percent in FY 2014. Id. at 33. The Postal Service reduced the
discount from 9.3 cents in FY 2014 to 8.9 cents in FY 2015. The unit cost avoidance
increased from 6.5 cents in FY 2014 to 7.2 cents in FY 2015. Id. The Postal Service justifies
this excessive passthrough pursuant to 39 U.S.C. § 3622(e)(2)(B). Id. It states that aligning
this discount with the avoided cost would result in a price increase as large as 5.2 percent,
which could cause rate shock to mailers. Id. The Postal Service intends to continue reducing
the discount until the passthrough reaches 100 percent. Id.

The Public Representative contends that this discount would only require a 3-percent
increase to align with its avoided cost, which he asserts is a small enough change that it
would not likely result in rate shock. PR Comments at 48. Therefore, he recommends that
the discount be found out of compliance and corrective action be ordered. Id.

The Public Representative is correct that a 3 percent increase for the commercial price
would align this discount with avoided cost. However, the resulting price increase for the
nonprofit discount would be 5.2 percent as stated by the Postal Service. The Postal Service
has shown that it is progressing towards a 100 percent passthrough, decreasing the
discount from 9.3 cents to 8.9 cents in FY 2015.
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The Commission finds that the Postal Service has taken adequate steps in reducing this
excessive passthrough in FY 2015, and that this discount continued to be adequately justified
pursuant to 39 U.S.C. § 3622(e)(2)(B) in FY 2015. In the next Market Dominant price
adjustment, the Postal Service should continue to reduce this excessive discount.

(4) DNDC and DSCF Dropship Discounts

The passthroughs for DNDC dropship and DSCF dropship were both 225 percent. FY 2015
ACR at 33. The Postal Service justifies these excessive discounts pursuant to 39 U.S.C.

§ 3622(e)(2)(B). Id. at 33-34. It states that aligning these discounts with avoided costs
results in a price increases as large as 27.1 percent. Id. at 33. The Postal Service intends to
continue reducing the discounts until the passthroughs reach 100 percent. Id. at 33-34.

The Commission finds that a substantial reduction in the passthrough percentages would
likely adversely affect users. Thus, the Commission finds that these discounts were adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(B) in FY 2015. However, if the discounts are not
set at avoided costs in the next general Market Dominant price adjustment, the Commission
expects the Postal Service to file a plan to align discounts with avoided costs.

b. Flats

Six workshare discounts for Flats exceeded avoided costs in FY 2015:

Automation Mixed area distribution center (ADC) Flats
Automation flats sequencing system (FSS) Non-Scheme Flats
Automation FSS Scheme Flats

Non-automation ADC Flats

Non-automation 3-Digit Flats

Non-automation FSS Non-Scheme Flats

Each is discussed below. All remaining Flats discounts were less than avoided costs and
thus were consistent with 39 U.S.C. § 3622(e). Table II-6 shows the discounts for the Flats
product for FY 2015.
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Table 11-6
Standard Mail Flats (Commercial and Nonprofit)*®
Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount | Avoidance | Passthrough
(Cents) (Cents)
Standard Mail Automation Flats: Barcoding (Cents/Piece)
Automation Mixed ADC Flats (Non-automation Mixed AADC Flats) ‘ 4.1 ‘ 1.5 ‘ 273.3%
Standard Mail Automation Flats: Presorting (Cents/Piece)
Automation ADC Flats (Automation Mixed ADC Flats) 3.3 7.4 44.6%
Automation 3-Digit Flats (Automation ADC Flats) 5.7 6.8 83.8%
Automation 5-Digit Flats (Automation 3-Digit Flats) 8.7 10.8 80.6%
Automation FSS Non-scheme Flats (Automation 3-Digit Flats) 13.3 8.2 162.2%
Automation FSS Scheme Flats (Automation FSS Non-Scheme Flats) 3.3 0.9 366.7%
Standard Mail Non-automation Flats: Presorting (Cents/Piece)
Non-automation ADC Flats (Non-automation Mixed ADC Flats) 4.8 3.7 129.7%
Non-automation 3-Digit Flats (Non-automation ADC Flats) 5.5 5.4 101.9%
Non-automation 5-Digit Flats (Non-automation 3-Digit Flats) 6.3 8.1 77.8%
Non-automation FSS Non-scheme Flats (Non-automation 3-Digit 3.0 48 166.7%
Flats)
Non-automation FSS Scheme Flats (Non-automation FSS Non- 0.4 11 36.4%
scheme Flats)
Standard Mail Flats: Dropship”’ (Cents/Pound)
DNDC Flats (Origin Flats) 16.6 24.4 68.0%
DSCF Flats (Origin Flats) 21.6 28.3 76.3%

Source: Library Reference PRC-LR—ACR2015/4.

(1) Automation Mixed ADC Flats

The passthrough for Automation Mixed ADC Flats was 273.3 percent in FY 2015.48 In
response to a CHIR, the Postal Service justifies this excessive passthrough pursuant to 39
U.S.C. § 3622(e)(2)(D). Responses to CHIR No. 14, question 10.e.

*® |n FY 2015, all Standard Mail Flats commercial and nonprofit discounts were equal.

7 All Standard Mail Flats FSS Scheme and FSS Non-Scheme dropship discounts, avoided costs and passthroughs are presented in PRC—LR—
ACR2015/4.

* See Responses of the United States Postal Service to Questions 1-15 of Chairman’s Information Request No. 14, February 23, 2016, question
10.e (Responses to CHIR No. 14).
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The Commission finds that the Automation Mixed ADC Flats discount was adequately justified
pursuant to 39 U.S.C. § 3622(e)(2)(D) in FY 2015 because encouraging mailers to use IMb
should improve operational efficiency.

(2)  Automation FSS Non-Scheme Flats, Automation FSS
Scheme Flats, and Non-automation FSS Non-Scheme
Flats

The passthroughs for Automation FSS Non-Scheme Flats, Automation FSS Scheme Flats,
and Non-automation FSS Non-Scheme Flats were 162.2 percent, 366.7 percent, and 166.7
percent, respectively. FY 2015 ACR at 34, 35. These discounts were first introduced in
Docket No. R2015-4 as part of the worksharing initiative to move FSS Flats into a distinct
price category. Id. at 34. The Postal Service justifies these excessive passthroughs pursuant
to 39 U.S.C. § 3622(e)(2)(A). Id. at 34, 35.

The Public Representative agrees that these excessive passthroughs are justified pursuant
to 39 U.S.C. § 3622(e)(2)(A), but urges the Commission to require the Postal Service to
formulate a plan to bring the passthroughs into compliance. PR Comments at 49.

The Commission finds these three discounts were adequately justified pursuant to 39 U.S.C. §
3622(e)(2)(A) in FY 2015 because the discounts were new in FY 2015. However, if the
discounts are not set at avoided costs in the next general Market Dominant price adjustment,
the Commission expects the Postal Service to file a plan to align discounts with avoided costs
contemporaneously.

(3) Non-automation ADC Flats and Non-automation 3-Digit
Flats

In FY 2015, Non-automation ADC Flats and Non-automation 3-Digit Flats had passthroughs
of 129.7 percent and 101.9 percent, respectively. FY 2015 ACR at 35. The Postal Service
does not cite a statutory exception to justify the excessive Non-automation ADC Flats
passthrough because when the exigent surcharge is removed, the discount is less than its
avoided cost. Id. Therefore, the portion of the discount that exceeds avoided cost will be
eliminated upon removal of the exigent surcharge. The Postal Service did not provide a
statutory exception for excessive passthroughs in Non-automation 3-Digit Flats. Id. The
passthrough decreased from 114.9 percent in FY 2014 to 101.9 percent in FY 2015. Id. The
Postal Service maintains that it intends to eliminate the portion of this discount that
exceeds avoided cost in future Market Dominant price adjustments. Id.

The Commission finds that these two discounts were not in compliance in FY 2015. The
removal of the exigent surcharge in FY 2016 aligns the Non-automation ADC Flats discount
with avoided cost; therefore, no further action is required. The Postal Service must either
align the Non-automation 3-Digit Flats discount with avoided cost during the next general
Market Dominant price adjustment or provide support for an applicable statutory exception.
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C. Parcels

Seven workshare discounts for Parcels exceeded avoided costs in FY 2015:

e Nonprofit network distribution center (NDC) Irregular Parcels
e Nonprofit NDC Machinable Parcels

e NDC Marketing Parcels

e Sectional center facility (SCF) Marketing Parcels

¢ Nonprofit Mixed NDC Machinable Barcoded Parcels

e Nonprofit Mixed NDC Irregular Barcoded Parcels

e Mixed NDC Barcoded Marketing Parcels

Each is discussed below. All remaining Parcels discounts were less than avoided costs and
thus were consistent with 39 U.S.C. § 3622(e). Table II-7 and Table II-8 shows the discounts
for the Parcel product for FY 2015.
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Table 1I-7

Standard Mail Parcels (Commercial and Nonprofit)*
Presort and Barcode Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
Nonprofit Standard Mail Parcels: Presorting (Cents/Piece)
NDC Machinable Parcels (Mixed NDC Machinable Parcels) 41.1 39.6 103.8%
5-Digit Machinable Parcels (NDC Machinable Parcels) 29.5 58.4 50.5%
NDC Irregular Parcels (Mixed NDC Irregular Parcels) 32.4 20.2 160.4%
SCF Irregular Parcels (NDC Irregular Parcels) 38.1 43.8 87.0%
5-Digit Irregular Parcels (SCF Irregular Parcels) 11.5 58.0 19.8%
Nonprofit Standard Mail Parcels: Barcoding (Cents/Piece) *
Mixed NDC Machinable Barcoded Parcels
4 . 168.49
(Mixed NDC Machinable Non-barcoded Parcels) 6 3.8 68.4%
Mixed NDC Irregular Barcoded Parcels
. 6.4 3.8 168.4%
(Mixed NDC Irregular Non-barcoded Parcels) ?
Standard Marketing Parcels: Presorting (Cents/Piece)
NDC Marketing Parcels (Mixed NDC Marketing Parcels) 39.2 29.0 135.2%
SCF Marketing Parcels (NDC Marketing Parcels) 32.7 29.8 109.7%
5-Digit Marketing Parcels (SCF Marketing Parcels) 13.2 59.8 22.1%
Standard Marketing Parcels: Barcoding (Cents/Piece)®
Mixed NDC Barcoded Marketing Parcels 6.4 38 168.4%

(Mixed NDC Non-barcoded Marketing Parcels)

®The Postal Service charges a surcharge for non-barcoded pieces.
Source: Library Reference PRC-LR—ACR2015/4.

*|n FY 2015, all Standard Mail Parcels commercial and nonprofit discounts were equal. However, machinable and irregular Standard Mail

Parcel prices are only offered to Nonprofit mailers.
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Table 11-8
Standard Mail Parcels (Commercial and Nonprofit)

Dropship Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance Passthrough
(Cents) (Cents)
Nonprofit Standard Mail Machinable Parcels: Dropship (Cents/Pound)
DNDC Machinable Parcels (Origin Machinable Parcels) 25.3 83.2 30.4%
DSCF Machinable Parcels (Origin Machinable Parcels) 52.5 97.5 53.8%
DDU Machinable Parcels (Origin Machinable Parcels) 72.8 113.1 64.4%
Standard Mail Marketing Parcels: Dropship (Cents/Pound)
DNDC Marketing Parcels (Origin Marketing Parcels) 25.3 83.2 30.4%
DSCF Marketing Parcels (Origin Marketing Parcels) 52.5 97.5 53.8%
DDU Marketing Parcels (Origin Marketing Parcels) 72.8 113.1 64.4%
Nonprofit Standard Mail Irregular Parcels: Dropship (Cents/Pound)
DNDC Irregular Parcels (Origin Irregular Parcels) 253 83.2 30.4%
DSCF Irregular Parcels (Origin Irregular Parcels) 52.5 97.5 53.8%
DDU Irregular Parcels (Origin Irregular Parcels) 72.8 113.1 64.4%

Source: Library Reference PRC-LR—ACR2015/4.

(D) Nonprofit NDC Irregular Parcels and NDC Marketing
Parcels

In FY 2015, Nonprofit NDC Irregular Parcels and NDC Marketing Parcels had passthroughs
of 160.4 percent and 135.2 percent, respectively. FY 2015 ACR at 36, 37. The Postal Service
justifies these excessive passthroughs pursuant to 39 U.S.C. § 3622(e)(2)(B). Id. at 37. It
states that Standard Mail Parcels received 10-percent price increases in Docket No. R2015-
4, and further price increases to align discounts with lower cost avoidances could result in
rate shock. Id. However, it does not explain how the price increases necessary to reduce
both passthroughs would adversely affect users. The Postal Service states that it intends to
continue reducing the discounts in future Market Dominant price adjustments. Id.

The Public Representative states that “[t|he magnitude of price change necessary to correct
the excessive passthroughs...appears sufficiently large such that the rate shock exception
would apply....” PR Comments at 48-49. He recommends that the Postal Service provide a
plan to phase the excessive discount out over time. Id. at 49.
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The Commission concludes that a substantial reduction in the passthrough percentage would
likely adversely affect users. Thus, the Commission finds that these discounts are adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(B) in FY 2015. In the next Market Dominant price
adjustment, the Postal Service should reduce this excessive discount.

(2) Nonprofit NDC Machinable Parcels and SCF Marketing
Parcels

In FY 2015, the passthroughs for Nonprofit NDC Machinable Parcels and SCF Marketing
Parcels were 103.8 percent and 109.7 percent, respectively. FY 2015 ACR at 36, 37. The
Postal Service does not provide any statutory justifications for the excessive discounts.
Instead, it states that it will either fix the discounts in the next market dominant price
adjustment or cite a statutory exception. Id.

The Commission finds that these two discounts were not in compliance in FY 2015. The Postal
Service must either align these discounts with avoided costs during the next general Market
Dominant price adjustment, or provide support for an applicable statutory exception.

(3)  Nonprofit Mixed NDC Machinable Barcoded Parcels,
Nonprofit Mixed NDC Irregular Barcoded Parcels, and
Mixed NDC Barcoded Marketing Parcels

Nonprofit Mixed NDC Machinable Barcoded Parcels, Nonprofit Mixed NDC Irregular
Barcoded Parcels, and Mixed NDC Barcoded Marketing Parcels each had passthroughs of
168.4 percent in FY 2015. Id. at 38. The Postal Service justifies these excessive
passthroughs pursuant to 39 U.S.C. § 3622(e)(2)(D), stating that it has been sending a
strong signal to mailers through the non-barcoded surcharge to develop a fully barcoded
parcels mailstream. Id.

The Public Representative agrees that these excessive passthroughs are justified pursuant
to 39 U.S.C. § 3622(e)(2)(D), but recommends the Commission require the Postal Service to
bring the passthroughs into compliance. PR Comments at 49.

The Commission finds that these three discounts were adequately justified pursuant to

39 U.S.C. § 3622(e)(2)(D) because having a fully barcoded mailstream would increase
operational efficiency. However, if the discounts are not set at avoided costs in the next
general Market Dominant price adjustment, the Commission expects the Postal Service to file
a plan to align discounts with avoided costs contemporaneously.

d. Carrier Route
Two workshare discounts for Carrier Route letters exceeded avoided costs in FY:

e Destination network distribution center (DNDC) dropship Letters
e Destination sectional center facility (DSCF) dropship Letters
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Each is discussed below. All remaining Carrier Route discounts were less than avoided
costs and thus were in compliance with 39 U.S.C. § 3622(e). Table II-9 shows the discounts

for the Carrier Route product for FY 2015.

Table 11-9

Standard Mail Carrier Route (Commercial and Nonprofit)

Dropship and Presort Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
Standard Mail Carrier Route Letters: Dropship (cents/piece)
DNDC Letters (Origin Letters) 33 1.6 206.3%
DSCF Letters (Origin Letters) 4.4 2.0 220.0%
Standard Mail Carrier Route Flats: Dropship (cents/pound)
DNDC Flats (Origin Flats) 16.8 24.4 68.9%
DSCF Flats (Origin Flats) 21.8 28.3 77.0%
DDU Flats (Origin Flats) 26.3 33.1 79.5%
Standard Mail Carrier Route Flats: Presorting (cents/piece)
Origin Flats on 5-Digit Pallets (Other Origin Flats) 0.5 3.3 15.2%
DNDC Flats on 5-Digit Pallets (Other DNDC Flats) 0.5 3.3 15.2%
DSCF Flats on 5-Digit Pallets (Other DSCF Flats) 0.5 3.3 15.2%
DDU Flats on 5-Digit Pallets (Other DDU Flats) 0.5 33 15.2%
Standard Mail Carrier Route Flats: Dropship (cents/pound)
DNDC Flats on 5-Digit Pallets (Origin Flats) 16.8 24.4 68.9%
DSCF Flats on 5-Digit Pallets (Origin Flats) 21.8 28.3 77.0%
DDU Flats on 5-Digit Pallets (Origin Flats) 26.3 33.1 79.5%

Source: Library Reference PRC-LR—ACR2015/4.

In FY 2015, passthroughs for DNDC dropship Letters and DSCF dropship Letters were
206.3 percent and 220.0 percent, respectively. FY 2015 ACR at 38, 39. The Postal Service
explains that these excessive passthroughs are due to an unexpected decrease in the cost
avoidances. The Postal Service does not provide a statutory exception for these excessive
discounts, but states that it will either fix the discounts at the time of the next Market

Dominant price adjustment or cite a statutory exception at that time. Id. at 38-39.

The Commission finds that these two discounts were not in compliance in FY 2015. The Postal
Service must either align these discounts with avoided costs during the next general Market
Dominant price adjustment or provide support for an applicable statutory exception.
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e. High Density and Saturation Letters

Two workshare discounts for High Density and Saturation Letters exceeded avoided costs
in FY 2015:

e Destination network distribution center (DNDC) dropship Letters
e Destination sectional center facility (DSCF) dropship Letters

Each is discussed below. All remaining High Density and Saturation Letters discounts were
less than avoided costs and thus were consistent with 39 U.S.C. § 3622(e). Table II-10
shows the discounts for the Parcel product for FY 2015.

Table 1I-10
Standard Mail High Density and Saturation Letters (Commercial and Nonprofit)*°
Dropship and Presort Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
Standard Mail High Density Letters: Presort (cents/piece)
High Density Letters (Carrier Route) ‘ 8.5 ‘ 32.0 ‘ 26.6%
Standard Mail High Density Letters: Dropship (cents/piece)
DNDC Letters (Origin Letters) 3.3 1.6 206.3%
DSCF Letters (Origin Letters) 4.5 2.0 225.0%

Source: Library Reference PRC-LR—ACR2015/4.

In FY 2015, passthroughs for DNDC dropship Letters and DSCF dropship Letters were
206.3 percent and 225.0 percent, respectively. FY 2015 ACR at 39, 40. The Postal Service
explains that these excessive passthroughs are due to an unexpected decrease in the cost
avoidances. Id. The Postal Service does not provide a statutory exception for these
excessive discounts, but states that it will either fix the discounts at the time of the next
Market Dominant price adjustment or cite a statutory exception at that time. Id. at 38-39.

The Commission finds that these two discounts were not in compliance in FY 2015. The Postal
Service must either align these discounts with avoided costs during the next general Market
Dominant price adjustment or provide support for an applicable statutory exception.

4. Package Services

Three Package Services products offered workshare discounts in FY 2015: Media
Mail/Library Mail, Bound Printed Matter (BPM) Flats, and BPM Parcels. Nine Package

*%|n FY 2015, all Standard Mail Flats commercial and nonprofit discounts were equal.
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Services workshare discounts exceeded the avoided costs of the corresponding mailer
worksharing activity.

a. Media Mail/Library Mail

Four discounts were offered for Media Mail/Library Mail in FY 2015. Two workshare
discounts for Media Mail/Library Mail exceeded avoided costs in FY 2015:

e Media Mail Basic presorting
e Library Mail Basic presorting

All remaining Media Mail/Library Mail discounts did not exceed their respective avoided
costs, and were in compliance with 39 U.S.C. § 3622(e) in FY 2015. Table II-11 shows the
FY 2015 discounts, avoided costs, and passthroughs for this product.

Table 11-11
Media Mail/Library Mail
Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance Passthrough®
(cents) (cents)
Media Mail: Presorting (Cents/Piece)
Basic (Single-Piece) 27.0 215 125.6%
5-Digit (Basic) 57.0 125.2 45.5%
Library Mail: Presorting (Cents/Piece)
Basic (Single-Piece) 26.0 215 120.9%
5-Digit (Basic) 54.0 125.2 43.1%

® The calculated passthroughs are based on rounded unit avoided costs.
Source: Library Reference PRC-LR—ACR2015/6.

The Basic presort discount for both the Media Mail/Library Mail categories exceeded
avoided costs in FY 2015. The passthroughs were 125.6 percent and 120.9 percent,
respectively. FY 2015 ACR at 48. The Postal Service justifies the FY 2015 passthroughs
pursuant to section 3622(e)(2)(C) because Media Mail/Library Mail consists of mail matter
with ECSI value. Id. The Postal Service explains that it plans to move the discounts toward
their avoided costs over time, while avoiding any drastic changes that could cause rate
shock. Id.

The Commission concludes that the Media Mail/Library Mail Basic presort discounts were
justified pursuant to 39 U.S.C. § 3622(e)(2)(C) because the product qualifies for the ECSI
exemption.
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b. Bound Printed Matter Flats and Bound Printed Matter
Parcels

In FY 2015, 14 discounts were offered for BPM Flats and 12 discounts were offered for
BPM Parcels. The following seven workshare discounts for BPM Flats and BPM Parcels
exceeded avoided costs in FY 2015:

e BPM Flats destination network distribution center (DNDC) dropship
e BPM Flats destination sectional center facility (DSCF) dropship

e BPM Flats Destination Flats Sequencing System (DFSS) dropship
BPM Flats destination delivery unit (DDU) dropship

BPM Parcels DNDC dropship

BPM Parcels DSCF dropship

BPM Parcels DDU dropship

All remaining BPM Flats and BPM Parcels discounts did not exceed their respective avoided
costs and were in compliance with 39 U.S.C. § 3622(e) in FY 2015. Table II-12 and Table II-
13 show the FY 2015 discounts, avoided costs, and passthroughs for the BPM Flats and
BPM Parcel products in FY 2015.
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Table 11-12
Bound Printed Matter Flats
Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance Passthrough®
(cents) (cents)

Presorting (Cents/ Piece)b
Basic Flats (Single-Piece Flats) 45.7 See Note b N/A
FSS Flats (Single-Piece Flats) 45.9 See Note b N/A
Carrier Route Flats (Basic Flats) 13.7 14.8 92.6%

Presorting (Cents/Piece)b: Basic, Carrier Route Flats (Single-Piece Flats)
Zones 1&2 4.9 See Note b N/A
Zone 3 7.1 See Note b N/A
Zone 4 5.8 See Note b N/A
Zone 5 6.3 See Note b N/A
Zone 6 7.1 See Note b N/A
Zone 7 6.8 See Note b N/A
Zone 8 7.0 See Note b N/A

Dropship (Cents/Piece)
Basic, Carrier Route DNDC Flats (Basic Origin Flats) 11.6 10.4 111.5%
Basic, Carrier Route DSCF Flats (Basic Origin Flats) 60.8 54.9 110.7%
Basic, DFSS Flats (Basic Origin Flats) 61.6 54.9 112.2%
Basic, Carrier Route DDU Flats (Basic Origin Flats) 78.0 69.8 111.7%

® The calculated passthroughs are based on rounded unit avoided costs.

®The BPM cost model does not estimate cost differences between Single-Piece and presorted BPM. Single-Piece BPM is a residual category with
low volume and adequate data are not available. Previously, rate differences between Single-Piece and presorted BPM were based on an
assumption that unit mail processing costs for Single-Piece BPM were twice that of presorted BPM. See Docket No. R2006-1, USPS-T-38, at 8.
Source: Library Reference PRC-LR-ACR2015/6.
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Table 11-13

Bound Printed Matter Parcels

Workshare Discounts and Benchmarks

FY 2015
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance Passthrough®
(Cents) (Cents)
Presorting (Cents/ Piece)”
Basic Parcels (Single-Piece Parcels) 79.4 See Note b N/A
Carrier Route Parcels (Basic Parcels) 11.9 14.8 80.4%
Presorting (Cents/Pound)b: Basic, Carrier Route Parcels (Single-Piece Parcels)
Zones 1&2 6.1 See Note b N/A
Zone 3 6.4 See Note b N/A
Zone 4 5.6 See Noteb N/A
Zone 5 6.1 See Note b N/A
Zone 6 6.4 See Note b N/A
Zone 7 4.0 See Note b N/A
Zone 8 4.2 See Note b N/A
Dropship (Cents/Piece)
Basic, Carrier Route DNDC Parcels (Basic Origin Parcels) 11.6 104 111.5%
Basic, Carrier Route DSCF Parcels (Basic Origin Parcels) 63.2 54.9 115.1%
Basic, Carrier Route DDU Parcels (Basic Origin Parcels) 80.9 69.8 115.9%

® The calculated passthroughs are based on rounded unit avoided costs.

®The BPM cost model does not estimate cost differences between Single-Piece and presorted BPM. Single-Piece BPM is a residual category with
low volume and adequate data are not available. Previously, rate differences between Single-Piece and presorted BPM were based on an
assumption that unit mail processing costs for single-piece BPM were twice that of presorted BPM. See Docket No. R2006-1, USPS-T-38, August

10, 2006, at 8.
Source: Library Reference PRC-LR—ACR2015/6.

All seven of the dropshipping discounts for BPM Flats and BPM Parcels exceeded the
corresponding avoided costs. Both the DNDC dropship discount for BPM Flats and the
DNDC dropship discount for BPM Parcels had a passthrough of 111.5 percent. FY 2015 ACR
at 48. In Docket No. R2015-4, the Postal Service set the DNDC dropship discounts for BPM
Flats and BPM Parcels equal to their respective avoided costs.5! However, those discounts
were set using FY 2014 avoided cost data. Since the Docket No. R2015-4 proceeding, the
avoided costs have decreased, resulting in passthroughs greater than 100 percent for

FY 2015.

*! See Docket No. R2015-4, Library Reference PRC-LR-R2015-4/11, May 7, 2015, Excel file “R2015-4 Package Services Worksharing_.xlsx,” which
shows that the DNDC dropship discount and unit avoided costs were 11.6 cents for both BPM Flats and BPM Parcels.
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The Postal Service states it intends to align the discounts with their avoided costs in its
next Market Dominant price adjustment. FY 2015 ACR at 49.

The DSCF dropship discounts for BPM Flats and BPM Parcels also exceeded avoided costs
in FY 2015. The passthroughs for BPM Flats and BPM Parcels were 110.7 percent and 115.1
percent, respectively. Id. In Docket No. R2015-4, the Postal Service set the DSCF dropship
discounts for BPM Flats equal to its respective avoided costs and for BPM Parcels slightly
above avoided costs.>2 However, those discounts were set using FY 2014 avoided costs
data. Since the Docket No. R2015-4 proceeding, the avoided costs decreased, resulting in
passthroughs greater than 100 percent for FY 2015.

The Postal Service states it intends to align the discounts with their avoided costs in its
next Market Dominant price adjustment. FY 2015 ACR at 49.

The DFSS dropship discount for BPM Flats exceeded avoided cost in FY 2015 with a
passthrough of 112.2 percent. Id. at 50. In Docket No. R2015-4, the Postal Service set this
discount at 101.7 percent, asserting this was necessary to maintain a consistent
relationship between the price cells so mailers in non-FSS zones would not experience a
further rate increase while still incentivizing mailers to “enter scheme containers of mail at
the DFSS (which is of economic benefit to the Postal Service).”>3 However, that discount
was set using FY 2014 avoided cost data. Since the Docket No. R2015-4 proceeding, the
avoided cost of DSCF dropship discount for BPM Flats decreased, resulting in passthroughs
greater than 100 percent for DFSS in FY 2015.

The Postal Service states it intends to align the discount with the avoided cost in its next
Market Dominant price adjustment. FY 2015 ACR at 50.

The DDU dropship discount for BPM Flats and BPM Parcels exceeded unit avoided costs in
FY 2015. The passthroughs for BPM Flats and BPM Parcels were 111.7 percent and 115.9
percent, respectively. Id. In Docket No. R2015-4, the Postal Service set the DDU dropship
discounts for BPM Flats equal to its respective avoided costs and for BPM Parcels slightly
above avoided costs.>* However, those discounts were set using FY 2014 avoided costs
data. Since the Docket No. R2015-4 proceeding, the avoided costs decreased, resulting in FY
2015 passthroughs that exceeded 100 percent.

The Postal Service states it intends to align the discounts with their avoided costs in its
next Market Dominant price adjustment. FY 2015 ACR at 50.

%2 see Docket No. R2015-4, PRC-LR-R2015-4/11, Excel file “R2015-4 Package Services Worksharing_.xIsx,” which shows that the DSCF dropship
discount and avoided costs for BPM Flats and BPM Parcels were 58.3 and 60.6 cents, respectively. Avoided costs were 58.3 cents for each
product.

** Docket No. R2015-4, Response of the United States Postal Service to Questions 1-5 of Chairman’s Information Request No. 1, January 30,
2015, question 5.c.

** See Docket No. R2015-4, PRC-LR-R2015-4/11, Excel file “R2015-4 Package Services Worksharing_.xIsx,” which shows that the DDU dropship
discount and avoided costs for BPM Flats and BPM Parcels were 75.1 cents and 78.3, respectively. Avoided costs were 75.1 cents for each
product.
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The Public Representative notes that the Postal Service does not offer a statutory
exemption to justify the BPM products with passthroughs greater than 100 percent and
suggests that the Commission find those passthroughs out of compliance. PR Comments at
50. He recommends that the Postal Service be required to correct these deficient
passthroughs prior to the reversal of the exigent surcharge. Id.

The Commission finds that these seven discounts are not in compliance in FY 2015. The Postal
Service must either align these discounts with avoided costs during the next general Market
Dominant price adjustment or provide support for an applicable statutory exception.

D. Preferred Rate Requirements

Section 3626 of Title 39 of the U.S.C. identifies preferred rate requirements applicable to
Periodicals, Standard Mail, and Package Services prices.

Periodicals is a preferred class of mail and receives several statutory discounts in section
3626, such as a 5-percent discount for nonprofit and classroom publications. In Docket No.
R2015-4, prices for Periodicals were set to be consistent with statutory preferences for
mail in that class. Order No. 2472 at 56-57.

Section 3626(a)(6) of Title 39 requires nonprofit prices in Standard Mail to be set in
relation to their commercial counterparts regardless of nonprofits’ independent costs. In
Docket No. R2015-4, nonprofit prices were set to yield average per-piece revenues of 60.2
percent of commercial per-piece revenues at the class level. Id. at 44. The Commission
calculates that the actual per-piece revenue from Standard Mail nonprofit pieces was 59.0
percent in FY 2015. Changes in the mix of mail after price changes make it difficult to
precisely attain the 60 percent relationship required by law.

One preferred rate requirement applies to Media Mail/Library Mail, a product in Package
Services: Section 3626(a)(7) of Title 39 requires Library Mail prices to be set at 95 percent
of Media Mail prices. Docket No. R2015-4 set these prices accordingly. Id. at 61.

The Commission finds that prices in FY 2015 were in compliance with all of the preferred rate
requirements identified in 39 U.S.C. § 3626.
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CHAPTER 3: MARKET DOMINANT
PRODUCTS: OTHER RATE AND FEE
COMPLIANCE ISSUES

A. Introduction

Commenters raise other rate and fee compliance issues, most of which relate to the
objectives and factors established by 39 U.S.C. § 3633 and to the policies of Title 39 of the
United States Code. These issues include noncompensatory products, negotiated service
agreements (NSAs),>> and pricing issues related to differences in cost coverage.

This chapter begins with an analysis of noncompensatory products organized by class. It
also includes a discussion of matters relating to NSAs, and other pricing issues. Issues
specific to flat-shaped mailpieces (flats), which includes Standard Mail Flats and
Periodicals, are areas of concern for several commenters and are discussed in Chapter 6.

B. Noncompensatory Products

1. Periodicals

a. FY 2015 Financial Results

The cost coverage for Periodicals decreased slightly from FY 2014 to FY 2015, from 76.2
percent to 75.6 percent. FY 2015 ACR at 42. Since the enactment of the PAEA, Periodicals
cost coverage has declined from 83.0 percent. As Table III-1 illustrates, this low cost
coverage has resulted in cumulative negative contribution of almost $5 billion since

FY 2007.

%> NSAs are written contracts between a mailer and the Postal Service, effective for a defined period of time, that provide for mailer-specific
rates, fees, or terms of service according to the contract. 39 C.F.R. § 3001.5(r). The mailer often receives discounts (rebates) designed to
encourage higher mail volumes and contributions.
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Table llI-1
Periodicals Cost Coverage, FY 2007—FY 2015 ($ Millions)

Fiscal Year | Volume | Revenue | Cost | Cost Coverage | Contribution
2007 8,795 | $2,188 | $2,636 83.01% -$448
2008 8,605 | $2,295 | $2,732 84.00% -$437
2009 7,953 | $2,038 | $2,680 76.04% -$642
2010 7,269 | $1,879 | $2,490 75.46% -$611
2011 7,077 | $1,821 | $2,430 74.94% -$609
2012 6,741 | $1,732 | $2,402 72.10% -$670
2013 6,359 $1,658 | $2,179 76.10% -$521
2014 6,045 | $1,625 | $2,134 76.16% -$509
2015 5838 | $1,589 | $2,101 75.64% -$512

-$4,959

Source: Library Reference PRC-LR-ACR2015/5.

Unit revenue for the Periodicals class as a whole increased from 26.9 cents in FY 2014 to
27.2 cents in FY 2015. FY 2015 ACR at 43. However, unit cost also increased from 35.3
cents to 36.0 cents during the same period. Id. Because the increase in unit cost outpaced
the increase in unit revenue in FY 2015, unit contribution declined in FY 2015. Id. Table III-
2 details the unit cost, revenue, and contribution for Periodicals during the PAEA era.

Table 111-2
Periodicals Unit Cost, Revenue, and Contribution, FY 2007-FY 2015

Fiscal Year | Unit Cost | Unit Revenue | Unit Contribution
2007 $0.2997 $0.2488 -$0.0509
2008 $0.3175 $0.2667 -$0.0508
2009 $0.3370 $0.2563 -$0.0807
2010 $0.3425 $0.2585 -$0.0841
2011 $0.3434 $0.2573 -$0.0860
2012 $0.3562 $0.2568 -50.0994
2013 $0.3427 $0.2608 -$0.0819
2014 $0.3531 $0.2689 -$0.0842
2015 $0.3599 $0.2722 -$0.0877

Source: Library Reference PRC-LR—ACR2015/5.
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(1) Comments

The Public Representative highlights that Periodicals have “failed to cover attributable
costs since enactment of the PAEA.” PR Comments at 35. Moreover, he notes that in FY
2015, “both Periodicals products (In-County and Outside County) failed to cover
attributable costs” and had lower levels of cost coverage than in FY 2014. Id. He states that
the Postal Service’s explanation, which attributes Periodicals’ decreased cost coverage to
unit cost increasing faster than unit revenue, is insufficient. Id. at 35-36. Although
Periodicals volume has declined every year since FY 2007, he notes that in the last 3 years,
Periodicals revenue did not decrease as sharply as Periodicals volume. Id. at 35. He
suggests that “the Postal Service ... provide a comprehensive analysis of the factors that
negatively affect the Periodicals cost coverage.” Id. at 38.

(2) Commission Analysis of FY 2015 Financial Results

Since FY 2007, Periodicals volume declined 33.6 percent, revenue declined 27.4 percent,
cost declined 20.3 percent, and the Periodicals class accumulated negative contribution of
$5 billion. Increasing unit cost contributed to Periodicals’ inability to cover its cost.
Consistent with the Public Representative’s observations, since FY 2012, Periodicals
volume declined 13.4 percent, revenue declined 8.2 percent, and cost declined 12.5
percent. The exigent surcharge, which went into effect on January 26, 2014,5¢ improved the
revenue generated during part of FY 2014 and all of FY 2015. The increase in average unit
cost, however, outpaced the slight increase in average unit revenue.

Decreases in both the average weight and advertising content of the mailings also affected
FY 2015 Periodicals revenue. Because Periodicals prices are tied (in part) to the weight of
the piece, minor weight changes have a greater effect on the price paid by the mailers than
on the cost incurred by the Postal Service. As the Postal Service explains, minor weight
increases do not significantly affect cost within the weight range of typical mailpieces (3 to
16 ounces) or the productivity of mail processing equipment.>7 Minor weight changes can,
however, have significant effects on prices. Average weight for Outside County Periodicals
decreased from 6.16 ounces per piece in FY 2014 to 6.09 ounces per piece in FY 2015.
Furthermore, advertising pounds, which pay higher prices, decreased from 39.5 percent of
total Outside County Periodicals pounds in FY 2014 to 39.1 percent in FY 2015.

See Chapter 2, supra, for a discussion of Periodicals worksharing incentives and for a
discussion of the importance of sending efficient pricing signals to mailers.

(3) Commission Analysis of Outside County Periodicals Unit
Cost

The Periodicals class is comprised of two products: In-County>8 and Outside County. In
FY 2015, Outside County constituted 90.2 percent of Periodicals total volume and 95.8

% See Order No. 1926 at 193.

7 FY 2015 ACR at 46 (identifying the following equipment: the Automated Flats Sorting Machine 100 (AFSM 100), Flats Sequencing System
(FSS), Automation Parcel and Bundle Sorter (APBS), or Automated Package Processing System (APPS)).

*The In-County product is typically used by smaller circulation weekly newspapers for distribution within the county of publication.
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percent of Periodicals total attributable cost. Because Outside County pieces incur most of
the costs for the Periodicals class, operational initiatives focused on Outside County
Periodicals have greater potential for cost savings for the Periodicals class. Table III-3
shows that Outside County Periodicals total unit costs increased by 0.68 cents from

FY 2014 to FY 2015.

Table 1lI-3
Change in Outside County Periodicals Unit Costs, FY 2008—-FY 2015%°

Fiscal Year | Mail Processing | Delivery | Transportation | Other | Total
2008 12.23 8.06 3.52 10.12 | 33.93
2009 12.94 9.29 3.18 10.89 | 36.30
2010 12.02 9.68 3.59 11.09 | 36.38
2011 12.07 9.50 341 11.51 | 36.49
2012 12.41 9.57 3.90 11.87 | 37.74
2013 11.69 9.38 3.89 1139 | 36.35
2014 12.25 9.63 3.83 11.82 | 37.53
2015 11.89 10.29 431 11.72 | 38.21

Source: Library Reference PRC-LR-ACR2015/5.

In FY 2015, the increases in delivery and transportation unit costs surpassed the slight
reductions in mail processing and other unit costs. Two changes to accepted analytical
principles (cost methodology changes) implemented by the Postal Service in FY 2015
following approval by the Commission, the new city carrier street time letter route cost
model and the modified carrier vehicle cost, contributed to the increase in delivery unit
cost.®0 The trends for transportation and mail processing unit costs, however, show that the
Postal Service has not realized cost savings from increased mailer preparation
(worksharing), via dropshipping and presortation.

Since FY 2008, mailers have increasingly dropshipped Outside County Periodicals.

In FY 2008, 58.6 percent of Outside County Periodicals mail was dropshipped at the
Destination Sectional Center Facility (DSCF). In FY 2015, 72.0 percent of Outside County
Periodicals mail was dropshipped at the DSCF or the destination FSS (DFSS) facility.6! Entry
of Outside County Periodicals closer to the end destination should lead to an overall
decrease in the Postal Service’s transportation unit cost. However, since FY 2008,
transportation unit cost for Outside County Periodicals has increased. The Postal Service
should explore why its transportation unit costs are rising despite increased dropshipping.

** The unit cost figures in the Cost and Revenue Analysis (CRA) report include piggybacks. The figures in this table do not include piggybacks. A
majority of the other costs are piggybacked onto mail processing, delivery, and transportation.

&0 February 8, 2016, Responses to CHIR No. 7, question 18.

® With the implementation of Docket No. R2015-4 prices, some mailpieces that were previously dropshipped at a DSCF are now dropshipped at
a DFSS. Hence, the DSCF and DFSS dropshipped pieces are totaled to demonstrate the degree to which mailers dropshipped Outside County
Periodicals mailings in FY 2015.
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Since FY 2008, mail processing unit cost has remained relatively flat even though mailer
presortation of Outside County Periodicals has increased substantially. As Figure III-1
illustrates, 49.0 percent of mail volume was presorted to the Carrier Route level in FY 2008,
whereas 62.2 percent of mail volume was presorted to the Carrier Route or FSS level in

FY 2015.62

Figure llI-1
Change in Outside County Periodicals Mail Mix, FY 2008—FY 2015%
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Source: Library Reference PRC-LR—ACR2015/5.

Mail processing unit costs are much lower for mailpieces presorted to the Carrier Route
level than to the 5-Digit level. The Postal Service does not separate mail processing costs
for Carrier Route presorted Periodicals from other presorted Periodicals, such as 5-Digit
and 3-Digit, because they are not separate products. However, Carrier Route and Standard
Mail Flats (such as 5-Digit and 3-Digit) are separate products and therefore, the CRA
isolates the mail processing cost for this level of presortation in Standard Mail. The
Standard Mail information from the CRA may provide insight into the potential for cost
differences within the Periodicals class.

2 With the implementation of Docket No. R2015-4 prices, some mailpieces that were previously Carrier Route are now required to be prepared
at the FSS level. Hence, the Carrier Route and FSS pieces are totaled to demonstrate the degree to which mailers prepared Outside County
Periodicals mailings in FY 2015.

& 1d.
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The piggybacked mail processing unit cost of Standard Mail Carrier Route was 5.88 cents in
FY 2015.64 The piggybacked mail processing unit cost of Standard Mail Flats was nearly five
times higher, 27.95 cents in FY 2015.65 For each mailpiece that moves from the 5-Digit to
the Carrier Route presortation level, the Postal Service should avoid considerable cost. This
would suggest that mail processing unit cost of Outside County Periodicals should have
decreased since FY 2008.

Since FY 2008, mail processing unit costs for non-Carrier Route flats have increased.%®
Declining mail processing productivity contributed considerably to this increase. Table III-
4 details changes in productivity for selected flats processing operations since FY 2008.

Table 11I-4
Change in Productivity for Selected Flats Processing Operations, FY 2008—-FY 2015

Operation Productivity
Change
Automated Flats Sorting Machine 100 (AFSM 100) Incoming Secondary -18%
Small Parcel Bundle Sorter (SPBS)/Automated Parcel Bundle Sorter (APBS) Incoming -19%
Automated Package Processing System (APPS) Incoming -39%
Flats Sequencing System (FSS)67 -4%

Source: Library Reference PRC-LR-ACR2015/5.

Despite projecting improved flats mail processing performance in its reports and requested
changes to prices and services in recent years,®8 the Postal Service has yet to achieve any of
its projected productivity increases. Flats productivity has decreased since FY 2008.
Although the changing Outside County Periodicals mail mix will likely result in less
processing on the AFSM 100, SPBS/APBS, and APPS, Periodicals will continue to have cost
coverage issues if the Postal Service does not address declining productivity.

b. Postal Service Response to FY 2014 ACD Directives

In FY 2014, the Commission directed the Postal Service to provide a detailed analysis of the
progress made in improving Periodicals cost coverage. The Commission specifically

® See Library Reference USPS—FY15-26, December 29, 2015, Excel file “shp15prc.xls,” tab “Flats (4),” cell BV23.
% See id. cell BV25.

® The piggybacked mail processing unit cost for Standard Mail Flats has increased from 22.89 cents in FY 2008 to 27.95 cents in FY 2015.
Compare Library Reference USPS—FY08-26, Excel file “shp08prc.xls,” tab “Flats (4),” cell BP25 with Library Reference USPS—FY15-26, Excel file
“shp15prc.xls,” tab “Flats (4),” cell BV25.

¢ The FSS machine productivity is measured from its introduction in FY 2011.

% See, e.g., United States Postal Service Office of the Inspector General Report, Flats Sequencing System: Program Status and Projected Cash
Flow, July 27, 2010, at 10 (Report Number DA-AR-10-007) (projecting that the lower bound or worst case scenario for the FSS would be a return
on investment of 14.25 percent without transitional employees and 26.9 percent with transitional employees); Docket No. R2010-4, Responses
of the United States Postal Service to Questions from the Bench at the Hearing for Mr. Neri, August 19, 2010, at 7 (“Expectations are for flats
workhours to decline another 11 percent in FY 2010.”); Docket No. N2012-1, Direct Testimony of Frank Neri on Behalf of the United States
Postal Service (USPS-T—4), December 5, 2011, at 29-30 (projecting an increase in AFSM 100 productivity of 15 percent).
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directed that the Postal Service include in the FY 2015 ACR “[t]he progress in developing
metrics to assess the cost savings impact of operational strategies” and “[t]he cost savings
from the implementation of operational strategies outlined in Chapter 7 of the Periodicals
Mail Study®® and in the Postal Service’s Flats Operational and Pricing Strategies in Docket
No. R2010-4."70

In the FY 2015 ACR, the Postal Service describes its operational changes, and specifically
identifies three strategies outlined in Chapter 7 of the Periodicals Mail Study that were
implemented: full deployment of the FSS; movement of flats up the automation ladder; and
implementation of the Automated Parcel Bundle Sorter (APBS). FY 2015 ACR at 18-28.
However, the FY 2015 ACR contains no detailed analysis of the cost savings impact of these
operational changes or the progress in developing metrics to assess the resulting cost
savings. The Postal Service states that it “is unable to provide an estimate of the financial
impacts of these operational initiatives at this time.” Id. at 19.

Several CHIRs were issued to better understand the specifics of the operational strategies,
the cost savings impacts of the Flats operational strategies, and the obstacles to developing
cost savings impact metrics.’! The Postal Service’s responses clarify its calculation of
performance metrics related to the FSS.72 The Postal Service discusses the cost of manually
sorting 10 percent of flats and discusses efforts to reduce manual sorting. Responses to
CHIR No. 4, question 14. The Postal Service states that “[t]he lack of visibility into manual
piece processing also impedes the ability to determine a lowest cost mail flow.”73

The Postal Service contends that it is unable to quantify the cost savings impact of
requiring FSS Scheme pallet or FSS Scheme bundle preparation.’# The Postal Service
provides a status update concerning its past and ongoing efforts to reduce bundle
breakage, but does not provide any analysis of the cost of broken bundles. Responses to
CHIR No. 4, question 18. The Postal Service states that its evaluation of potential revisions
to the Domestic Mail Manual (DMM) bundle preparation requirements remains pending
without a current timeframe for conclusion or any reported recommendations. February
17,2016, Responses to CHIR No. 12, question 9. The Postal Service provides its Periodicals
Value Stream Map, which it has not updated since 2010. February 19, 2016, Responses to
CHIR No. 12, question 1.

% periodicals Mail Study, Joint Report of the United States Postal Service and Postal Regulatory Commission, September 2011 (Periodicals Mail
Study).

® FY 2014 ACD at 40; see Docket No. R2010-4, Library Reference USPS—-R2010-4/9, July 6, 2010.

"t See CHIR No. 4, questions 13-18; Chairman's Information Request No. 7, February 1, 2016, questions 7-14 (CHIR No. 7); Chairman's
Information Request No. 12, February 9, 2016, questions 1-4, 8-14 (CHIR No. 12).

72 Responses to CHIR No. 4, question 13; Responses of the United States Postal Service to Questions 1-15, 17-29 of Chairman’s Information
Request No. 7, February 8, 2016, question 10 (February 8, 2016, Responses to CHIR No. 7).

73 February 19, 2016, Responses to CHIR No. 12, question 8.b.

7 Responses to CHIR No. 4, question 17; February 8, 2016, Responses to CHIR No. 7, question 7; Notice of the United States Postal Service of
Filing a Revised Response to Question 11 of Chairman’s Information Request No. 12 -- ERRATA, February 18, 2016, question 11 (February 18,
2016, Response to CHIR No. 12).
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The Postal Service represents that it is unable to update its projected return on investment
for the FSS machines. February 8, 2016, Responses to CHIR No. 7, question 8. According to
the Postal Service, the decreasing flats processing productivity is partially attributable to
declining flats volume, which has reduced machine-compatible mail more than manual
mail.”> However, the Postal Service “has not determined the percentage of total volume that
equates to the most efficient processing for FSS.” February 8, 2016, Responses to CHIR No.
7, question 12.b.

(1) Comments

Two commenters address issues specific to whether the Postal Service’s operational
changes reduced costs. The Association of Magazine Media (MPA) contends that although
the Postal Service invested in the FSS machine in order to reduce flats costs, FSS machines
increased flats costs in FY 2015. MPA Comments at 4-5. The Postal Service replies that the
unit mail processing cost of Outside County Periodicals decreased from 19.78 cents in

FY 2014 to 18.89 cents in FY 2015. USPS Reply Comments at 21.

PostCom states that for Outside County Periodicals, mail processing cost increased by 4.5
percent and delivery cost increased by 7.91 percent in FY 2015.7¢ The Postal Service replies
that Periodicals delivery cost in FSS zones are lower than Periodicals delivery cost in non-
FSS zones, and attributes the increase of delivery cost, in part, to two cost methodology
changes.”’

MPA and the Public Representative make recommendations specific to the Postal Service’s
efforts to improve Periodicals cost coverage through operational changes. MPA suggests
that the Commission require the Postal Service in the FY2016 ACR to perform a detailed
analysis of the mail processing and delivery costs for flats destinating in FSS and non-FSS
zones and fully quantify the extent to which operational changes result in lower costs. MPA
Comments at 6-7. The Public Representative recommends that the Postal Service report the
effects of pending operational changes on cost coverage and expand its efforts to reduce
costs and improve productivity as directed in the FY 2014 ACD. PR Comments at 38.

MPA asserts that the FY 2015 ACR failed to comply with the Commission’s directives
because the FY 2015 ACR merely describes operational and pricing changes without any
quantification of the financial impact of those changes. MPA Comments at 3. MPA urges the
Commission to require “the Postal Service to correct this major omission.” Id.

7> FY 2015 ACR at 20; see also Responses of the United States Postal Service to Questions 1-14 of Chairman’s Information Request No. 2,
January 15, 2016, question 8.e. (January 15, 2016, Responses to CHIR No. 2). The Postal Service also notes that full deployment of the FSS was
delayed nearly one year, resulting in substantial lost savings from both the delay and the coincident decline in volumes. FY 2015 ACR at 29-30
n.15 (noting this issue is currently a subject of litigation between the Postal Service and the supplier of the FSS machines).

’® |nitial Comments of the Association for Postal Commerce, February 2, 2016, at 8 (PostCom Comments).

77 USPS Reply Comments at 13; citing February 8, 2016, Responses to CHIR No. 7, question 7.
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(2) Commission Analysis

Periodicals has persistently failed to cover its costs. The Commission has repeatedly
encouraged the Postal Service to improve Periodicals cost coverage.’® Recognizing that
certain obstacles to the improvement of cost coverage for Periodicals also apply to
Standard Mail Flats, the Commission includes a holistic discussion of flats in Chapter 6.

The Postal Service represents that it has implemented many operational strategies
designed to improve the efficiency of flats processing operations, yet it has not developed
cost savings figures associated with any of the strategies. The Postal Service contends that
it does not have the information needed to assess the impacts of its operational strategies
for improving the financial performance of its flats operations because it does not know
how mailers would have prepared their Periodicals mailings under alternative operational
schemes.”® According to the Postal Service, the inability to isolate the effects of an
operational change from other circumstances beyond the Postal Service’s control, including
mail volume and mail mix changes, also contributes to the difficulty in developing metrics
to assess the cost savings impact of operational strategies for Periodicals. February 17,
2016, Responses to CHIR No. 12, question 4. Further, the Postal Service argues that because
Periodicals are routinely co-processed with other classes of mail, developing a metric
linking operational changes to cost savings specifically for Periodicals is challenging. Id.

Although the Postal Service cannot precisely predict how mailers would prepare
Periodicals under alternative operational or pricing schemes, the Postal Service has
actionable data on its own operations. For example, the Postal Service has past productivity
data, which can show how productivity has changed in response to changes, including
different mail volumes, mail mixes, and mailer preparation. The Postal Service can
determine from its past data how its operations responded to past changes in mail
volumes, mail mix, and mailer preparation. That information can be used as a baseline to
project how the Postal Service’s operations may react to changes in mailers’ behavior. See
Chapter 2, supra, for a discussion of how the Postal Service can combine billing
determinant data and operational data to assess how mailer preparation can impact the
Postal Service’s operational costs. Quantification of the cost savings and contribution
impacts of the Postal Service operational strategies would facilitate the determination of
whether the strategies improve Periodicals cost coverage and provide specific focus upon
which strategies result in the greatest improvements.

In Chapter 7 of the Periodicals Mail Study, the Postal Service provided savings estimates for
three operational strategies: implementing the FSS; moving flats up the automation ladder;
and implementing the APBS.80 Despite implementing these three strategies since the
release of that report, the Periodicals financial results provide no evidence of cost savings

78 See FY 2009 ACD at 75; FY 2010 ACD at 94; FY 2011 ACD at 105-106; FY 2012 ACD at 95-97; FY 2013 ACD at 44-45; FY 2014 ACD at 40-41.
7 See, e.g., Responses to CHIR No. 4, questions 17; February 8, 2016, Responses to CHIR No. 7, question 7.b.

& periodicals Mail Study at 95-96 (projecting savings of up to $83 million by implementing Phase 1 of the FSS, $49.5 million for moving Outside
County Periodicals up the automation ladder, $14 million annually by implementing the APBS).
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from operational improvements. Moreover, the Postal Service has not quantified any
resulting cost savings. As further discussed in Chapter 6, the Postal Service must use
available data to develop metrics that will enable meaningful analysis of the cost savings
and contribution impact of its operational strategies on Periodicals.

The Postal Service did not comply with the FY 2014 ACD requirements set forth by the
Commission.

Chapter 6 of this Report discusses the noncompensatory cost coverage for flat-shaped mail
products. In that chapter, the Commission further expresses its concerns with the Postal
Service’s inability to quantify the cost savings of its initiatives to reduce costs for flats. In
Chapter 6, the Commission recommends the Postal Service take further action by preparing a
plan for flats. All of the recommendations pertaining to reducing flats’ costs apply to
Periodicals.

2. Standard Mail Flats

a. Introduction

In FY 2015, Standard Mail Flats had a cost coverage of 80.3 percent.81 As shown in Table III-
5, cost coverage for Standard Flats declined substantially between FY 2008 and FY 2011,
when it reached a low of 79.5 percent. In FY 2012 and FY 2013 the cost coverage improved
but it began to decline again in FY 2014. The cost coverage continued to decline in FY 2015,
and was the lowest cost coverage since FY 2011.

Table IlI-5
Standard Mail Flats Cost Coverage and Contribution, FY 2008-FY 2015

Fiscal Year | Cost Coverage Cc(orr:‘tir;:::unt;;m
FY 2008 94.4% -$217.8
FY 2009 82.1% -$615.6
FY 2010 81.8% -$577.0
FY 2011 79.5% -$643.2
FY 2012 80.9% -$527.9
FY 2013 85.1% -$375.9
FY 2014 83.2% -$411.0
FY 2015 80.3% -$518.9

Total $3,887.3

Source: Library Reference PRC-LR—ACR2015/4.

& The Commission’s cost coverage calculation differs from the Postal Service’s because the Commission includes fees in the revenue for each
product and the Postal Service does not.
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The Postal Service states that the decrease in cost coverage was the result of three cost
methodology changes that, together, increased unit cost by 0.99 cents, or 2.1 percent. FY
2015 ACR at 29-30.

The aggregate negative contribution in FY 2015 was also significantly greater than
FY 2014. The Postal Service notes that the volume of Standard Mail Flats increased, which
resulted in an increase in the aggregate contribution shortfall. Id. at 30-31.

In its review of the financial performance of Standard Mail Flats for FY 2015, the
Commission must consider the Postal Service’s compliance with its earlier FY 2010 ACD
directive regarding Standard Mail Flats. Below, the Commission discusses this directive, the
Postal Service’s FY 2015 ACR response, and comments concerning financial performance of
Standard Mail Flats for FY 2015. In Chapter 6 of this report, the Commission discusses
further action regarding Standard Mail Flats.

b. FY 2010 ACD Directive for Standard Mail Flats

In the FY 2010 ACD, the Commission determined that Standard Mail Flats prices in effect in
FY 2010 did not comply with 39 U.S.C. § 101(d) and directed the Postal Service to increase
the product’s cost coverage through a combination of above-average price adjustments,
consistent with the price cap requirements, and cost reductions, until such time that
revenue exceeds attributable cost. FY 2010 ACD at 106. In addition, the Commission
directed the Postal Service to provide the following information in each of its subsequent
ACRs:

e Adescription of operational changes designed to reduce Flats costs in the previous
fiscal year and an estimation of the financial effect of such changes.

e A description of all costing methodology or measurement improvements made in
the previous fiscal year and the estimated financial effects of such changes.

e A statement summarizing the historical and current fiscal year subsidy of the Flats
product, and the estimated timeline for phasing out this subsidy.

Id. at 107.

The Postal Service appealed the Commission’s FY 2010 ACD findings and directive to the
United States Court of Appeals for the District of Columbia Circuit. In USPS v. Postal
Regulatory Comm’n, 676 F.3d 1105 (D.C. Cir. 2012), issued April 17, 2012, the court
rejected the Postal Service’s contention that the Commission acted outside of the scope of
its statutory authority by considering the general standards of 39 U.S.C. § 101(d) in an ACD
“at least in extreme circumstances.” Id. at 1108. The court remanded the case to the
Commission “for a definition of the circumstances that trigger [section] 101(d)’s failsafe
protection, and for an explanation of why the particular remedy imposed here is
appropriate to ameliorate that extremity ....” Id. at 1109. In response, the Commission
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issued Order No. 1427, clarifying that its analysis of the circumstances that would trigger
39 U.S.C. § 101(d) depended on the totality of circumstances.82

Inits FY 2012, FY 2013, and FY 2014 ACDs, the Commission found that the Postal Service
had made progress towards addressing the issues raised in the FY 2010 ACD, and
concluded that no additional remedial actions beyond those prescribed in the FY 2010
directive were required. See FY 2012 ACD at 116; FY 2013 ACD at 54; FY 2014 ACD at 47.

C. Response to FY 2010 ACD Directive

In its FY 2015 ACR, the Postal Service reports that it plans to increase Standard Mail Flats
prices by CPI multiplied by 1.05 in the next general market dominant price change. FY 2015
ACR at 18.

The Postal Service provides some of the information required by the Commission’s FY 2010
ACD directive: a description of operational changes designed to reduce Standard Mail Flats
costs, a description of all costing methodology changes made in FY 2015 that affect
Standard Mail Flats costs, and the historical and current fiscal year subsidy of the Standard
Mail Flats product. Id. at 18-31. However, the Postal Service did not fully comply with the
FY 2010 directive in FY 2015. The Commission requires further necessary action by the
Postal Service to quantify its efforts in Chapter 6 of this Report. Those items provided by
the Postal Service are discussed below.

(1)  Operational Changes Designed to Reduce Flats Cost

The Postal Service describes 10 new and ongoing operational steps taken during FY 2015
designed to make processing Standard Mail Flats more efficient:

FSS Scorecard

Move Mail Up the Ladder

Bundle Operation

Service Performance Diagnostics Tool
High Speed Flats Feeder

Lean Mail Processing

FSS Mail Preparation

Reduce Bundle Breakage

Newspaper Kaizens

Standard Mail Outgoing Mixed States

Id. at 18-28.

The Postal Service maintains that these initiatives are expected to improve efficiencies and
productivities, as well as reduce overall Standard Mail Flats cost. Id. at 18. The Commission

® Docket No. ACR2010-R, Order on Remand, August 9, 2012, at 4 (Order No. 1427).
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issued several CHIRs to obtain a better understanding of these operational initiatives.83
Each initiative is discussed below.

(a) FSS Scorecard

The Postal Service uses the FSS Scorecard to measure critical aspects of FSS performance at
each processing location. FY 2015 ACR at 19. It asserts that the FSS Scorecard measures
FSS performance at each processing location and allows the Postal Service to identify sites
where performance can be improved. Id. In its discussion of the FSS Scorecard, the Postal
Service explains that Mail Pieces At-Risk are those pieces that did not follow the prescribed
path of sortation on the FSS and required additional handling.84 The Postal Service
estimates that these pieces could incur additional costs, ranging from 2.609 cents to 21.899
cents.85 Table I1I-6 presents the FSS Scorecard data from FY 2012 through FY 2015. The
table shows that since FY 2012, the throughput per hour8¢ has decreased, while the
Delivery Point Sequencing percentage8” and Mail Pieces At-Risk percentages have shown
some improvement. The Postal Service has neither provided costs savings associated with
the FSS Scorecard, nor explained its failure to quantify such savings.

Table Ill-6
FSS Scorecard, FY 2012-FY 2015

Performance Metric FY 2012 FY 2013 FY 2014 FY 2015
Throughput per hour (PPH) 8,860 8,985 8,746 8,840
Delivery Point Sequence (DPS) 56.40% 57.90% 58.57% 59.99%

Mail Pieces At-Risk 6.01% 5.84% 6.15% 5.34%

Source: FY ACR2015 at 19; Docket No. ACR2013, Responses of the United States Postal Service to Questions 1-11 of Chairman’s
Information Request No. 2, January 23, 2014, question 1 (Docket No. ACR2013, Responses to CHIR No. 2).

(b) Move Mail Up the Ladder

Since FY 2011, the Postal Service has identified Move Mail Up the Ladder as an operational
initiative intended to reduce Standard Mail Flats cost. This initiative aims to decrease
manual processing by increasing automation processing.88 Table III-7 shows that, despite
this initiative, the percentage of flats that are manually processed has increased each year
since FY 2012.

 See e.g., Chairman’s Information Request No. 2, January 8, 2016, questions 21-25 (CHIR No. 2); CHIR No. 4, questions 1, 3, 13-18; CHIR No. 7,
questions 7-14; Chairman’s Information Request No. 11, February 8, 2016, questions 1-10 (CHIR No. 11); CHIR No. 12, questions 1-14.

& See Responses to CHIR No. 4, question 13.
8 February 8, 2016, Responses to CHIR No. 7, question 10.

% The productivity of automated processing operations is measured in throughput per hour (PPH), which measures the average volume
processed per hour or machine run-time. This differs from the measure of processing productivity used in the cost avoidance model, Total
Pieces Handled per workhour compares the processed volume with the employee workhours required for said processing.

& Delivery Point Sequencing is the term used by the Postal Service for a processing operation wherein volume is sequenced in the order that it
will be delivered by carriers on their routes.

# See Docket No. ACR2012, Responses of the United States Postal Service to Questions 1-9 and 12-15 of Chairman’s Information Request No. 1,
January 14, 2013, question 1 (Docket No. ACR2012, Responses to CHIR No. 1).
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Table 111-7
Move Mail Up the Ladder, FY 2012—FY 2015

FY 2012 FY 2013 FY 2014 FY 2015
Flats Manually Processed 8.5% 9.4% 9.8% 10.0%

Source: FY ACR2015 at 20-21; Docket No. ACR2013, Responses to CHIR No. 2, question 1.

The Postal Service estimates the cost of manual processing for these pieces is $158 million.
See Responses to CHIR No. 4, question 14. In order to reduce manual sortation, the Postal
Service plans to develop technology to bypass bundle sortation, redeploy flats sorting
equipment to replace manual processing, and ensure proper mail flow compliance. Id. The
Postal Service explains that some of the increase is due to decreasing flats volume, which
reduces machine-compatible mail more than manual mail. FY 2015 ACR at 20. The Postal
Service has neither quantified any cost savings associated with Move Mail Up the Ladder,
nor explained its failure to quantify such savings. However, cost savings appear unlikely
due to the increase in more costly manual processing.

(©) Bundle Operation

In FY 2014, the Postal Service began adding bins to the Automated Parcel and Bundle
Sorter (APBS), which reduces the need for a secondary sortation. The Postal Service added
1,264 bins in FY 2014, and 3,520 bins in FY 2015. FY 2015 ACR at 21. The Postal Service
invested $12.9 million in FY 2015 for the 3,520 bins. See Responses to CHIR No. 4, question
15. The Postal Service asserts that it has focused on reducing manual handling of flats
bundles rather than studying the associated cost savings. Therefore, the Postal Service did
not quantify any cost savings associated with this operational initiative. Id.

(d) Service Performance Diagnostics Tool

Since FY 2012, the Postal Service has identified Service Performance Diagnostics (SPD)
Tool as an operational initiative designed to reduce Standard Mail Flats costs. See Docket
No. ACR2012, Responses to CHIR No. 1, question 1. This tool is used to track and improve
the flow of Standard Mail through the network using scan data. FY 2015 ACR at 21. As part
of the SPD platform, the Postal Service uses IMb scans to measure processing time. This
aspect of the SPD platform is called the Work In Process (WIP) cycle time. The WIP cycle
time measures the time between a mailpiece’s arrival at the plant and bundle-to-piece
distribution.8? Table III-8 shows that the WIP cycle time increased for Standard Mail Flats
in FY 2015.

¥ The term WIP cycle time is also used by the Postal Service, on occasion, to refer to intermediate steps within the entire mail processing
operation. See January 19, 2016, Responses to CHIR No. 2, question 22.
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Table 111-8
Service Performance Diagnostics Tool
Median 5-Day Work In Process
Standard Mail Flats, FY 2012-FY 2015

Time Period from Service Performance Diagnostics I\:I_'iii:sn
FY 2012 (Week ending 3/02/12-9/28/12) 52.4
FY 2013 (Week ending 10/19/12-9/27/13) 50.5
FY 2014 (Week ending 10/01/13-9/30/14) 49
FY 2015 (Week ending 10/01/14-9/30/15) 52

Source: FY ACR2015 at 22; Docket No. ACR2013, Responses to CHIR No. 2, question 1.

The Postal Service plans to reduce the WIP cycle time by decreasing the time between
bundle and next process handling. See Library Reference USPS-FY15-29, December 29,
2015, at 14. The Postal Service has neither quantified any cost savings from this initiative,
nor explained its failure to quantify such savings.

(e) High Speed Flats Feeder

The Postal Service asserts that High Speed Flats Feeder (HSFF) enables the FSS to process
more delivery points in the same operating window, while decreasing the error rate.

FY 2015 ACR at 23. The Postal Service introduced the HSFF in FY 2012. See Docket No.
ACR2012, Responses to CHIR No. 1, question 1. The Postal Service explains that this
initiative will lead to improved machine accept rates, improved machine throughput, and
increased capacity of the FSS to sequence more mail. February 8, 2016, Responses to CHIR
No. 7, question 11. In three tests of the HSFF, the Postal Service observed consistent
productivity improvements over current feeder technology.?® The Postal Service estimates
that it will take it at least another year to develop reliable cost savings estimates for the
initiative. February 8, 2016, Responses to CHIR No. 7, question 11.

(f) Lean Mail Processing

Lean Mail Processing (LMP) is an operational initiative which the Postal Service began
implementing in FY 2013.°1 The LMP program is a standardized, statistical program for
improving mail processing. FY 2015 ACR at 24. In FY 2015 the Postal Service deployed
phases three and four of LMP. Id.°2 Phase three focuses on Automated Package Processing
System (APPS) and APBS operations. Id. Phase four of LMP focuses on proactively problem

* See FY 2015 ACR at 23; Responses to CHIR No. 4, question 16.

°! See Docket No. ACR2013, Responses to CHIR No. 2, question 1.Prior to FY 2013, the Postal Service sought to rely upon Lean Six Sigma (LSS)
Improvements. See Docket No. ACR2011, Responses of the United States Postal Service to Questions 1, 3-6, 8-27, 29-37, and 39-42 of
Chairman’s Information Request No. 1, January 27, 2012, question 9 (Docket No. ACR2011, Responses to CHIR No. 1); Docket No. ACR2012,
Response to CHIR No. 1, question 1.

%2 «[p]hase one and two focused on foundational efforts affecting all mail processing operations, including flats.” Id.
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solving when discrepancies are first detected.”3 Id. The Postal has neither quantified any
cost savings from the LMP initiative, nor explained its failure to quantify such savings.

(g)  FSS Mail Preparation

The FSS Mail Preparation operational initiative has been cited by the Postal Service since
FY 2011. See Docket No. ACR2011, Responses to CHIR No. 1, question 9. In FY 2015, the
Postal Service explains that FSS Scheme bundle preparation requirements result in more
uniform bundles, which enable more efficient FSS processing for the Postal Service. FY
2015 ACR at 25. In addition, FSS Scheme pallet requirements allow pallets to bypass bundle
distribution on the APPS/APBS, which reduces bundle breakage. Id. at 26. The Postal
Service asserts that FSS Scheme pallets reduce transportation expenses and improve
service. Id. However, the Postal Service has been unable to measure the cost impact of FSS
Scheme pallets and FSS Scheme bundles.?* The Postal Service asserts that it cannot quantify
the cost savings of FSS Scheme pallet preparation because it would require “knowledge of
the preparation of the mail in the absence of the FSS Scheme pallet preparation
requirement.” See Responses to CHIR No. 4, question 17.

(h)  Reduce Bundle Breakage

In FY 2015, the Postal Service continued to study the causes and impact of bundle
breakage. FY 2015 ACR at 27. The Postal Service asserts that bundle breakage results in
higher mail processing cost. Id. The Postal Service is working with the Mailers Technical
Advisory Committee (MTAC), Mail Service Providers (MSPs) to find solutions to reduce
bundle breakage. In FY 2015, the Postal Service completed a Lean Six Sigma (LSS) project
to determine the best method to minimize bundle breakage.?> The Postal Service now
identifies broken bundles when three or more Intelligent Mail barcodes (IMbs) for pieces in
a bundle are scanned on Postal Service bundle sorting equipment. See Responses to CHIR
No. 4, question 18. In addition, the Postal Service is evaluating DMM requirements to
determine if revisions to bundle preparation are required to mitigate bundle breakage. Id.
The Postal Service has neither quantified any cost savings associated with its bundle
breakage operational initiative, nor explained its failure to quantify such savings.

(1) Newspaper Kaizens and Standard Mail Outgoing
Mixed States

In FY 2015, the Postal Service added Newspaper Kaizens and Standard Mail Outgoing
Mixed States as new steps to make processing Standard Mail Flats more efficient. FY 2015
ACR at 27-28. The Postal Service explains that Newspaper Kaizens are being used to
identify root causes of bottlenecks and determine the lead time of the process. Id. at 28. One
primary outcome of the Kaizen events is the development of a standard workflow for
Periodicals. See February 17, 2016, Responses to CHIR No. 12, question 2. The Postal
Service has not yet finalized the standard workflow, but will release it at a later date to
replace the current standard operating procedure. Id.

% personnel visually track real-time performance and take appropriate actions to ensure operational goals are met. /d.
% See February 18, 2016, Response to CHIR No. 12, question 11; February 8, 2016, Responses to CHIR No. 7, question 7.

% The Postal Service completed the LSS project in June 2015. See Responses to CHIR No. 4, question 18.
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The Postal Service also identifies Standard Mail Outgoing Mixed States as an initiative
meant to ensure that the mixed states processing facilities are aligned with NDC network
facilities. This initiative has led the Postal Service to correct labeling lists to ensure that
processing facilities are aligned with NDC networks. See February 17, 2016, Responses to
CHIR No. 12, question 7. The Postal Service has not quantified any projected cost savings
from these operational initiatives.

4) Flat Recognition Improvement Program

The FY 2015 ACR no longer lists the Flat Recognition Improvement Program (FRIP), which
was an operational initiative described by the Postal Service in its FY 2014 ACR that was
intended to reduce flats cost.? The goal of the FRIP was to increase address recognition
and reduce error rates thereby improving customer service and reducing hours spent on
keying. Id. The Postal Service claims the FRIP initiative decreased annual workhours by
350,000 through improved Optical Character Reader (OCR) finalization and depth-of-sort
rates. See February 17, 2016, Responses to CHIR No. 12, question 13. Improved recognition
and reduced error rates saved the Postal Service 34,000 annual workhours.%7 Id.

Each of the operational initiatives discussed above was intended to reduce Standard Mail
Flats costs. Although the FY 2010 ACD directive requires the Postal Service to provide an
estimate of the financial effect of its operational initiatives, the Postal Service has not done
so. While the Postal Service developed a projected cost savings before implementation of
the program, it did not verify its projections or compare to actual results. Instead, it states
that it “is unable to provide an estimate of the financial impacts of these operational
initiatives at this time.” FY 2015 ACR at 19.

(2)  Costing Methodology Changes in FY 2015

The Postal Service identifies three costing methodology changes that affected Standard
Mail Flats costs in FY 2015: Docket No. RM2015-7, Proposal Thirteen (Updating City
Carrier Street Time Cost Model); Docket No. RM2015-19, Proposal Ten (merging cost
Segment 4 with Cost Segment 3); and Docket No. RM206-3, Proposal Twelve (change in
methodology for City Carrier Letter Route Vehicle Use Costs). Id. at 29. It asserts that these
methodology changes accounted for a 0.99 cent increase, or 2.1 percent increase, in the
unit attributable cost for Standard Mail Flats in FY 2015. Id.

(3) Historical and Current Fiscal Year Subsidies

The Postal Service provides the historical and current fiscal year subsidy of the Standard
Mail Flats product. Id. at 30. However, it does not provide a timeline for phasing out the
subsidy, and asserts that it is difficult to predict when the shortfall for the product will be
phased out. Id. It also states that it is unlikely that the shortfall will be eliminated by the end

% See Docket No. ACR2014, Notice of the United States Postal Service of Filing Partial Supplemental Information in Response to Order No. 2313,
January 15, 2015, Attachment A at 8-9.

% The Postal Service tested “150,000 flat mail images collected from machines nationwide to represent the nation’s flat mail base” to estimate
FRIP performance. See Responses of the United States Postal Service to Questions 1-4 of Chairman’s Information Request No. 16, February 29,
2016 (Responses to CHIR No. 16, question 1).
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of 2016, when the Commission commences its review of the rate system, and that “[t]he
prospects for eliminating the shortfall thereafter will depend not only on pricing and cost
saving initiatives, but also on any changes made to applicable regulations by the
Commission.” Id. The Postal Service notes that the FY 2015 Standard Mail Flats shortfall is
less than what it was when the shortfall peaked in FY 2011. Id.

d. Comments on Standard Mail Flats

The Commission received comments from the American Catalog Mailer Association
(ACMA),’8 Valpak Direct Marketing Systems, Inc. and Valpak Dealers’ Association, Inc.
(Valpak),?? Association for Postal Commerce (PostCom),190 and the Public Representative
regarding the financial performance of Standard Mail Flats in FY 2015. The Postal Service,
ACMA, Valpak, and PostCom filed Reply Comments.1%1 The comments generally address
Standard Mail pricing, Standard Mail Flats cost, and compliance with the Commission’s
Standard Mail Flats FY 2010 ACD directive.

(1) Standard Mail Pricing

PostCom states that FSS-related price structure changes made in Docket No. R2015-4 have
caused the migration of Carrier Route flats to Standard Mail Flats and the increase in total
negative contribution for FY 2015. PostCom asserts that the price structure changes
introduced in FY 2015 were established in a vacuum without regard to achieving the
lowest combined cost for the Postal Service and mailers. PostCom Comments at 8.
Similarly, Valpak asserts that FSS pricing has failed to improve cost coverages. Valpak
Comments at 13-14.

In response to these claims, the Postal Service contends that its pricing strategy is an
efficient one because any cost advantages of Carrier Route Flats disappear for pieces
destined for FSS Zones and there is limited value in having mail sorted to Carrier Route in
FSS zones. USPS Reply Comments at 8.

Valpak highlights that the exigent surcharge will likely be removed in FY 2016, which will
reduce unit revenues and cause the Standard Mail Flats cost coverage to decline further.
Valpak Comments at 11. Valpak estimates that the Standard Mail Flats cost coverage would
have dropped to 77.0 percent if exigent surcharge revenue was eliminated from the FY
2015 Standard Mail Flats cost coverage calculation. Id. at 13.

ACMA critiques Valpak’s analysis by noting that Valpak did not take into account the fact
that the FY 2015 price adjustment was only in effect for 4 months, and that there will likely

% |nitial Comments of the American Catalog Mailers Association, February 2, 2016 (ACMA Comments).

% valpak Direct Marketing Systems, Inc. and Valpak Dealers’ Association, Inc. Initial Comments on the United States Postal Service FY 2015
Annual Compliance Report, February 2, 2016 (Valpak Comments).

1% |nitial Comments of the Association for Postal Commerce, February 2, 2016 (PostCom Comments).

1% Reply Comments of the American Catalog Mailers Association, February 12, 2016 (ACMA Reply Comments); Valpak Direct Marketing

Systems, Inc. and Valpak Dealers’ Association, Inc. Reply Comments on the United States Postal Service FY 2015 Annual Compliance Report,
February 12, 2016 (Valpak Reply Comments); Reply Comments of the Association for Postal Commerce, February 12, 2016 (PostCom Reply
Comments).
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be an increase in volume if the exigent surcharge is removed. ACMA Reply Comments at 5.
ACMA also estimates that if the commercial portions of Carrier Route and Standard Mail
Flats were combined, the resulting cost coverage would have been 108.9 percent. ACMA
Initial Comments at 3.

Valpak urges the Postal Service to improve its cost accuracy in order to develop
economically efficient price signals. Valpak Comments at 24. Valpak asserts that pricing
should not be detached from costing and encourages the Commission to ensure that the
Postal Service does not ignore costs when setting prices. Id. at 25. Valpak contends that at
present, the Postal Service is sending inefficient pricing signals. It also claims that Standard
Mail pricing violates 39 U.S.C. § 101(d), which requires postal rates “apportion the costs of
all postal operations to all users of the mail on a fair and equitable basis.” It highlights that
the contribution gap between Standard Mail Flats and all other profitable Standard Mail
products has widened since FY 2013. Valpak Comments at 17-19.

Valpak argues further that the Postal Service should be directed to adopt elasticity based
marginal cost pricing for all Standard Mail products, which would result in contribution
losing products receiving substantial price increases, while products with high elasticities
and high contribution would receive minimal price adjustments. Id. at 35-36. It urges the
Commission to reconsider evaluating Postal Service’s pricing based on the model it initially
proposed in Docket No. ACR2013. Id. at 37. It asserts that the model can develop many
contribution increasing alternatives, including the maximum contribution obtainable with
a given price cap. Id.

The Postal Service criticizes the Valpak model because it does not assume autonomous
decline of Standard Mail Flats volume. USPS Reply Comments at 5. The Postal Service
believes the Christensen Contribution Model is a more reasonable contribution maximizing
model because it does take into account the autonomous decline of Standard Mail Flats
volume.102 [d.

The Postal Service states that it has considered the effects of its pricing policies on total
contribution, in both the long run and the short run. USPS Reply Comments at 2-4. The
Postal Service states that in a price cap environment, there are many tradeoffs that it must
consider when pricing its products. Id. It maintains that Valpak’s suggested remedy of a
dramatic increase for Standard Mail Flats risks harmful long run contribution impacts and
rate shock for Flats mailers. Id. at 6.

(2)  Standard Mail Flats Cost

Valpak notes that Standard Mail Flats unit cost increased in FY 2015 and suggests that
another unit cost increase in FY 2016 is a distinct possibility. Valpak Comments at 6. In
their reply comments, both the Postal Service and ACMA argue that the main drivers of the

1% |n Docket No. ACR2012 the Postal Service provided Christensen Associates Scenario Analysis for Standard Mail Contribution, Library

Reference USPS-FY12-43, December 12, 2012. The Postal Service asserts this model shows that there are pricing paths which may be
contribution-maximizing in the short run that may not be contribution-maximizing in the long run in a price cap environment. USPS Reply
Comments at 3.
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cost increases in FY 2015 were cost methodology changes. USPS Reply Comments at 12-13;
ACMA Reply Comments at 3.

Valpak expresses concern over the transfer of profitable Carrier Route pieces to Standard
Mail Flats and the introduction of FSS discounts, which were initially touted as cost saving
measures but have not improved Standard Mail Flats' cost coverage. Valpak Comments at
13-14. ACMA contends that before the rates for Standard Mail Flats are increased, a better
understanding is needed of why the transfer of Carrier Route pieces to Standard Mail Flats
has worsened cost coverage and whether the FSS will reach its true potential. ACMA
Comments at 9.

In addressing claims that the FSS does not reduce delivery cost, the Postal Service asserts
that delivery cost is lower in FSS zones, compared to non-FSS Zones. USPS Reply Comments
at 13. In its February 8, 2016, Responses to CHIR No.7, question 7, the Postal Service
estimates that the City In-Office unit cost for Standard Mail Flats in FSS zones is 4.4 cents,
while the City In-Office unit cost for Standard Mail Flats in non-FSS zones is 11.8 cents. The
Postal Service does not provide a cost savings estimate for the FSS that encompasses both
delivery and mail processing cost.

PostCom also raises several concerns related to costs. PostCom Comments at 2-11. First, it
asserts that bundle breakage is increasing flat-shaped mail processing costs, because
bundles are being handled on parcel sorting equipment. Id. at 3. Second, it reiterates that
the Postal Service’s cost reduction strategies do not reduce overall cost.103 Id. at 4-7. Third,
it expresses concern over the volatility of unit attributable costs of multiple products
across multiple cost segments. Id. at 7-9. Fourth, it is troubled by large changes in avoided
cost estimates that impact workshare discounts. Id. at 9-11. Fifth, PostCom requests “the
PRC [to] commence a dialogue to ensure that incumbent costing methodologies are not
being used solely to prop up and support an infrastructure and costs that may no longer be
justified.” Id. at 11.104

The Postal Service responds to PostCom’s concerns by asserting that cost volatility is
primarily a result of cost methodology changes and statistical variation due to relatively
small unit costs. USPS Reply Comments at 11-13. The Postal Service also explains that
pricing incentives have been instituted to encourage mail to bypass bundle operations in an
effort to reduce bundle cost. Id. at 10. PostCom argues that the Postal Service should
develop tools to replace In-Office Cost System (IOCS) sampling data with IMb data, which
would likely reduce year-to-year variability in costs. PostCom Reply Comments at 8.

PostCom also asserts that FSS Scheme pallets, which have a minimum 250 pound weight
requirement, create inefficiencies. PostCom Comments at 3. It claims that pallets are most-
effective when fully utilized. Id. The Postal Service replies that increased pallet weight

1% See Docket No. ACR2014, Initial Comments of the Association of Postal Commerce, February 2, 2015, at 2.

1% Should PostCom wish to pursue this suggestion, it may petition the Commission to consider such issues in an appropriate proceeding, such

as a rulemaking docket.
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would cause an increase in bundle sortations, which would further increase cost. USPS
Reply Comments at 9-10. The Postal Service also notes that FSS Scheme pallets provide
mailers with multiple benefits, including the opportunity to dropship to a DFSS site and to
take advantage of later critical entry times (CET). Id.

(3) Compliance with the Commission’s Standard Mail Flats
FY 2010 ACD Directive

Valpak argues that the same factors used in FY 2010 to find Standard Mail Flats out of
compliance still exist today. Valpak Comments at 3. It asserts that because improvements in
costs have not been made, the Commission should consider issuing an order requiring a
dramatic price increase for Standard Mail Flats. Id. at 23.

The Public Representative also states that he cannot conclude that the Postal Service
followed the Commission’s FY 2010 directive, because it has not been able to quantify the
financial impact of its cost savings initiatives. PR Comments at 33. Similarly, PostCom
contends that the Postal Service’s cost reduction strategies need additional reporting and
oversight. PostCom Comments at 4.

(4)  Other Issues

ACMA contends that, with the possible exception of Saturation Flats, Standard Mail
commercial flats are already overpriced because they are already at, or above, the “stand-
alone constraint.”105 ACMA asserts that, but for the mailbox rule and what ACMA
characterizes as the limited constraint of the Private Express Statutes, a private delivery
company would deliver commercial flat pieces because Postal Service’s prices are already
above stand-alone cost. Id. at 6. In response to ACMA’s analysis, Valpak asserts that the
scenario where the mailbox rule is relaxed is not based in reality. Valpak Reply Comments
at 4-5.

e. Commission Analysis

The cost coverage for Standard Mail Flats was 80.3 percent in FY 2015, down from 83.2
percent in FY 2014. The FY 2015 cost coverage is only 0.8 percentage points higher than
the lowest recorded cost coverage for Standard Mail Flats (79.5 percent in FY 2011). As
shown in Table III-9, the rise of unit cost and the decline in unit revenue reduced unit
contribution to an all-time low of -9.9 cents in FY 2015.

1% «Stand-alone constraint” is a term used by ACMA to refer to the constraint that the stand-alone costs of a competitor’s service would

arguably place on Postal Service prices thereby protecting mailers from overpricing and the subsidization of other mail products. See ACMA
Initial Comments at 5-6. To support its position, ACMA cites the testimony of Mr. William J. Baumol on behalf of the Postal Service in Docket
No. R87-1. /d.
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Table 111-9
Standard Mail Flats Unit Contribution, FY 2008-FY 2015

Fiscal Year Unit Revenue Unit Cost Unit
(cents) (cents) Contribution (cents)
FY 2008 36.7 38.9 -2.2
FY 2009 36.9 44.8 -7.9
FY 2010 36.6 44.8 -8.2
FY 2011 36.8 46.3 -9.5
FY 2012 37.6 46.5 -8.9
FY 2013 38.4 45.2 -6.8
FY 2014 40.4 48.5 -8.1
FY 2015 40.2 50.1 -9.9

Source: Library Reference PRC-LR—ACR2015/4.

The Commission recognizes that a portion of the unit cost increases between FY 2014 and
FY 2015 are a result of recent cost methodology changes. Had these methodology changes
been in effect in prior years, unit cost for Standard Mail Flats would have been higher in
those years and cost coverages would have been lower than reported. This would have, in
turn, raised further questions regarding the adequacy of the cost reduction strategies
employed by the Postal Service since FY 2011. Looking forward, it appears that unless the
Postal Service aggressively cuts costs in FY 2016, sizeable contribution shortfalls are likely
to continue.

During FY 2015, the Postal Service took several steps to address this continuing and
growing cost coverage shortfall. Those steps included above-CPI price increases in the most
recent Market Dominant price adjustment proceeding and operational initiatives to reduce
costs. Nevertheless, the cumulative shortfall in contribution from FY 2008 through FY 2015
has grown to $3.9 billion.106

In FY 2015, the Commission approved a 2.549 percent price adjustment for Standard Mail
Flats, which was 0.623 percentage points higher than the 1.926 percent price cap. This
price adjustment exceeded the minimum of CPI x 1.05 that the Postal Service proposed in
response to the FY 2010 ACD directive. As part of this price adjustment, the Postal Service
implemented a new FSS price structure for Standard Mail Flats to encourage the
preparation of more Flats mail for FSS processing.107 Unlike FY 2015, this new price
structure will be in effect for all of FY 2016, which should allow the Postal Service and the
Commission to assess the Postal Service’s ability to reduce mail processing cost with the

1% |n FY 2015, unit revenues decreased less than 1 percent, despite an influx of lower priced FSS pieces. Unit revenues remain above FY 2013

levels partially due to the exigent surcharge. However, in FY 2015 unit cost increased despite operational initiatives designed to reduce costs,
and a greater percentage of lower cost FSS mail volume.

%7 pocket No. R2015-4, United States Postal Service Notice of Market-Dominant Price Adjustment, January 15, 2015, at 14-15, 22-23 (Docket

No. R2015-4 Notice).
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new pricing structure. However, it is important to note that in FY 2016 the exigent
surcharge will likely be removed, reducing revenue for the Standard Mail Flats product,
and likely reducing the overall cost coverage.

The Commission finds that minimal progress is being made toward addressing the issues it
raised in the FY 2010 ACD. The Postal Service did not fully comply with the FY 2010 directive
in FY 2015. The Commission requires further necessary action by the Postal Service to
quantify its efforts in Chapter 6 of this Report. However, the Postal Service must continue
responding to the requirements of the FY 2010 ACD directive by proposing above average
price increases for Standard Mail Flats, striving to reduce Standard Mail Flats cost, and
providing the required documentation of those efforts in future Annual Compliance Reports.

Furthermore, although the Postal Service described new and ongoing operational
initiatives employed during FY 2015 to make processing Standard Mail Flats more efficient,
it was not able to quantify the financial effects of these initiatives. Cost savings programs or
initiatives generally target one or more specific activities to produce cost savings. As the
Commission has stated in previous ACDs, the Postal Service’s cost saving initiatives should
have specific and measurable targets by which the benefits of the program can be
evaluated. See FY 2012 ACD at 116, FY 2013 ACD at 54, and FY 2014 ACD at 48. The
Commission remains concerned that the Postal Service has not quantified the cost savings
from operational changes designed to reduce Standard Mail Flats cost.

Through issuance of several CHIRs, the Commission sought details on the operational
initiatives implemented by the Postal Service to reduce flats’ cost. The Commission also
explored available data that could better identify, and potentially solve, costing issues
related to flats.198 The Postal Service has responded with some data that could provide
increased transparency into issues surrounding flats. For example, in its February 19, 2016,
Responses to CHIR No. 12, question 12, the Postal Service explains that it has the capability
to track flat-shaped mailpieces with the Intelligent Mail Accuracy and Performance System
(IMAPS). It also stated that the Mail History Tracking System (MHTS) can be used to
validate that the cost avoidance model reflects the predominant flows for flats. The Postal
Service is considering replacing mail flow data in the cost avoidance models with data from
IMAPS and MHTS. However, the Postal Service is concerned about the accuracy and
completeness of IMAPS and MHTS data, along with other potential limitations of the data.
Id. Leveraging this data to ensure cost avoidance models are accurate could lead to more
accurate costing information for setting workshare discounts, which could lead to
improved cost coverage for the product.

Chapter 6 of this Report discusses the noncompensatory cost coverage for flats products. In
that chapter, the Commission further explains its concerns with the Postal Service’s inability
to quantify the cost savings of its initiatives to reduce cost for flats. In Chapter 6, the
Commission recommends the Postal Service take further action by preparing a report on flats.

108

See e.g., CHIR No. 2, questions 21-25; CHIR No. 4, questions 1, 3, and 13-18; CHIR No. 7, questions 7-14; CHIR No. 11, questions 1-10; and
CHIR No. 12, questions 1-14.



Docket No. ACR2015 - 65 -

All the recommendations pertaining to reducing flats cost in Chapter 6 apply to Standard Mail
Flats.

3. Standard Mail Parcels

In FY 2015, Standard Mail Parcels had a cost coverage of 73.4 percent, up 3.2 percentage
points from FY 2014.199 [n FY 2015, volumes for Standard Mail Parcels decreased by 8.2
percent. Additionally, unit revenue decreased by 0.7 percent and unit attributable cost
decreased by 5.0 percent compared with FY 2014. This resulted in a 7.0 cent increase in
unit contribution in FY 2015 compared with FY 2014.

The Postal Service explains that it has proposed above-average price increases for
Standard Mail Parcels in recent Market Dominant price adjustments. FY 2015 ACR at 16.
However, it states that the realignment and reclassification of Parcels in the Standard Mail
class since FY 2012 has resulted in the remaining Standard Mail Parcels product retaining a
significantly higher proportion of nonprofit Parcels, thereby driving down the product’s
cost coverage.110 /d.

Table I1I-10 displays the unit revenue, unit attributable cost, unit contribution, cost
coverage, and volume for Standard Mail Parcels from FY 2012 to FY 2015. It shows that
while unit revenue and unit attributable cost decreased from FY 2014 to FY 2015, there
have been overall large increases since FY 2012.

Table 11I-10
Standard Mail Parcels Financial Comparison, FY 2012-FY 2015

FY 2012 to FY 2014 to

FY 2012 FY 2013 FY 2014 FY 2015 FY 2015 FY 2015

Change Change

Unit Revenue $0.952 $1.034 $1.094 $1.086 14.2% -0.7%
Unit Attributable Cost $1.113 $1.524 $1.557 $1.480 32.9% -5.0%
Unit Contribution -$0.161 -50.489 -50.464 -$0.393 -143.9% 15.2%
Cost Coverage 85.5% 67.9% 70.2% 73.4% -14.1% 4.5%
Volume 303,558,642 | 71,966,232 65,845,949 60,420,263 -80.1% -8.2%

Source: Library Reference PRC-LR-ACR2015/4.

109 P . . .. . .
The Commission’s calculated cost coverage differs from the Postal Service’s because the Commission includes fees in the revenue for each

product and the Postal Service does not.

0 0on January 22, 2012, a large portion of the Standard Mail Parcels product was transferred to the competitive product list. See Docket No.

MC2010-36, Order Conditionally Granting Request to Transfer Commercial Standard Mail Parcels to the Competitive Product List, March 2,
2011 (Order No. 689); Docket No. CP2012-2, Order Approving Changes in Rates of General Applicability for Competitive Products, December 21,
2011 (Order No. 1062). Simultaneously, a portion of the remaining Parcels product became Marketing Parcels with different mailing standards.
See Docket No. R2012-3, United States Postal Service Notice of Market-Dominant Price Adjustment, October 18, 2011, at 19-22.
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Table III-11 displays the distribution of commercial and nonprofit volume for Standard
Mail Parcels from FY 2012 and FY 2015. The proportion of nonprofit mail is 4.5 times
greater in FY 2015 than FY 2012.

Table lli-11

Standard Mail Parcels Commercial to Nonprofit Volume Distributions, FY 2012 and FY 2015

Fr2012 pistribution Fr 2015 Distrbution
Commercial Volume 285,925,057 94.2% 44,660,805 73.9%
Nonprofit Volume 17,633,585 5.8% 15,759,458 26.1%
Total Volume 303,558,642 100.0% 60,420,263 100.0%

Source: Library Reference PRC-LR-ACR2015/4.

Table I1I-12 demonstrates the unit costs for commercial and nonprofit Standard Mail

Parcels. It shows unit costs of nonprofit mail are much higher than commercial ($2.11
compared to $1.26). Therefore, a higher proportion of nonprofit pieces leads to higher
costs and lower revenue for the Standard Mail Parcels product.

Table llI-12

Standard Mail Parcels Commercial to Nonprofit FY 2015 Unit Cost Estimates

FY 2015 Volume FY 2015 Cost FY 2015 Unit Cost
Commercial Parcels 44,660,805 56,128,392 $1.26
Nonprofit Parcels 15,759,458 33,274,091 $2.11
Parcels 60,240,263 89,402,483 $1.48

Source: Library Reference PRC-LR—ACR2015/4.

Together, these tables illustrate the effect of Parcels realignment and reclassification on the
financial performance of Standard Mail Parcels since FY 2012.

To improve Standard Mail Parcels’ cost coverage, the Postal Service states that it will
continue proposing above-average price increases. FY 2015 ACR at 17. Most recently, in
Docket No. R2015-4, the Commission approved a price increase for Standard Mail Parcels
of 9.3 percent, more than 7 percentage points higher than the average price increase for

Standard Mail. See Order No. 2472 at 33.

The Public Representative affirms that the Postal Service has proposed above average price
increases for Standard Mail Parcels in an effort to improve the product’s cost coverage. PR
Comments at 30. However, he suggests that the Commission require the Postal Service to
improve the productivity of Standard Mail Parcels as well. Id.

The Commission finds that FY 2015 revenue for Standard Mail Parcels was not sufficient to
cover attributable cost. However, the Postal Service’s approach to improve cost coverage
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through above-average price increases in future Market Dominant price adjustments is
appropriate. The Commission also encourages the Postal Service to explore opportunities to
further reduce the unit cost of Standard Mail Parcels.

4. Media Mail/Library Mail

In FY 2015, Media Mail/Library Mail had a cost coverage of 76.23 percent, a 17.77
percentage point decrease compared with FY 2014.111 Unit contribution decreased 90.4
cents per piece from FY 2014 to FY 2015. Id. FY 2015 was the ninth consecutive year that
Media Mail/Library Mail did not generate sufficient revenues to cover attributable costs.
The Postal Service pursued a policy of above-average price increases for Media
Mail/Library Mail and stated its intent to continue that policy. FY 2015 ACR at 47. Table III-
13 shows the history of price increases for Media Mail/Library Mail under the PAEA.

Table 11I-13
Media Mail/Library Mail
Price Adjustment vs. Price Adjustment Authority

Docket No. Price Adjustment Price Adjusi.:ment Authority
(Price Cap)
R2008-1 4.538% 2.900%
R2009-2 7.468% 3.800%
R2011-2 1.964% 1.741%
R2012-3 2.581% 2.133%
R2013-1 3.469% 2.570%
R2013-10 2.061% 1.696%
R2015-4 2.197% 1.966%

Source: Library Reference PRC-LR-ACR2015/6.

The Public Representative notes that Media Mail /Library Mail has not covered its
attributable cost for nine consecutive years, and notes the substantial decrease in the
product’s cost coverage in FY 2015 compared with FY 2014. PR Comments at 39.
Furthermore, he points out that the Postal Service credited the increase in unit cost to a
large change in certain cost factors. He believes that the Postal Service should provide a
comprehensive costing analysis of Media Mail/Library Mail and develop a plan to minimize
impact on cost coverage. Id. at 39-40. He supports the Postal Service’s intent to continue
improving the cost coverage over time through above average price increases. Id. at 40.

Media Mail/Library Mail did not cover its attributable cost or make a contribution to
institutional cost in FY 2015. While these results are not consistent with cost coverage
requirements in 39 U.S.C. § 3622(c)(2), the Commission must also consider the 9 objectives
and 14 factors in their totality, such as the pricing factor outlined in 39 U.S.C.

§ 3622(c)(11). This factor, which is especially relevant to Media Mail/Library Mail, requires
the Commission to consider the ECSI value to the recipient of the mail matter.

™ see Library Reference PRC-LR-ACR2015/1, Excel file “Summary_LR1_FSS Adj.”
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Moreover, the Postal Service used its pricing flexibility, including in the most recent Market
Dominant price adjustment, to implement above-inflation price increases for Media
Mail/Library Mail for the purpose of bringing its revenues closer to 100 percent cost
coverage. Docket No. R2015-4 Notice at 29.

The Commission finds that FY 2015 revenue for Media Mail/Library Mail was not sufficient to
cover attributable cost. However, the Postal Service’s approach to improve cost coverage
through above-average price increases in future Market Dominant price adjustments is
appropriate. The Commission also encourages the Postal Service to explore opportunities to
further reduce the unit cost of Media Mail/Library Mail.

5. Stamp Fulfillment Services

The Stamp Fulfillment Services (SFS) product provides for the fulfillment of stamp orders
placed by mail, phone, fax, or online to the Stamp Fulfillment Services Center in Kansas
City, Missouri. It was added to the Mail Classification Schedule as a Market Dominant
product in FY 2010. Cost has exceeded revenue and cost coverage has been below 100
percent each year since its introduction. However, cost coverage improved substantially
since FY 2012, showing increases each year. See Table I1I-14.

Table llI-14
Stamp Fulfillment Services Cost Coverage, FY 2010-FY 2015

Cost
Fiscal Year Revenue Attributable Cost Coverage
FY 2010 $3,069,349 $5,778,908 53.1%
FY 2011 $3,126,445 $5,238,523 59.7%
FY 2012 $3,298,493 $5,566,808 59.3%
FY 2013 $4,088,070 $5,059,104 80.8%
FY 2014 $3,501,067 $4,253,758 82.3%
FY 2015 $3,910,286 $4,595,697 85.1%

Source: Library Reference PRC-LR-ACR2015/7.

The cost coverage for FY 2015 was the highest cost coverage for SFS since its
introduction.112 The Postal Service states that it continues to agree with the FY 2012 ACD
which stated that SFS “promotes the objectives of reducing costs and increasing efficiency.”
FY 2015 ACR at 53.

The Commission finds that FY 2015 revenue for SFS were not sufficient to cover attributable
cost. However, the financial performance of SFS does not entirely capture the value that the
Services Center adds to the Postal Service and to other Postal Service products. Although SFS

m Although the Postal Service originally stated that cost coverage was 59.1 percent in 2015, it corrected this figure to 85 percent in its January

15, 2016, Responses to CHIR No. 2, question 1.
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does not cover its attributable cost, the Services Center promotes the objectives of reducing
cost and increasing efficiency. See 39 U.S.C. §§ 3622(b)(1) and (c)(12).

6. Inbound Letter Post

The Inbound Letter Post product consists of international mail that originates in foreign
countries and is delivered in the United States.113 Foreign postal operators reimburse the
Postal Service for delivering Inbound Letter Post items at prices, called terminal dues,
which are set by the Universal Postal Union (UPU).114]d. at § 1130.6. The Postal Service also
enters into bilateral and multilateral agreements with foreign postal operators for the
entry of Letter Post at negotiated rates.

a. Inbound Letter Post

In FY 2015, revenue for the Inbound Letter Post product improved, but still did not cover
attributable cost. In FY 2015, cost coverage was 71.9 percent, whereas cost coverage in FY
2014 was 70 percent. Notwithstanding this improvement in cost coverage, the negative
contribution from this product increased from $74.8 million in FY 2014 to $97.9 million in
FY 2015.FY 2015 ACR at 8.

The changes in cost coverage and contribution from FY 2014 through FY 2015 reflected a
9.1 percent increase in total unit revenue and a 6.2 percent increase in total unit cost. The
Postal Service states that although inbound revenue from target system countries!1> at UPU
rates increased 12 percent, unit cost increased 7 percent.116 Response to CHIR No. 4,
question 19.

The Postal Service explains that the “failure of Inbound Letter Post to cover its attributable
costs stems from the product’s unique pricing regime.” FY 2015 ACR at 9. Prices are set
according to a UPU terminal dues formula, which is based upon a percentage of the 1-ounce
retail Single-Piece First-Class Mail price for most mail. /d. For the remainder of the mail,
prices are based on a set rate per kilogram instead of actual Postal Service costs.117 Id.
Thus, the Postal Service maintains that it does not “independently determine the prices
[paid by foreign postal operators] for delivering foreign origin mail” in the United States. Id.
The Postal Service further observes that a decline in the exchange rate is the source of the
majority of the additional loss year-over-year. The U.S. Dollar - Special Drawing Right
(SDR) exchange rate declined 7.5 percent in FY 2015. Response to CHIR No. 4, question 19.

" Mail Classification Schedule, Section 1130.1a. “Letter Post” refers to international mail that is not classified as Parcel Post or Express Mail. It

consists of mail items similar to domestic First-Class Mail, Periodicals, Standard Mail, BPM, and Media Mail/Library Mail, weighing up to 4.4
pounds (2 kilograms).

" The UPU is a United Nations technical agency comprising 192 member countries, including the United States. Member countries negotiate

international agreements governing the exchange of international mail, including applicable rates for the delivery of international mail.
Terminal dues are also referred to as default UPU rates, because they apply in the absence of an agreement between or among postal
operators establishing other rates.

115 . . . T .
Target system countries are mainly industrialized countries.

"8 Factors such as exchange rate fluctuations, increases in inbound volume, and the growth of small package volume from transition system
countries may also increase cost.

" The formula is renegotiated at a UPU Congress every 4 years.



Docket No. ACR2015 -70 -

The Commission recognizes that the pricing regime for the Inbound Letter Post product,
based upon the current UPU formula, resulted in noncompensatory terminal dues. As a
result, domestic mailers continue to subsidize the entry of Inbound Letter Post by foreign
mailers who use the same postal infrastructure but bear none of the burden of contributing
to its institutional cost. Because UPU terminal dues rates are not equivalent to domestic
postage rates in the destination country, the Commission considers them discriminatory.
Copenhagen Economics recently quantified the impact of noncompensatory terminal dues
inareportin 2015.118

The United States has played an active role in UPU terminal dues negotiations to address
the issue of noncompensatory terminal dues. In 2012, this led to the adoption of a more
compensatory terminal dues formula which established an annual 13 percent increase in
the Postal Service’s terminal dues revenue from target system countries. This formula was
effective January 1, 2014, and will continue through calendar year (CY) 2017. Continued
terminal dues increases, if accompanied by cost control, should have a positive effect on
Inbound Letter Post revenue and cost coverage during this period.

The Commission finds that FY 2015 revenue for Inbound Letter Post was not sufficient to
cover attributable cost. Under current circumstances, the Commission does not recommend
any remedial action. However, it does recommend continued efforts to develop a more
compensatory UPU terminal dues formula for the next rate cycle (CY 2018 through CY 2021).
The Commission also recommends that the Postal Service continue to pursue bilateral
agreements that result in an improved financial position for the Postal Service relative to
default UPU rates.

b. Quality of Service Link to UPU Terminal Dues

Despite improved cost coverage for Inbound Letter Post in FY 2015, the Postal Service did
not maximize the product’s revenue. This is because under the UPU’s Quality Link
Measurement System, terminal dues can be adjusted downward if service performance
does not achieve the UPU-established annual quality-of-service performance target. In FY
2015, the Postal Service did not achieve the quality-of-service performance target.
February 8, 2016, Response to CHIR No. 7, question 25.

Preliminary on-time service performance monthly scores from January through September
FY 2015 declined compared with the final monthly scores for the same period in FY 2014.
Id. Consequently, the Postal Service had to forego revenue in FY 2015, resulting in a larger
loss in Inbound Letter Post revenue for FY 2015 than there otherwise would have been.

In the FY 2014 ACD, the Commission directed the Postal Service to report on its plans to
improve service performance for Inbound Letter Post. FY 2014 ACD at 55. In its Response
to the Commission’s Request for Additional Information, the Postal Service identified
systemic problems preventing it from achieving the UPU quality-of-service target and its

8 5ee The Economics of Terminal Dues, Final Report, September 30, 2015.
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plans to address these problems.11° The Postal Service identified four systemic problems:
insufficient time to process sacked letters, increasing percentages of test mail arriving in
sacks, ground handler backlog, and timing issues related to transporting mail between the
Morgan Processing & Distribution Center, and the JFK International Service Center due to
traffic. Id.

The Postal Service noted that mail arriving in sacks is far more difficult to process than mail
arriving in trays, and is therefore unable to meet the current Critical Entry Time (CET) of
1700. Id. It also noted that the percentage of letters and flats arriving in sacks has grown
over time. Id. at 2-3. The Postal Service stated that it plans to work with the UPU to propose
changes to CETs to account for operational practice. Id. at 3. It also intended to propose
amendments to the Letter Post Regulations to require posts to use proper receptacles
when sending mail and to adjust service standards for sacked mail. Id. In addition, the
Postal Service represented that it plans to change its transportation schedules from JFK
International Service Center to better account for traffic and to work with ground handlers
to improve handling performance at the JFK International Service Center. Id.

In response to a CHIR in this ACR proceeding, the Postal Service states that it has initiated a
Lean Six Sigma (LSS) Black Belt project to improve service performance scores. Responses
to CHIR No. 14, question 9. It also states that it has taken steps to improve mail processing
at the JFK International Service Center, such as hourly sweeps of letter post mail,
installation of additional Radio Frequency Identification Devices, and enhanced process
and dispatch communication between the JFK International Service Center and the Morgan
Processing and Distribution Center. Id. In addition, it states that it has worked with the UPU
to change the CET, which was approved in October 2015. Id.

The Commission understands that significant growth in mail arriving in sacks can affect
service performance. If effectively implemented, the operational improvements discussed
should yield improved service performance, and therefore additional revenue, for Inbound
Letter Post.

However, it is clear that the progress the Postal Service made with these plans to date has
not significantly improved service performance results. The results continue to suggest
that the Postal Service has not yet successfully resolved the systemic factors that prevent it
from achieving the UPU quality-of-service target on a monthly or calendar year basis. This
conclusion is further bolstered by the fact that the Postal Service’s final service
performance scores have met the UPU quality-of-service target in only one calendar year
since enactment of the PAEA.

The Commission concludes that the 2015 preliminary on-time service performance scores
indicate that systemic problems continue to prevent the Postal Service from receiving the
maximum revenue possible under the UPU terminal dues system. The Postal Service’s

19 pocket No. ACR2014, Responses of the United States Postal Service to Commission Requests for Additional Information in the FY 2014

Annual Compliance Determination, June 25, 2015, at 2.
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inability to meet service performance standards exacerbates the poor financial
performance of this product.

The Commission directs the Postal Service to report within 90 days of issuance of this ACD on
further progress in its plans to improve on-time service performance scores for Inbound Letter
Post. The Postal Service shall specifically address its progress in improving sacks processing,

in negotiating at the UPU for adjustments to the sacked mail service performance standard,
and the Lean Six Sigma Black Belt project.

C. Market Dominant International Products Consisting of
NSAs

As an alternative to default UPU rates, the Postal Service may enter into bilateral NSAs with
foreign postal operators that include negotiated rates for some or all of their Inbound
Letter Post items. These negotiated rates are designed to improve the overall cost coverage
for Letter Post items compared with the cost coverage at default UPU rates.

The Postal Service reports financial results for two inbound international products that
consist of NSAs: Inbound Market Dominant Multi-Service Agreements with Foreign Postal
Operators 1 and Inbound Market Dominant Expres Service Agreement 1. Both are included
on the Market Dominant product list. In addition, the Postal Service reports financial
results for Global Direct Entry with Foreign Postal Administrations (Global Direct Entry).
The two inbound international products and Global Direct Entry govern the entry of
Inbound Letter Post pursuant to negotiated agreements with foreign postal operators.

The Inbound Market Dominant Multi-Service Agreements with Foreign Postal Operators 1
product comprises eight bilateral agreements with seven foreign postal operators: the
Australian Postal Corporation, Canada Post Corporation, the China Post Group, Hongkong
Post, Korea Post, Royal PostNL,120 and Singapore Post. For FY 2015, the Postal Service
reports that these NSAs, collectively, generated sufficient revenue to cover attributable
cost. Response to CHIR No. 4, question 20.b.

Although revenue exceeded attributable cost for the Inbound Market Dominant Multi-
Service Agreements with Foreign Postal Operators 1 product as a whole, the Postal Service
reports that revenue for three NSAs in the product did not cover attributable cost.

The statutory test for compliance of Market Dominant NSAs is found in 39 U.S.C. §§
3622(c)(10)(A)(i) and (ii), and requires that the Commission determine whether such
NSAs improve the net financial position of the Postal Service or enhance operational
performance. The Commission compares the cost coverage for each NSA at negotiated rates
with the cost coverage at UPU terminal dues to make the determination of net financial
benefit.

20 This agreement is with the postal operator for the Netherlands.
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In response to a CHIR, the Postal Service provided financial results for each NSA based
upon default UPU rates. Responses to CHIR No. 4, question 20. For the three NSAs that did
not cover cost, cost coverage at the negotiated rates exceeded cost coverage at default UPU
rates. These results indicate that the NSAs improved the Postal Service’s net financial
position.

Inbound Letter Post at UPU terminal dues tendered as Expres and displaying the common
logo of the Expres service is authorized under Inbound Market Dominant Expres Service
Agreement 1. This product is based on the Expres Service Agreement, a multilateral
agreement with the designated postal operators of 24 UPU member countries. For FY 2015,
Inbound Letter Post entered pursuant to the Inbound Market Dominant Expres Service
Agreement 1 product generated sufficient revenue to cover cost.

The FY 2015 financial results for the Inbound Market Dominant Multi-Service Agreements
with Foreign Postal Operators 1 product appear to validate the Postal Service’s strategy,
discussed in previous ACRs, of negotiating bilateral NSAs with some of the larger foreign
postal operators that exchange Letter Post items with the Postal Service.121 The Postal
Service notes that some of the recent steps it has taken to improve cost coverage include
the renegotiation of the China Post Group and the Canada Post Corporation NSAs in FY
2016. Responses to CHIR No. 4, question 20.b. Over time, continued pursuit of this strategy
should improve cost coverage for Letter Post mail as a whole, including both Inbound
Letter Post at default UPU rates and Letter Post within NSAs.

In addition, within domestic First-Class Mail, a handling charge of $0.01 per piece applies to
foreign-origin, inbound direct entry of Single-Piece First-Class Mail (excluding Single-Piece
Double Cards) tendered by foreign postal operators, subject to the terms of an
authorization arrangement.122 The Postal Service has authorization arrangements in effect
with eight foreign postal operators. These arrangements predate the PAEA, and are not
classified as a product on the Market Dominant product list. The Postal Service presents
financial results for the inbound direct entry of First-Class Mail in the International Cost
and Revenue Analysis (ICRA) report. For FY 2015, the inbound direct entry of Single-Piece
First-Class Mail generated sufficient revenues to cover costs.

The Commission finds that the Inbound Market Dominant Multi-Service Agreements with
Foreign Postal Operators 1 and Inbound Market Dominant Expres Service Agreement 1
products satisfy 39 U.S.C. § 3622.

C. Domestic Market Dominant NSAs

Domestic Market Dominant NSAs must comply with 39 U.S.C. § 3622(c)(10). That section
requires that such agreements either “improve the Postal Service’s net financial position”

2! Docket No. ACR2012, United States Postal Service FY 2012 Annual Compliance Report, December 28, 2012, at 9 (FY 2012 ACR).

22 Mail Classification Schedule, Section 1105.5, n.3.
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or “enhance the performance of mail preparation, processing, transportation, or other
functions” and that they “not cause unreasonable harm to the marketplace.” Id.

After approving a Market Dominant NSA, the Commission evaluates it for compliance with
39 U.S.C. § 3622(c)(10). The Commission reviews the NSA’s performance during “contract
years,” 12-month periods measured from the time the contract was implemented. The
Commission reviews the contract year that ended during the fiscal year covered by the
ACD.

For domestic Market Dominant NSAs, the current accepted analytical principle for
estimating volume changes due to the Postal Service’s pricing incentive programs uses
price elasticity to estimate the new volume generated by pricing incentive programs.123
This principle provides for consideration of “the financial impact of price incentives to
increase mail volume or to shift mail volume between products should be based on the
Postal Service’s best estimate of the price elasticity of the discounted product.” Id. at 3.

In FY 2015, two domestic Market Dominant NSAs were in effect: PHI Acquisitions, Inc.
(PHI) NSA and Valassis Direct Mail, Inc. (Valassis) NSA.124 The Commission evaluates these
NSAs based on their performance during the following contract years:

e PHINSA: Contract Year 1 (July 1, 2014 through June 30, 2015)
e Valassis NSA: Contract Year 3 (August 23, 2014 through August 22, 2015)

1. PHINSA

The Postal Service implemented the PHI NSA on July 1, 2014.125 Contract Year 1 ended on
June 30, 2015. PHI qualified for $2,090,204 in discounts in Contract Year 1. Using the
elasticity-based accepted analytical principle, the Postal Service estimates that the PHI NSA
resulted in a net increase in contribution of $112,000.126 February 17, 2016, Responses to
CHIR No 12, question 15. It concludes that the PHI NSA complies with 39 U.S.C. §
3622(c)(10)(A) and the Commission’s rules. FY 2015 ACR at 54-55.

The Commission finds that the PHI NSA met the criteria of 39 U.S.C. § 3622(c)(10)(A) in
Contract Year 1 and is encouraged by the positive results of the PHI NSA. By incentivizing new
volumes that generate more contribution than the discounts awarded, the Agreement
improved the net financial position of the Postal Service in FY 2015.

123

Docket No. RM2010-9, Order Terminating Proceeding, May 27, 2011, at 1 (Order No. 738).

124 Fy 2015 ACR at 53. International Market Dominant NSAs are discussed in section B. 6. c., supra.

12 Docket Nos. MC2014-21 and R2014-6, Notice of the United States Postal Service of Implementation Date for PHI Acquisitions, Inc.

Negotiated Service Agreement, July 30, 2014, at 1. See also Docket Nos. MC2014-21 and R2014-6, Order Adding PHI Acquisitions, Inc.
Negotiated Service Agreement to the Market Dominant Product List, June 19, 2014 (Order No. 2097).

1% The Postal Service provided PHI with $2.090 million in discounts in Contract Year 1. The discounts encourage PHI to increase volume, and

thus contribution from PHI increased by $2.202 million. The increase in contribution, minus the discounts, generated a net contribution
increase of $0.112 million.
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2. Valassis NSA

The Commission approved the Valassis NSA on August 23, 2012.127 The contract required
Valassis to begin sending Contract Pieces (i.e., mailpieces eligible for contract prices) within
90 days after the effective date.128 If Valassis did not enter Contract Pieces within 90 days,
the contract required Valassis to mail at least 1 million Contract Pieces during the ensuing
12-month period. Id. The contract included a requirement that Valassis pay the Postal
Service a $100,000 “transaction fee” if mail volume did not reach this threshold during that
period. Id.

Valassis did not meet the 1 million Contract Pieces threshold for any contract year. FY 2015
ACR at 53-54. The Valassis NSA is currently not operating in any market and there are no
plans to initiate mailing Contract Pieces. Id. The Postal Service collected the $100,000
transaction fee on September 21, 2015. Id. at 54.

The Valassis NSA has completed its final contract year; therefore, no action is necessary.

D. Nonpostal Services

In FY 2015, Market Dominant nonpostal services!2? generated $75 million in revenue and
incurred $13 million in expenses, which resulted in a net revenue of $62 million. FY 2015
ACR at 71. This figure represents a 13 percent increase compared to FY 2014.

E. Other Issues
1. Metered Letter Prices

Several commenters address the price differential between Stamped and Metered Letters
and the Metered Letters price in general. As in previous years, Pitney Bowes Inc. (Pitney
Bowes), the National Association of Presort Mailers (NAPM), and Stamps.com130 assert that
the introduction of a separate price for Metered Letters has been a success. Pitney Bowes
Comments at 6-7; NAPM Comments at 3; Stamps.com Reply Comments at 1-4. They
support the differential between Stamped and Metered Letters and support increasing the
differential in the future. Id.

27 Docket Nos. MC2012-14 and R2012-8, Order Approving Addition of Valassis Direct Mail, Inc. Negotiated Service Agreement to the Market

Dominant Product List, August 23, 2012 (Order No. 1448).

2 Docket Nos. MC2012-14 and R2012-8, Notice of the United States Postal Service of Filing of Contract and Supporting Data and Request to

Add Valassis Direct Mail, Inc. Negotiated Service Agreement to the Market Dominant Product List, April 30, 2012, Attachment B, at 3 (Valassis
NSA Notice).

" The two Market Dominant products are Alliances with the Private Sector to Defray Cost of Key Postal Functions and Philatelic Sales. Docket

No. MC2010-24, Order Approving Mail Classification Schedule Descriptions and Prices for Nonpostal Service Products, December 11, 2012, at 4
(Order 1575).

3% comments of Pitney Bowes Inc., February 2, 2016 (Pitney Bowes Comments); Comments of the National Association of Presort Mailers,

February 2, 2016 (NAPM Comments); Reply Comments of Stamps.com, February 12, 2016 (Stamps.com Reply Comments).
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2.  First-Class Mail Product Cost Coverage Disparity

As in previous ACR proceedings, Pitney Bowes, the National Postal Policy Council
(NPPC),131 and NAPM express concern about the high cost coverage of First-Class Presorted
Letters/Postcards. These commenters contend that the relative cost coverage and unit
contribution of First-Class Presorted Letters/Postcards is too high when compared with
Single-Piece Letters/Postcards. Pitney Bowes Comments at 6-9; NPPC Comments at 6-9;
NAPM Comments at 2-3. NPPC suggests an alternative pricing approach. NPPC Comments
at 9. NAPM argues that the Postal Service should reduce prices on Presort letters because
Presort letters are more profitable and price sensitive than Single-Piece letters. NAPM
Comments at 2-3. Pitney Bowes contends that lowering prices on Presort letters “would
increase the volume of Presort letters, which would improve the Postal Service’s financial
position, and create a more equitable price schedule.” Pitney Bowes Comments at 2.

The Postal Service defends its pricing of First-Class Mail products by providing a rationale
for its pricing approach. USPS Reply Comments at 15-16. In support of the Postal Service,
the Greeting Card Association (GCA) notes that the Commission has addressed this issue in
past ACDs and that the commenters raising this issue have not shown a change in
circumstances that would cause the cost coverage differences between First-Class Mail
products to be considered a compliance issue.132

The Commission has previously noted that one objective of the PAEA is to allow the Postal
Service pricing flexibility, subject to the inflation-based cap and that this flexibility can be
used to apply non-uniform price adjustments within a class. See FY 2012 ACD at 82; FY 2013
ACD at 70; FY 2014 ACD at 68; see also 39 U.S.C. § 3622(b)(8). The Commission continues to
encourage the Postal Service to balance its own needs with those of its customers.

3. Discount for Automation 5-Digit Letters

Pitney Bowes, NPPC, and NAPM contend that the passthrough of avoided cost for
Automation 5-Digit Letters penalizes users because it is too low and sends inefficient
pricing signals. They urge the Commission to require the Postal Service to set passthroughs
at, or as close as practicable to, 100 percent of the cost avoided. Pitney Bowes Comments at
3-6, Pitney Bowes Reply Comments at 1-4, NPPC Comments at 4-6, NAPM Comments at 2-3.
“Doing so would promote efficiency, lower the total combined costs for mailers, and
encourage the retention and growth of its most profitable products.” Pitney Bowes Reply
Comments at 3.

The worksharing requirements of Title 39 impose a ceiling but not a floor on passthroughs.
See 39 U.S.C. § 3622(e)(2). The Commission notes that passthroughs below 100 percent send
inefficient price signals to mailers. Therefore, it encourages the Postal Service to adjust
discounts to bring passthroughs closer to 100 percent. The Commission, however, recognizes

31 comments of the National Postal Policy Council, February 2, 2016 (NPPC Comments).

132 Reply Comments of the Greeting Card Association, February 12, 2016, at 3 (GCA Reply Comments).
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that the PAEA gives the Postal Service pricing flexibility and encourages it to balance its own
needs with those of its customers.

4. Commercial and Nonprofit Products

ACMA asserts that the inclusion of nonprofit mail in the Standard Mail Flats product
decreases the overall cost coverage. ACMA Reply Comments at 6. ACMA argues that
Standard Mail Flats and Carrier Route should be viewed as one product and that nonprofit
components of the combined product should be removed before setting prices and
assessing compliance. Id at 13.

The ACD is not the proper forum for the Commission to consider costing methodology and
product list issues. Should ACMA wish to pursue its inquiry further with a fully supported
proposal, it may petition the Commission to consider such issues in another proceeding.
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CHAPTER 4: COMPETITIVE PRODUCTS

A. Introduction

In this chapter, the Commission reviews Competitive products to determine whether any
rates or fees in effect during FY 2015 were not in compliance with 39 U.S.C. § 3633, which:

e Prohibits subsidization of Competitive products by Market Dominant products:
39 U.S.C. § 3633(a)(1)

e Requires that each Competitive product cover its attributable cost: 39 U.S.C.
§ 3633(a)(2)

e Requires that, collectively, Competitive products cover an appropriate share of the
Postal Service’s institutional cost: 39 U.S.C. § 3633(a)(3)

The principal FY 2015 findings for Competitive products are:

e Revenues, as a whole, exceeded incremental costs. Thus, Competitive products were
not subsidized by Market Dominant products during FY 2015, thereby satisfying
39 U.S.C. § 3633(a)(1).

e Revenues for six Competitive products did not cover attributable costs and
therefore did not comply with 39 U.S.C. § 3633(a)(2). The Competitive products that
did not cover attributable costs are: Priority Mail Contract 135; Parcel Return
Service Contract 8; International Money Transfer Service (IMTS)—Inbound; IMTS—
Outbound; Inbound Parcel Post (at UPU rates); and Inbound Air Parcel Post (at non-
UPU rates). The Commission orders the Postal Service to take corrective action.

e Collectively, Competitive products satisfied the Commission’s 5.5 percent minimum
contribution regulatory requirement. See 39 C.F.R. § 3015.7(c). As a result,
Competitive products satisfied 39 U.S.C. § 3633(a)(3) during FY 2015.

B. Cross-Subsidy Provision: 39 U.S.C.
§ 3633(a)(1)

In Docket No. RM2010-4, the Postal Service proposed using an incremental cost!33 model to
test whether Market Dominant products subsidize Competitive products.134 Under this
model, the Postal Service estimates incremental costs for Competitive domestic products at

"33 Incremental costs are the additional costs incurred by a firm for providing a specific product or set of products.

34 Docket No. RM2010-4, Petition of the United States Postal Service Requesting Initiation of a Proceeding to Consider Proposed Changes in

Analytic Principles (Proposals Twenty-two — Twenty-five), Proposal Twenty-two, October 23, 2009 (RM2010-4 Petition).
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the cost component level and adds these estimated costs to determine the system-level
incremental costs.13>

The Postal Service considered the incremental cost model to be an improvement over the
then-current method of aggregating the attributable costs of Competitive products as a
group. See Order No. 399 at 2; see also RM2010-4 Petition, Proposal Twenty-two at 1.
Under its proposed methodology, the Postal Service aggregated three cost categories:
incremental costs for Competitive domestic products, attributable costs for Competitive
international products,13¢ and Competitive group-specific costs. FY 2015 ACR at 64. The
Commission approved this hybrid incremental cost methodology. Order No. 399 at 3-5, 14.

In its order approving the methodology, the Commission noted that if marginal costs
decline continuously, incremental costs will be greater than attributable costs. Id. at 3-4.
Postal Service operations exhibit such declining marginal cost curves, especially in delivery.
Because incremental costs are greater than attributable costs, using incremental costs
raises the Competitive product cost floor when testing for cross-subsidies. Therefore, the
incremental cost model provides a more rigorous test for determining compliance with 39
U.S.C. § 3633(a)(1) than the attributable cost coverage requirement of 39 U.S.C.§
3633(a)(2).

In FY 2015, the hybrid incremental costs of Competitive products was $12.2 billion and the
total revenues of Competitive products was $16.4 billion. FY 2015 ACR at 65. Accordingly,
in FY 2015, revenues from Competitive products exceeded the hybrid incremental costs.137
The Commission finds Competitive products satisfied 39 U.S.C. § 3633(a)(1) in FY 2015.

C. Product Cost Coverage Provision: 39 U.S.C.
§ 3633(a)(2)

Section 3633(a)(2) of Title 39 of the U.S.C. requires the revenue for each Competitive
product to cover attributable cost. Below, the Commission discusses the FY 2015 financial
performance for five separate Competitive product groupings:

e Competitive domestic products with rates of general applicability

e Competitive domestic products consisting of negotiated service agreements
(NSAs)138

35 Docket No. RM2010-4, Order Accepting Analytical Principles Used in Periodic Reporting (Proposals Twenty-Two through Twenty-Five),

January 27, 2010, at 2 (Order No. 399).

3% Order No. 399 established that international Competitive mail would use attributable costs instead of incremental costs because the latter

are not available for international products. Order No. 399 at 3.

37 The Public Representative also concludes that revenues from Competitive products exceed the FY 2015 hybrid incremental costs.

PR Comments at 52-53.

138 As discussed in Chapter 3, an NSA is a written contract between the Postal Service and a mailer, to be in effect for a defined period, which

provides for customer-specific rates or fees and/or terms of service in accordance with the terms and conditions of the contract. See 39 C.F.R.
§3001.5(r).
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e Competitive international products with rates of general applicability
e Competitive international products consisting of NSAs
e Competitive non-postal services

1. Competitive Domestic Products with Rates of
General Applicability

In FY 2015, there were 12 Competitive domestic products with rates of general
applicability: Priority Mail Express; Priority Mail; Parcel Select; Parcel Return Service;
First-Class Package Service; Standard Post; Address Enhancement Services; Greeting Cards,
Gift Cards, and Stationery; Competitive Ancillary Services; Premium Forwarding Service;
Post Office Box Service; and Shipping and Mailing Supplies.

In FY 2015, every Competitive domestic product with rates of general applicability covered its
attributable cost and thereby satisfied the statutory requirements of 39 U.S.C. § 3633(a)(2).

2. Competitive Domestic Products Consisting of

Negotiated Service Agreements

As shown in Table IV-1, in FY 2015, there were 200 Competitive domestic products
consisting of NSAs.
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Table IV-1
Competitive Domestic NSA Products in Effect During FY 2015

Competitive Domestic NSA Product Groupings Number of Products®
First-Class Package Service Contracts 34
Parcel Return Service Contracts 8
Parcel Select & Parcel Return Service Contracts 2
Parcel Select Contracts 9
Priority Mail—Non-Published Rates’ Contracts 1
Priority Mail & First-Class Package Service Contracts 7
Priority Mail Contracts 106
Priority Mail Express & Priority Mail Contracts 12
Priority Mail Express Contracts 17
Priority Mail Express, Priority Mail & First-Class Package Service Contracts 4
Total 200

®With the exception of NSAs entered into under the Priority Mail—Non-Published Rates (NPR) product, each Competitive domestic NSA is a
separate product.

®The Priority Mail—NPR product allows the Postal Service to enter into Priority Mail NSAs without filing the agreements with the Commission
for pre-implementation review.

* The Postal Service did not provide contract specific volume, revenue, and cost data for specific Competitive domestic NSAs in effect in

FY 2015. The Postal Service did not provide contract specific data for 31 First-Class Package Service NSAs, where the NSA partner paid published
rates, and 31 Competitive domestic NSAs, where there was no mail volume. Chairman’s Information Request No. 4, January 15, 2016, question
23 (CHIR No. 4); Responses of the United States Postal Service to Questions 1-23 of Chairman’s Information Request No. 4, January 22, 2016,
question 23 (Responses to CHIR No. 4). The Competitive domestic NSAs for which there were no mail volume include: a First-Class Package
Service contract; two Parcel Return Service contracts; a Parcel Select contract; 21 Priority Mail contracts; two Priority Mail Express & Priority
Mail contracts; three Priority Mail Express contracts; and a Priority Mail Express, Priority Mail & First-Class Package Service contract. /d.

Source: Library Reference USPS—FY15—-NP27, December 29, 2015; Notice of the United States Postal Service of Filing of Revised Version of USPS-
FY15-NP27 -- Errata, February 8, 2016; Responses to CHIR No. 4, question 23.

a. Attributable Cost Coverage

Section 3633(a)(2) of Title 39 of the U.S.C. requires each Competitive domestic NSA
product to cover its attributable cost. The Commission finds that all but two Competitive
domestic NSAs covered their attributable costs and complied with this statutory
requirement. The Competitive domestic NSAs that did not cover their attributable costs
were Priority Mail Contract 135139 and Parcel Return Service Contract 8.

In response to CHIR No. 7, the Postal Service reports that it evaluated these contracts and is
in discussions with its contract partner to determine whether Priority Mail Contract 135
should be terminated. February 8, 2016, Responses to CHIR No. 7, question 29.
Additionally, the Postal Service reports that there may be a shift in the characteristics of the
parcels shipped under Parcel Return Service Contract 8 and that, based on those changes,
the contract started to cover its cost based on recent Quarter 1 FY 2016 data. Id.

3% Fy 2015 ACR at 66. In the FY 2015 ACR, the Postal Service incorrectly states that “Priority Mail Contract 35 (Docket No. CP2015-109)” failed
to cover attributable costs. /d. In its response to CHIR No. 7, the Postal Service states that the correct reference is to Priority Mail Contract 135
(Docket No. CP2015-109), not Priority Mail Contract 35, as it originally stated. See Responses of the United States Postal Service to Questions 1-
15, 17-29 of Chairman’s Information Request No. 7, February 8, 2016, question 29 (February 8, 2016, Responses to CHIR No. 7).
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The Commission finds that Priority Mail Contract 135 and Parcel Return Service Contract 8
were not in compliance with 39 U.S.C. § 3633(a)(2) in FY 2015. The Postal Service stated that
it will either amend or terminate the contracts as appropriate. The Commission directs the
Postal Service to report within 30 days of issuance of this ACD on the result of the Postal
Service’s evaluation and the corrective action the Postal Service intends to take.

b. Postal Service’s Use of Assumptions in its Costing Models

In determining whether Competitive domestic NSAs are in compliance with 39 U.S.C.

§ 3633(a)(2), the Commission reviews the costing models the Postal Service uses to
determine these products’ attributable costs. For the Commission to conduct that review, it
is essential that the Postal Service accurately note, describe, and source the assumptions it
uses. In response to two Chairman’s Information Requests (CHIRs), the Postal Service
provides additional explanation regarding various assumptions that it used to determine
attributable costs for specific Competitive domestic NSAs.140 This additional explanation
provides the Commission with a better understanding regarding the nature of the
assumptions, the sources of the assumptions, and the decision-making process that led to
the assumptions used.

In FY 2015, based on its review of the Postal Service’s CHIR responses, the Commission finds
the various assumptions employed by the Postal Service to be reasonable and justified
estimates. Where the Commission has identified potential sensitivities, the Postal Service has
provided sufficient explanation to support its use of specific assumptions. In the future, the
Postal Service should strive to develop actual data for use in NSA cost models.

C. Postal Service’s Use of Partial Year Data in its Costing
Models

The Postal Service’s reliance on partial year data for costing models can potentially result
in a mis-estimation of cost. To determine whether Competitive domestic NSAs were in
compliance with 39 U.S.C. § 3633(a)(2), the Commission reviews the costing models that
contain the calculation of these products’ attributable costs. Because the accuracy and
completeness of the cost models are key to compliance determinations, it is essential that
the cost models reflect operations. Wh