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Autobiographical Sketch

My name is Tom Scherer. I joined the Postal Service in March 1999 as an Economist in the Pricing Department. I previously submitted testimony to the Postal Rate Commission in Docket No. MC2001-1, Experimental Presorted Priority Mail Rate Categories.

Before joining the Postal Service, I worked for 16 years as a financial and economic analyst. I started my career as a financial analyst at American Can Company. My responsibilities there included capital budgeting and investment analysis, product costing, and working capital management. I then worked for 11 years as an economic/financial analyst for JACA Corp., an environmental engineering and consulting firm. At JACA, I performed regulatory economic impact analysis for the U.S. EPA and OSHA in support of the development of about a dozen new air emissions and workplace exposure standards. I also provided expert witness services to the EPA by determining – through discounted-cash-flow analysis – the ability of noncomplying companies to pay civil penalties in about 30 different regulatory enforcement cases. In the year prior to joining the Postal Service, I worked as a steel industry analyst for CRU International, a commodities research firm.

I received a BA in Economics with High Honors from Oberlin College in 1980, and an MBA in Finance from The Wharton School, University of Pennsylvania, in 1982.

I.  Purpose and Scope of Testimony

My testimony presents the Postal Service’s proposed rates for Priority Mail.  These rates meet the cost coverage of 174 percent proposed for Priority Mail by witness Moeller (USPS-T-28).  This testimony also presents a proposed change to the Priority Mail rate structure: rezoning rates in the 2-5 pound weight increments. In addition, a classification change – tying the flat-rate-envelope rate to the one-pound rate – is proposed. Finally in this testimony, I propose a new fee for on-call and scheduled Priority Mail, Express Mail, and Parcel Post pick-ups.

An electronic version of the attachments to this testimony has been filed as USPS-LR-J-103.

II.  Priority Mail Characteristics

A.  Service Description

Priority Mail consists of letters, documents, and packages weighing up to 70 pounds.  For mail pieces weighing more than 13 ounces, Priority Mail serves, in part, as an extension of First-Class Mail.  Priority Mail can also be used for mail weighing 0-13 ounces to get such service features as delivery confirmation and expedited handling. 

Priority Mail competes in the two- to three-day package and document delivery market.  This market is competitive, with services also provided by United Parcel Service, Federal Express, Airborne and others. However, Priority Mail does not necessarily include all of the product features offered by these competitors.  For example, some competitors offer guarantees, free insurance, free track-and-trace, and other services not included with Priority Mail.

The Colography Group, Inc. has charted shares of the “Second-Day and Third-Day Air Letters and Packages” market.
 Priority Mail’s share of total pieces in this market has declined from 62.8% in calendar year 1998, to 61.9% in 1999, 60.5% in 2000, 59.4% in 1st Quarter 2001, and 58.6% in 2nd Quarter 2001. The “second-day and third-day air” market definition does not include ground services, such as UPS Ground, which have comparable service standards to Priority Mail and therefore compete with Priority Mail in the relatively close-in zones (approximately Zones 1-4). When including such competition, Priority Mail’s market share is lower. 

Currently, Priority Mail rates are unzoned for mail pieces weighing five pounds or less and zoned for mail pieces weighing more than five pounds.  In addition, the Postal Service provides a flat-rate envelope mailable at the two-pound rate regardless of the piece’s actual weight.  This testimony changes both of these features of Priority Mail. First, I propose to zone the rates for pieces weighing more than one pound. The one-pound rate, which applies to pieces weighing one pound or less, will continue to be unzoned. Secondly, I propose to make the flat-rate envelope mailable at the one-pound rate, rather than the two-pound rate.  

Table 1

Priority Mail Volume History

(Millions of Pieces)

Fiscal Year
Volume

% Change From Year Before

1970
     185
1/


1971
     197
2/
       6%

1972
     208

       6%

1973
     209

       0%

1974
     222

       6%

1975
     206

      -7%

1976
     192
3/
      -7%

1977
     202

       5%

1978
     213
4/
       5%

1979
     229

       8%

1980
     248

       8%

1981
     269

       8%

1982
     259

      -4%

1983
     271

       5%

1984
     293

       8%

1985
     308

       5%

1986
     330

       7%

1987
     354

       7%

1988
     405
5/
     14%

1988(r)
     437
5/
       8%

1989
     471

       8%

1990
     518

     10%

1991
     530

       2%

1992
     584

     10%

1993
     664

     14%

1994
     770

     16%

1995
     869

     13%

1996
     937

       8%

1997
  1,068

     14%

1998
  1,174

     10%

1999
  1,189
6/
       1%

2000
  1,222

       3%

1/ First-Class Mail weighing over 13 ounces and airmail weighing over 7 ounces

2/ Effective May 16, 1971, First-Class Mail weighing over 12 ounces and airmail weighing over 8 ounces

3/ Effective September 14, 1975, First-Class Mail weighing over 13 ounces and airmail weighing over 10 ounces

4/ Effective May 29, 1978, First-Class Mail weighing over 12 ounces

5/ Effective April 3, 1988, First-Class Mail weighing over 11 ounces

6/ Effective January 10, 1999, First-Class Mail weighing over 13 ounces

r = Recast to include penalty mail and franked mail. Following years are on the same basis.

B.  Volume Trends
Table 1 presents historical Priority Mail volumes.  For the ten-year period 1990 to 2000, Priority Mail volume grew at an average annual rate of 9.0 percent.
  Growth was constrained in 1999 and 2000 by the implementation on January 10, 1999 of Docket No. R97-1, which increased the maximum weight for First-Class Mail from 11 to 13 ounces.  As a result, many 11-13 ounce Priority Mail pieces have migrated to First-Class Mail. Cumulative migration through Fiscal Year 2001 was projected in Docket No. R2000-1 to represent approximately 14 percent of total Priority Mail volume in Fiscal Year 1998, the last full year before implementation of the classification change.
 

Table 2 shows volume trends by zone from FY 1998 (the base year in the last omnibus rate case, Docket No. R2000-1) to FY 2000 (the base year in the current rate case) for all unzoned rate categories: the flat-rate envelope, and weight increments up to 5 pounds. Overall volume growth, 2.9%, is close to the cumulative 4% growth for 1999 and 2000 seen in Table 1. Reflecting in large part the migration of 11-13 ounce pieces to First-Class Mail, volume expectedly declines at one pound (total = -14.3%), in contrast to the other weight increments. 

The most notable trend in Table 2, however, is the under-performance of volume in Zones L, 1, 2 and 3. Across the board – at the flat rate and at each weight increment – volume growth in these “nearby zones” is significantly lower than in Zones 4-8. For all unzoned Priority Mail, volume in Zones L-3 fell by 6.7% from 1998 to 2000, against growth ranging from 7.0% to 16.5% in Zones 4-8. 

        TABLE 2

                                   Unzoned Priority Mail Volume Trends By Zone, 

                              GFY 1998 - GFY 2000

















  Weight








Increment
L,1,2&3
Zone 4
Zone 5
Zone 6
Zone 7
Zone 8
Total










Flat Rate








  1998 Vol.
52,558,408
17,043,249
17,721,400
11,363,191
6,976,840
15,487,696
121,150,784

  2000 Vol.
49,817,362
17,443,976
19,764,706
12,061,193
8,079,637
14,795,910
121,962,784

  % Change
-5.2%
2.4%
11.5%
6.1%
15.8%
-4.5%
0.7%

1-Pound








  1998 Vol.
209,176,613
52,685,372
56,202,710
32,417,994
22,774,813
45,016,996
418,274,497

  2000 Vol.
158,161,665
48,515,513
56,124,305
31,176,999
22,733,325
41,953,047
358,664,853

  % Change
-24.4%
-7.9%
-0.1%
-3.8%
-0.2%
-6.8%
-14.3%

2-Pound








  1998 Vol.
177,008,898
52,251,966
57,030,187
30,328,607
22,147,586
43,573,311
382,340,554

  2000 Vol.
188,130,769
61,500,087
68,880,506
37,419,608
27,962,256
49,532,845
433,426,071

  % Change
6.3%
17.7%
20.8%
23.4%
26.3%
13.7%
13.4%

3-Pound








  1998 Vol.
49,443,071
17,571,130
20,217,526
12,012,390
8,848,366
16,099,148
124,191,630

  2000 Vol.
54,654,478
22,686,168
25,185,584
14,335,357
11,295,579
20,257,348
148,414,515

  % Change
10.5%
29.1%
24.6%
19.3%
27.7%
25.8%
19.5%

4-Pound








  1998 Vol.
19,821,443
7,692,489
8,853,678
5,535,943
4,035,304
7,737,691
53,676,548

  2000 Vol.
21,554,214
9,380,283
11,748,376
6,476,459
5,069,337
9,437,037
63,665,707

  % Change
8.7%
21.9%
32.7%
17.0%
25.6%
22.0%
18.6%

5-Pound








  1998 Vol.
9,484,867
3,505,600
4,598,621
2,588,927
2,048,030
4,053,384
26,279,429

  2000 Vol.
10,254,113
4,545,782
6,224,299
3,428,527
2,691,754
5,213,621
32,358,097

  % Change
8.1%
29.7%
35.4%
32.4%
31.4%
28.6%
23.1%

Total, Unzoned








  1998 Vol.
517,493,299
150,749,806
164,624,121
94,247,053
66,830,939
131,968,225
1,125,913,443

  2000 Vol.
482,572,601
164,071,809
187,927,777
104,898,143
77,831,888
141,189,807
1,158,492,025

  % Change
-6.7%
8.8%
14.2%
11.3%
16.5%
7.0%
2.9%










Source: Billing
Determinants,
FY 1998- 2000








C.  Rate History

Priority Mail originated in 1968 from the merger of First-Class Mail weighing over 13 ounces and air parcel post, with the rate structure evolving from the air parcel post rates.  Initially, Priority Mail rates were zoned for all weight steps.  The two-pound rate – which included all pieces weighing two pounds or less – was unzoned in Docket No. R84-1. Later, in Docket No. R90-1, the three-pound through five-pound rates were unzoned. Also pursuant to Docket No. R90-1, the flat-rate envelope, pick-up service, and a presort discount were introduced.  The Priority Mail presort discount was eliminated in January 1999 following Docket No. R97-1.  Delivery confirmation service was implemented in March 1999, with the cost of the base (electronic) portion of the service included in Priority Mail rates. In January 2001, following Docket No. R2000-1, the joint one-pound/two-pound rate (still unzoned) was decomposed into separate unzoned one-pound (for pieces weighing one pound or less) and two-pound (for pieces weighing over a pound and up to two pounds) rates. Pursuant to Docket No. MC2001-1, presort discounts were reintroduced in July 2001 on an experimental basis for a limited number of customers.   

Table 3, below, shows average Priority Mail rate increases in the last five omnibus rate cases. The average rate increase in the last rate case, Docket No. R2000-1, was 17.2%. The two-pound rate increased by 23.4% from $3.20 to $3.95. This can be explained in part by the decoupling of the one- and two-pound rates; the two-pound rate is no longer pulled down by weight-rated pieces weighing one pound and under. 

Table 3

Priority Mail Rate Changes,

1988- 2001

Rate

Case
Implementation 

Date
 Average Priority Mail

Rate Change
Two-Pound

Rate

R87-1
April 3, 1988
             0%
$2.40

R90-1
February 3, 1991
        19.0%
$2.90

R94-1
January 1, 1995
          4.8%
$3.00

R97-1
January 10, 1999
          5.6%
$3.20

R00-1
January 7, 2001
        17.2%
$3.95

III.  Priority Mail Rate Design

A.  Overview

In designing Priority Mail rates, test-year-before-rates (TYBR) costs are separated into two categories: non-weight-related and weight-related.  The non-weight-related costs are the basis for a “per-piece rate element,” which is the same for all rate cells.  The weight-related costs are the basis for a “per-pound rate element,” which naturally varies by weight increment, but also by zone depending on transportation costs that vary by distance shipped (“distance-related transportation costs”). 

Table 4

Priority Mail Financial Summary

Test Year Volumes, Revenues, Costs



Test Year Before Rates



(a)
Attachment B, p. 3
Volume (pieces)
1,257,064 
(000)

(b)
Attachment B, p. 7
Revenue at current rates
 $5,821,243 
(000)

(c)
= (b) / (a)
Revenue per piece
 $4.63 


(d)
USPS-T-12, Workpaper F, Table E
Total adjusted volume-variable cost
 $3,674,718 
(000)

(e)
USPS-T-6
Contingency
3.0%


(f)
= (d) * [ 1+ (e) ]
Vol.-var. cost with contingency
 $3,784,960 
(000)

(g)
= (f) / (a)
Cost per piece
 $3.01 


(h)
= (c) / (g)
Cost coverage at current rates
154%










Test Year After Rates



(i)
Attachment C, p. 4
Volume (pieces)
1,178,757 
(000)

(j)
Attachment C, p. 9
Revenue at proposed rates
$6,195,396 
(000)

(k)
= (j) / (i)
Revenue per piece
$5.26 


(l)
USPS-T-12, Workpaper H, Table E
Total adjusted volume-variable cost
$3,464,186
(000)

(m)
USPS-T-6
Contingency
3.0%


(n)
= (l) * [ 1 + (m) ]
Vol.-var. cost with contingency
$3,568,112
(000)

(o)
= (n) / (i)
Cost per piece
$3.03 


(p)
= (k) / (o)
Cost coverage at proposed rates
174%


(q)
=[ (k) - (c) ] / (c)
Average rate increase 
13.5%










Pick-up Service, TYAR



(r)
Attachment G
Revenue at proposed rates
$3,270 
(000)

(s)
Attachment G
Costs with contingency
$3,326 
(000)







(t)
USPS-T-33, WP-15
Fee Revenue, TYAR 
$1,417 
(000)









Total Test Year After Rates



(u)
= (i)
Total volume
1,178,757 
(000)

(v)
= (j) + (r) + (t)
Total revenue
$6,200,083
(000)

(w)
= (n) + (s)
Total cost with contingency
$3,571,438
(000)

(x)
= (v) / (w)
Cost coverage
174%


Table 5

Proposed Priority Mail Rates

Weight







up to (pounds):
Zones L,1,2&3
Zone 4
Zone 5
Zone 6
Zone 7
Zone 8

Flat Rate
$       3.85
$       3.85
$       3.85
$       3.85
$       3.85
$       3.85

1
$       3.85
$       3.85
$       3.85
$       3.85
$       3.85
$       3.85

2
$       3.95
$       4.55
$       4.90
$       5.05
$       5.40
$       5.75

3
$       4.75
$       6.05
$       6.85
$       7.15
$       7.85
$       8.55

4
$       5.30
$       7.05
$       8.05
$       8.50
$       9.45
$     10.35

5
$       5.85
$       8.00
$       9.30
$       9.85
$     11.00
$     12.15

6
$       6.30
$       8.85
$       9.90
$     10.05
$     11.30
$     12.30

7
$       6.80
$       9.80
$     10.65
$     11.00
$     12.55
$     14.05

8
$       7.35
$     10.75
$     11.45
$     11.95
$     13.80
$     15.75

9
$       7.90
$     11.70
$     12.20
$     12.90
$     15.05
$     17.50

10
$       8.40
$     12.60
$     13.00
$     14.00
$     16.30
$     19.20

11
$       8.95
$     13.35
$     13.75
$     15.15
$     17.55
$     20.90

12
$       9.50
$     14.05
$     14.50
$     16.30
$     18.80
$     22.65

13
$     10.00
$     14.75
$     15.30
$     17.50
$     20.05
$     24.35

14
$     10.55
$     15.45
$     16.05
$     18.60
$     21.25
$     26.05

15
$     11.05
$     16.20
$     16.85
$     19.75
$     22.50
$     27.80

16
$     11.60
$     16.90
$     17.60
$     20.85
$     23.75
$     29.50

17
$     12.15
$     17.60
$     18.35
$     22.05
$     25.00
$     31.20

18
$     12.65
$     18.30
$     19.30
$     23.15
$     26.25
$     32.95

19
$     13.20
$     19.00
$     20.20
$     24.30
$     27.50
$     34.65

20
$     13.75
$     19.75
$     21.15
$     25.35
$     28.75
$     36.40

21
$     14.25
$     20.45
$     22.05
$     26.55
$     30.00
$     38.10

22
$     14.80
$     21.15
$     22.95
$     27.65
$     31.20
$     39.80

23
$     15.30
$     21.85
$     23.90
$     28.80
$     32.45
$     41.55

24
$     15.85
$     22.55
$     24.85
$     29.90
$     33.70
$     43.25

25
$     16.40
$     23.30
$     25.75
$     31.10
$     34.95
$     44.95

26
$     16.90
$     24.00
$     26.60
$     32.25
$     36.20
$     46.70

27
$     17.45
$     24.70
$     27.55
$     33.35
$     37.45
$     48.40

28
$     18.00
$     25.40
$     28.50
$     34.50
$     38.70
$     50.15

29
$     18.50
$     26.15
$     29.45
$     35.60
$     39.95
$     51.85

30
$     19.05
$     26.85
$     30.35
$     36.80
$     41.20
$     53.55

31
$     19.55
$     27.55
$     31.20
$     37.85
$     42.40
$     55.30

32
$     20.10
$     28.25
$     32.15
$     39.00
$     43.65
$     57.00

33
$     20.65
$     28.95
$     33.10
$     40.10
$     44.90
$     58.70

34
$     21.15
$     29.70
$     34.00
$     41.25
$     46.15
$     60.45

35
$     21.70
$     30.40
$     34.95
$     42.40
$     47.40
$     62.15

Table 5 (Continued)

Proposed Priority Mail Rates

Weight







up to (pounds):
Zones L,1,2&3
Zone 4
Zone 5
Zone 6
Zone 7
Zone 8

36
$     22.25
$     31.10
$     35.85
$     43.55
$     48.65
$     63.85

37
$     22.75
$     31.95
$     36.80
$     44.65
$     49.90
$     65.60

38
$     23.30
$     32.65
$     37.70
$     45.85
$     51.15
$     67.30

39
$     23.75
$     33.50
$     38.65
$     47.00
$     52.40
$     69.05

40
$     24.25
$     34.30
$     39.60
$     48.10
$     53.60
$     70.75

41
$     24.70
$     35.00
$     40.45
$     49.25
$     54.85
$     72.45

42
$     25.20
$     35.85
$     41.35
$     50.30
$     56.15
$     74.20

43
$     25.65
$     36.60
$     42.30
$     51.50
$     57.40
$     75.90

44
$     26.15
$     37.40
$     43.25
$     52.60
$     58.70
$     77.60

45
$     26.60
$     38.20
$     44.15
$     53.75
$     59.95
$     79.35

46
$     27.10
$     39.00
$     45.05
$     54.85
$     61.20
$     81.05

47
$     27.55
$     39.75
$     46.00
$     56.05
$     62.50
$     82.75

48
$     28.05
$     40.60
$     46.95
$     57.20
$     63.75
$     84.50

49
$     28.50
$     41.35
$     47.80
$     58.30
$     65.05
$     86.20

50
$     28.95
$     42.15
$     48.75
$     59.45
$     66.30
$     87.95

51
$     29.45
$     42.95
$     49.65
$     60.55
$     67.55
$     89.65

52
$     29.90
$     43.75
$     50.60
$     61.75
$     68.80
$     91.35

53
$     30.40
$     44.50
$     51.50
$     62.85
$     70.05
$     93.10

54
$     30.85
$     45.25
$     52.45
$     63.95
$     71.30
$     94.80

55
$     31.35
$     46.10
$     53.40
$     65.05
$     72.50
$     96.50

56
$     31.80
$     46.85
$     54.25
$     66.25
$     73.75
$     98.25

57
$     32.30
$     47.65
$     55.15
$     67.35
$     75.00
$     99.95

58
$     32.75
$     48.45
$     56.10
$     68.50
$     76.25
$   101.65

59
$     33.25
$     49.25
$     57.05
$     69.60
$     77.50
$   103.40

60
$     33.70
$     50.00
$     58.00
$     70.80
$     78.75
$   105.10

61
$     34.20
$     50.85
$     58.85
$     71.95
$     80.00
$   106.85

62
$     34.65
$     51.55
$     59.80
$     73.05
$     81.25
$   108.55

63
$     35.15
$     52.40
$     60.75
$     74.20
$     82.50
$   110.25

64
$     35.60
$     53.20
$     61.70
$     75.35
$     83.70
$   112.00

65
$     36.10
$     53.90
$     62.50
$     76.45
$     84.95
$   113.70

66
$     36.55
$     54.75
$     63.45
$     77.55
$     86.20
$   115.40

67
$     37.05
$     55.60
$     64.40
$     78.70
$     87.45
$   117.15

68
$     37.50
$     56.30
$     65.35
$     79.80
$     88.70
$   118.85

69
$     38.00
$     57.10
$     66.25
$     81.00
$     89.95
$   120.55

70
$     38.45
$     57.95
$     67.15
$     82.10
$     91.20
$   122.30









B.  Development of “Per-Piece Rate Element”

The per-piece rate element is developed by subtracting total transportation costs and weight-related non-transportation costs (2 cents per pound, as in previous rate cases) from TYBR total volume-variable costs. This cost is increased for the contingency and the Priority Mail markup to determine the total cost to be recovered on a per-piece basis. The result is divided by volume to give the per-piece rate element.

C.  Development of “Per-Pound Rate Element”

The per-pound rate element is developed by distributing total air and total surface transportation costs, TYBR, to distance- and nondistance-related components. This distribution relies on two inputs from USPS-LR-J-43 at 12: 46.8% of Priority Mail surface transportation costs in the test year (FY 2003) are distance-related, and 16.9% of Priority Mail air transportation costs in the test year are distance-related. The 16.9% factor for air transportation has fallen from 46.8% in Docket No. R2000-1 largely because the new FedEx transportation contract has no distance-related elements.
 The decrease causes a lower dispersion of zoned rates particularly between Zones 5 and 8, where the use of air transportation (as opposed to surface transportation) is predominant.  

Nondistance-related air transportation costs are distributed to zones based on total pounds flown.  This information (as well as the average haul per zone) is available for commercial air and for all other Priority Mail air networks combined from USPS-LR-J-96 at 13. Distance-related air transportation costs are distributed to zones based on air pound-miles.  Air pound-miles are calculated for each zone by multiplying total commercial air pounds by average haul. 

Nondistance-related surface transportation costs are distributed to all zones based on total postage pounds.  Distance-related surface transportation costs are distributed only to Zones L-3 and 4 based on surface pound-miles.  Zones L-3 surface pound-miles are developed by subtracting Local pounds and Zones L-3 air pounds from total Zones L-3 pounds.  The result is multiplied by a 250-mile average haul.  Zone 4 surface pound-miles are developed by subtracting Zone 4 air pounds from total Zone 4 pounds and multiplying the result by a 350-mile average haul.  

For each zone, total distributed transportation costs are then summed and divided by total postage pounds to arrive at the total transportation cost per pound. A two-cent, weight-related non-transportation cost per pound (as recommended by the Postal Rate Commission in previous rate cases) is added to the total transportation cost per pound to arrive at the total per-pound cost by zone.  Anomalously, the Zone 7 per-pound cost is below the Zone 6 per-pound cost (see Attachment E, p. 3, column (j)). As a smoothing convention, the Zone 7 per-pound cost is set in column (k) at midway between the Zone 6 and Zone 8 costs. All per-pound costs by zone are then increased for the contingency and the Priority Mail markup to determine the per-pound rate element for each zone.

D. Rate Impacts of Transportation Costs

Transportation costs – which as explained above are treated as weight-related and included in the per-pound rate element – account for a significantly larger share of total Priority Mail volume-variable costs than in the previous omnibus rate case, Docket No. R2000-1. In that case, transportation’s share (including the “Emery Adjustment”) of total adjusted volume-variable costs, TYBR, was 28.3% ($900,742,000 out of $3,183,801,000).
 In the current case, transportation accounts for 38.5% ($1,414,237,000) of total adjusted volume-variable costs ($3,674,718,000).
 The increase has two primary explanations. First, transportation costs for Priority Mail in the test year have gone up as a result of the FedEx transportation contract. Second, the PMPC contract with Emery Worldwide Airlines was on a per-piece basis that did not allow for identification of transportation costs. In Docket No. R2000-1, these costs were bundled with all other Emery costs and recorded in Cost Segment 16, Supplies and Services. Now, unbundled, they are being recorded in Cost Segment 14, Purchased Transportation. 

The effect on the rate design of the shift to a more transportation-intensive cost structure is – in comparison to Docket No. R2000-1 – a greater percentage increase in the per-pound rate elements than the per-piece rate element. This is putting upward pressure on rates for relatively heavyweight pieces.  Most rate impacts over 5 pounds would be considered excessive without mitigation. All rate impacts over 5 pounds are therefore constrained to a maximum of +18.5%, 5 percentage points above the subclass average rate increase of 13.5% (see Attachment F, Pages 5 and 6). As a result of these constraints, implicit cost coverages over 5 pounds fall to below the subclass average. This is a reversal from Docket No. R2000-1, where cost coverages over 5 pounds were above the subclass average.

The constraints over 5 pounds result in a revenue deficiency of $72.3 million that must be recovered from the flat-rate envelope and from pounds 1-5 by setting their rates above the levels implied by the per-piece and per-pound rate elements. About one-quarter of the revenue deficiency is recovered from the joint flat rate/one-pound rate (Attachment F, Pages 8-10) and the rest from the rates at 2-5 pounds (Attachment F, Pages 11-13). This results in average implicit cost coverages that are consistent from 1 to 5 pounds (see Attachment F, Page 17).
 Final proposed rates (see Table 5) are rounded to the nearest five-cent increment.

E. Rezoning Pounds 2-5

Rate impacts up to 5 pounds are not similarly constrained because I propose in this testimony to rezone rates in the weight increments from 2 to 5 pounds (affecting all weight-rated pieces over one pound, up to five pounds). De-averaging these rates results in impacts ranging from -24.0% for 5 pounds to Zones L-3, to +64.4% for 3 pounds to Zone 8 (see Attachment F, Page 16).

The main reason for proposing rezoning is to stem the erosion of nearby-zone volume evidenced in Table 2. Competitors are charging zoned rates that, compared to Priority Mail’s unzoned rates, are relatively more attractive to customers for shorter hauls and relatively less attractive for longer hauls. Software is readily available to indicate the cost-saving choice to customers for given weights, zones, and service standards. The market for ground service to local/nearby zones has also become more competitive, especially since the introduction of “guaranteed,” day-certain delivery to commercial addresses by UPS Ground in 1998. For customers who receive a daily pick-up, UPS Ground guarantees 1-, 2- or 3-day delivery to commercial addresses approximately within four zones, at published rates that are very competitive with Priority Mail. For example, according to UPS’s web site, the 2-pound rate is $3.18 per piece to Zone 2 and $3.72 to Zone 4.
  

The contribution that Priority Mail makes to institutional costs, measured as revenue minus volume-variable costs, declines when the mail mix in unzoned rate categories shifts toward longer hauls. That is because long hauls are more costly, and produce less cost coverage, than short hauls. With the decline in contribution, there is then pressure on rates to rise throughout the subclass.

By approximating underlying costs more closely than unzoned rates, zoned rates can help stop the erosion of nearby-zone volume in the 2-5 pound weight increments. Customers will not have to pay as much for shorter hauls that cost less, but will be asked to pay more for longer hauls that cost more. Rate incentives will no longer favor any one zone over another. Implicit cost coverage will not decrease, but will remain essentially constant going out in zones. 

Changed circumstances also favor a shift back to zoned rates. When the Postal Service proposed unzoned rates for the 3-5 pound weight increments in Docket No. R90-1, it was argued that such rates would “enable customers to drop off virtually all of their Priority Mail packages in collection boxes.”
 This no longer holds for Priority Mail packages weighing one pound or more that bear postage stamps. Since August 1996, such packages, for airline security reasons, cannot be deposited in a collection box. Therefore, an unzoned rate over one pound no longer avoids a trip to the post office for customers using postage stamps, and rezoning from 2-5 pounds will not take away any collection-box convenience from stamped Priority Mail pieces. 

Metered Priority Mail pieces can also be deposited in a collection box, with certain restrictions. For example, DMM Section P030.5.4a extends this opportunity only to Priority Mail pieces that are not zone-rated. The Postal Service now considers this restriction unnecessary, however. Metering technology, associated software, online rate calculators, and easily available zone charts (for example, in a one-page format from www.usps.com) can allow zoned-rate customers to calculate and pay proper postage. In addition, the meter stamp on a mail piece provides traceable information to meet USPS security needs. Even prior to the present proposal to rezone Priority Mail rates in the 2-5 pound weight increments, USPS Mail Preparation and Standards had drafted revised DMM language to eliminate the Section P030.5.4a restriction. The revised language is scheduled to be published in the Postal Bulletin on October 4, 2001, and will allow – effective that same day – metered Priority Mail to be deposited in a collection box, whether zoned or unzoned. As a result, the proposed rezoning of pounds 2-5 will not take away a collection-box convenience currently enjoyed by any metered pieces. 

Another argument for unzoned rates offered by the Postal Service in Docket No. R90-1 was that they were the industry standard.
 This also no longer applies. The industry norm is now zoned, or distance-based, pricing. In fact, no major competitors of Priority Mail are known to have unzoned rates.   

Rezoning the rates from 2-5 pounds is consistent with pricing criterion 3622b(2), which considers “the value of the mail service actually provided,” “including….mode of transportation.” There are great differences among Priority Mail zones in this respect: while surface transportation is used almost exclusively to move Priority Mail to Zones L-3, more-costly air transportation is used almost exclusively to Zones 5-8. The proposal to rezone also comports with pricing criterion 3622b(5), which considers “the available alternative means of sending and receiving letters and other mail matter at reasonable costs.” As discussed above, alternatives to Priority Mail are available at very competitive rates, especially in the nearby zones, where, as a result of averaging, Priority Mail rates have been out of proportion to costs.

For the sake of consumer convenience, the one-pound rate is proposed to remain unzoned. Currently, Priority Mail packages weighing less than a pound that bear postage stamps can be deposited in a collection box, avoiding the need to tender the packages at a post office retail window. Zoning the one-pound rate would undermine this collection-box convenience because customers would be responsible for knowing the correct zone and its associated rate. This would increase the need for customers to travel to and stand in line at post offices. If, instead, the one-pound rate remains unzoned, customers only have to ensure that a package weighs less than a pound in order to take advantage of the collection-box convenience. As we will see in the next section, an unzoned one-pound rate is also a simple and convenient tie-in for the flat-rate-envelope rate.

Rezoning the rates from 2 to 5 pounds may result in some “zone-skipping,” i.e., the depositing of mail closer to its destination in order to take advantage of lower closer-zone rates. No assumptions for zone-skipping are built into my rate design model. Any such assumptions would be highly speculative. The amount of zone-skipping may ultimately depend on the extent to which a mail-consolidation market develops to serve Priority Mail. Also, if zone-skipping occurs, there is some protection against declining revenue from proportionately (since implicit cost coverage is essentially constant across zones after rezoning) declining volume-variable costs. 

F.  Flat-Rate Envelope

Rezoning at two pounds requires establishing a new basis for the flat-rate-envelope rate (currently, the flat rate is set equal to the two-pound rate). There are two options: set the flat rate equal to the one-pound rate, or establish an independent weight basis for the flat rate. The latter approach was examined based on an average weight for flat-rate envelopes of 1.543 pounds.
  The problem with this approach is that the zoned, upward-sloping two-pound rate undercuts the flat rate in Zones L-3. Flat-rate customers would be at risk of missing the opportunity to save at two pounds in Zones L-3.
 What is particularly troubling is that customers would need to be aware of the demarcation between Zone 3 and Zone 4 in order to make the cost-saving choice.

The much better approach is to tie the flat rate to the one-pound rate. This has several advantages. First, customers no longer risk using flat-rate envelopes weighing up to a pound and missing the opportunity to save at the one-pound rate. Second, the Postal Service no longer needs to offer the “EP-14G” weight-rated envelope, which was introduced in Docket No. R2000-1 as a convenience to one-pound customers after the one-pound rate was set lower than the flat rate. With the one-pound and flat rates proposed as the same, the “EP-14F” flat-rate envelope serves all purposes of the weight-rated envelope. Third, extending economical use of the flat-rate envelope to one pound and under (currently the one-pound rate is the cost-saving choice in this range) results in increased opportunities to deposit stamped flat-rate envelopes in collection boxes and therefore enhances the convenience of the flat-rate envelope. 

One implication of attaching the flat rate to the one-pound rate is a reversal of the migration from flat-rate envelopes weighing one pound or less to the less-expensive one-pound rate, projected for the aftermath of Docket No. R2000-1
 – and reflected in Attachment B, Pages 2 and 3. This is because the one-pound rate is no longer below the flat rate. This reversal of the “R2000-1 One-Pound Rate Effect” is represented in Attachment C, Page 1.   

Another implication of attaching the flat rate to the one-pound rate is that with the flat rate now lower than the two-pound rate, some migration from two pounds to the flat-rate envelope can be expected to occur. This migration is modeled in Attachment C, Page 3. The candidate population for migration is posited as flats and letters. This assumes no migration of parcels, some of which, technically, can fit into a flat-rate envelope. As indicated in column (b) of Attachment C, Page 3, in Government Fiscal Year (GFY) 2000, 39.1% of all volume in Zones L-3 rated at 2 pounds and weighing 1-2 pounds was flats or letters. This percentage drops for Zones 4-8, ranging from 17.4% (Zone 7) to 22.9% (Zone 4). 

How much of this “candidate population” will migrate is uncertain. Several factors were considered in the assumption employed. First, most migration is likely to come from commercial mailers. Although the flat-rate envelope and two-pound pieces are currently priced the same, retail mailers are liable to be already opting for the flat-rate envelope due to its convenient availability at post offices. Second, while more migration can be expected to occur as the zones become more distant (because the rate differential between 2 pounds and the flat-rate envelope increases), the slope of this function is not likely to be steep because commercial mailers have an incentive to respond, when feasible, to a cost-saving rate differential of any size. A third factor is the feasibility of responding. Many commercial mailers are likely to find it impractical to switch to the flat-rate envelope because it doesn’t fit into their production, distribution, or marketing schemes. 

With all of this in mind, the share of the candidate 2-pound flats and letters volume migrating to the flat-rate envelope is posited in Attachment C, Page 3, column (c) as 25% in Zones L-3 (where the differential between the 2-pound rate and the flat rate is only 10 cents), 30% in Zone 4, 32.5% in Zone 5, 35% in Zone 6, 37.5% in Zone 7, and 40% in Zone 8. Total migration is 34.2 million pieces, causing flat-rate-envelope volume in the Test Year After Rates (TYAR) to increase by 29.1% from 117.6 million to 151.8 million, and 2-pound volume to decrease by 8.2% from 417.9 million to 383.7 million. The average weight of a flat-rate envelope also increases, from 0.632 pounds (after reversal of the “R2000-1 One-Pound Rate Effect” – see Attachment C, Page 2) to 0.813 pounds (see Attachment C, Page 5).

Another assumption in this methodology is that there is no migration from over 2 pounds (e.g., pieces rated at 3 pounds or 4 pounds) to the flat-rate envelope, even though the rate differential increases. It is presumed that any migration will have already been prompted by the current positive rate differential.

From Attachment F, Page 8, it can be calculated that tying the flat rate to the one-pound rate results in a “push-up” on the latter of 3.6 cents per piece.
 Without the migration from 2 pounds to the flat-rate envelope, there would be a push-down of 1.2 cents. This is because the flat-rate envelope, at 0.632 pounds on average, would be lighter than one-pound pieces, at 0.696 pounds on average (see Attachment C, page 2, column (e)). So the effect of the migration from 2 pounds to the flat-rate envelope is to push up the one-pound rate by 3.6 cents + 1.2 cents = 4.8 cents.

As a classification change, tying the flat-rate-envelope rate to the one-pound rate must be considered against the six classification criteria in Section 3623(c) of Title 39, U.S.C. The most applicable criteria are No. 1, which addresses fairness and equity; No. 2, which addresses the “value” of “mail matter;” and No. 5, which addresses “desirability” to both the Postal Service and customers. 

Tying the flat rate to the one-pound rate is fair and equitable (criterion 1) because processing and transportation costs are comparable for flat-rate envelopes and one-pound pieces. This follows from their average weights being in the same range: while one-pound pieces weigh 0.696 pounds on average, flat-rate envelopes are projected to weigh 0.813 pounds on average after the migration of 34.2 million two-pound pieces.
 Fairness and equity (criterion 1) is also served by eliminating the possibility that some flat-rate customers will miss the opportunity to save at the lower one-pound rate.

Tying the flat rate to the one-pound rate will also extend economical use of the flat-rate envelope to one pound and under (currently the one-pound rate is the cost-saving choice in this range). This will increase use of the flat-rate envelope, a convenience item, and will result in increased opportunities for customers to deposit stamped flat-rate envelopes in collection boxes without taking them to a retail window to be weighed and rated. These results enhance the value of flat-rate envelopes (criterion 2) and are desirable to customers (criterion 5). The proposed classification change is also desirable to both customers and the Postal Service (criterion 5) because it eliminates the need for the “EP-14G” weight-rated envelope. Only the “EP-14F” flat-rate envelope will be needed. One rather than two envelopes will present customers with an easier choice, and will be simpler (and perhaps less costly) for the Postal Service to provide.       

G. Rate Structure Simplicity

Rezoning the rates from 2-5 pounds does sacrifice some simplicity in the rate structure (Section 3622b, criterion 7). There is a tradeoff between managing price (in line with costs) and simplicity. However, the resulting rate schedule remains relatively simple. The rezoned rates continue to be offered in a simple, two-dimensional “weight x zone” framework. The one-pound rate remains as a convenient and simple unzoned option to customers. Moreover, tying the flat-rate envelope to the one-pound rate will eliminate potential customer confusion over the least-cost option in certain circumstances. The flat-rate envelope therefore becomes simpler to use. 

IV.  Pickup Fee

Pickup service is available for Express Mail, Priority Mail, and Parcel Post on an on-call or scheduled basis. The current fee per pickup stop is $10.25. This fee applies to all three mail classes/subclasses. The average cost per stop in the test year was developed by witness Abdirahman as $10.916 for scheduled and $12.366 for on-call service
. In Attachment G, I develop a weighted-average cost based on the estimated number of pickup stops for Express Mail, Priority Mail, and Parcel Post in the test year.  This weighted-average cost, including the contingency, is $12.43.  I propose rounding up the fee to the nearest 25-cent interval, or $12.50 per pickup stop, yielding a cost coverage of 100.5%.
  The low cost coverage is consistent with cost coverages from prior rate cases and is justified by the large fee increase, 22%, required to cover estimated test year costs. The proposed $12.50 fee is estimated to produce total pickup revenue for Express Mail, Priority Mail and Parcel Post in the test year of $9.2 million.







� See Attachment H.


� The relatively low growth rate in 1991 was due at least in part to the implementation in February 1991 of Docket No. R90-1, which increased Priority Mail rates by 19%.


� Docket No. R2000-1, USPS-LR-I-114 at 6.


� See Attachment D.


� See Attachment E.


� Docket No. R2000-1, USPS-LR-I-60 at 9, 10. Note: the 46.8% factor for air transportation in Docket No. R2000-1 is no relation to the 46.8% factor for surface transportation in the current rate case.


� Docket No. R2000-1, USPS-T-34, Attachment F and Attachment G, Page 1 (A).





� See Attachment D.


� The calculated implicit cost coverages in Attachment F, Page 17 are not on the same basis as the total subclass cost coverage calculated at the bottom of Attachment C, Page 9. For example, the RPW revenue adjustment factor of 101.24%, which has the effect – by boosting revenue – of increasing the calculated cost coverage, is applied to the latter but not the former.


� See � HYPERLINK http://www.ups.com/using/software/currentrates/rate-pdf/gndcomm.pdf ��www.ups.com/using/software/currentrates/rate-pdf/gndcomm.pdf�. The quoted rates exclude pick-up charges. A $1.05 per-piece surcharge is assessed for residential deliveries.


� Docket No. R90-1, USPS-T-18 at 128, lines 5-7.


� Docket No. R90-1, USPS-T-18 at 129, lines 1-3.


� This weight – calculated in Attachment B, Page 2(A) – follows from the assumption that after the establishment in Docket No. R2000-1 of an independent one-pound rate, all flat-rate pieces weighing up to a pound will migrate to the lower one-pound rate. (In Attachments B and C, this is referred to as the “R2000-1 One-Pound Rate Effect.”)


� Such a risk already exists for users of flat-rate envelopes weighing up to a pound, who can save $3.95 - $3.50 = 45 cents at the one-pound rate.


� See Docket No. R2000-1, USPS-T-34, Attachment C, page 1 (B) and (C); and Attachment C, page 2.


� Average revenue per piece, before setting the joint rate, from an independent one-pound rate is $3.778, compared to $3.814 for the joint one-pound/flat rate.


� Without the migration, flat-rate envelopes would weigh 0.632 pounds, on average.


� USPS-T-42, Appendix A at 2.


� Cost coverage is actually slightly below 100% for Priority Mail and Parcel Post, and slightly above 100% for Express Mail. 
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