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�Mr. Chairman and Members of the Subcommittee,



	Good afternoon.  I am accompanied today by my fellow Commissioners--W. H. “Trey” LeBlanc, George W. Haley, and H. Edward Quick.  They have been very involved in our analysis of this legislation.  Vice Chairman LeBlanc has submitted individual views for the record.

	When I testified here 15 months ago, I closed my testimony by urging the Congress to address a fundamental public policy question:  What should be the role of the Postal Service in the future?  Mr. Chairman, 15 days ago, after months of hearings and careful consideration, you moved forward and addressed that question.  H.R. 3717, the Postal Reform Act of 1996, would revolutionize the way postal rates are set and free the Postal Service to compete in many product areas.

	My purpose today, is neither to endorse nor reject the economic premise on which the legislation is founded.  You have developed a new, complex structure and I have not fully evaluated the variety of potential ramifications of implementing all of these changes.  Hopefully we will have the opportunity to provide additional thoughts in the coming weeks.  

	In preparing this testimony I recalled a passage from John Steinbeck’s Travels with Charlie which I think is apt:

A long time ago I was in the ancient city of Prague and at the same time Joseph Alsop, the justly famous critic of places and event, was there.  He talked to informed people, officials, ambassadors; he read reports, even the fine print and figures, while I in my slipshod manner roved about with actors, gypsies, vagabonds.  Joe and I flew home to America on the same plane, and on the way he told me about Prague, and his Prague had no relation to the city I had seen and heard.  It just wasn’t the same place, and yet each of us was honest, neither one a liar, both pretty good observers by any standard, and we brought home two cities, two truths.



	We may ultimately differ on what is best from a public policy standpoint.  Ultimately, however, in my role as a regulator I will work with you to ensure that whatever the legislative output, this new paradigm is workable, with minimal confusion and dislocation.

	So, today I have some questions, and some suggestions intended to clarify and strengthen your bill. 

	Among matters on which we definitely agree is your commitment to “maintain universal postal service to our citizens at a uniform, affordable rate” and your emphasis on the need to increase Postal Service efficiency (142 Cong. Rec. E1159 (daily ed. June 25, 1996)).  These policies should be the bedrock of any postal reform legislation.

	My testimony focuses primarily on the proposed ratemaking reform.  It presents a brief overview of how I think the new system is intended to work, and discusses several areas on which you may wish to focus particular attention.  There are many other important issues which, given the limited time to prepare for this hearing, are not addressed in this testimony; and, we may have many more questions and, hopefully, constructive suggestions.

	Mr. Chairman, I thank you and your staff for the courtesies you have shown the Commission during the drafting of H.R. 3717.  While the actual proposal was a tightly held document, your staff has kept us apprised of your progress, and several provisions we suggested are in your bill.  This cooperation continues.  Last week our staffs met and clarified many matters of concern including:  (1) the Commission’s subpoena authority is intended to extend to its audit responsibilities under proposed sections 3781, 3782, and 3783, and to consideration of complaints under revised section 3662; (2) in fulfilling its audit responsibilities, the Commission will determine whether prices for competitive products “cover direct and indirect costs” and “make a reasonable contribution” to overhead; (3) the Commission will determine both what costs are attributable and the costing methodology employed in the reporting and auditing process; and (4) the proposed amendment to the third sentence of section 3625(d) of title 39 (see, H.R. 3717, §1002(d)(1)) is not intended to change the conditions which under existing law apply to the Governors’ (Directors’) ability to modify Commission recommended decisions.  

	We look forward to continuing to work with the Subcommittee and will provide whatever assistance we can.   

	Following a brief overview of the bill, my testimony addresses the following issues:

Responsibilities of the Directors 

Commission Responsibilities

The Baseline Case

Noncompetitive and Competitive Categories

Flexibility

Level Playing Field

Volume Discounts

Experimental Products

Finality

Price Cap Regulation



Overview

	H.R. 3717 would divide postal “products” into two categories:  Competitive and Noncompetitive.  It would provide separate pricing mechanisms for these two categories.

	Competitive products, initially, would include Priority, Expedited (Express Mail), Mailgrams, International, Parcel Post, and Special Services.  The Postal Service would be free to price competitive products as it saw fit, subject only to the constraints of the anti trust laws and the requirement that rates cover “direct and indirect costs” and make “a reasonable contribution” to overhead.  

	For Noncompetitive products, H.R. 3717 would replace the existing rate setting system, a “cost-of-service” system, with a form of incentive regulation which, to the extent it can be characterized, would be considered “price-cap” regulation.  The bill establishes five-year cycles for setting price caps, and annual rate adjustment authority for the Postal Service.

	Noncompetitive products would be divided into four “baskets” as follows:

	--First basket:  single piece First Class letters, parcels, and cards (domestic and international).

	--Second basket:  all other First Class (domestic only).

	--Third basket:  Periodicals (regular rate, within county, nonprofit, classroom).

	--Fourth basket:  Standard (single piece, regular, enhanced carrier route, nonprofit, bound printed matter, special rate, library rate).

	Every five years the Commission would conduct a proceeding to establish separate price caps for each of the Noncompetitive baskets.  These price caps would be based on the percentage change in the Gross Domestic Product Chain-Type Price Index (GDPPI) modified by an “adjustment factor” which the Commission, after hearings, would determine for each basket.

	The Postal Service could price Noncompetitive products as it saw fit, subject only to the requirement that prices, generally, could not exceed the price caps.

	Interestingly, it appears that at today’s rates Competitive products would constitute only about one percent of total postal volume and generate 14 percent of total postal revenues.  The volumes, revenues, and contributions to overhead of Noncompetitive and Competitive products under current classifications and rates are set forth in Attachment A.

	Following enactment, one last omnibus rate case (the baseline case) would be conducted under, generally, existing procedures and rules.  The rates from this case would, forever, serve as the foundation for future rate adjustments.  This would be an especially important case for Noncompetitive products, which would never again have their cost base reviewed.

	The Commission annually would audit the Postal Service to ensure it was acting in compliance with the law, with respect to both Noncompetitive and Competitive products.

	A matter not directly related to rate setting, but which could nevertheless have a significant effect on the financial viability of the Postal Service, is the bill’s narrowing of the postal monopoly.  Section 703 of the bill would amend the Private Express statutes to allow private carriage of letters outside the Postal Service when the amount charged is at least $2.  This would replace the existing “double the postage rule.”  At current First�Class rates, the $2 minimum would effectively exempt any letter weighing more than 8 ounces.  Also, because the $2 minimum would be a statutory limitation which is not indexed, more mail matter might qualify for this exemption as postal rates increase with the passage of time.

	One feature of current law that could complicate application of the $2 minimum is section 601(b) of title 39, which allows the Postal Service to “suspend the operation of any part of this section”—which would include the $2 provision—“upon any mail route where the public interest requires the suspension.”  The bill does not repeal or alter the quoted language.  Consequently, section 601(b) could be read to authorize the Postal Service to suspend and subsequently increase the $2 minimum in selected service areas based on its assessment of what the public interest requires.  The Postal Service may need this escape hatch.  A 1992 General Accounting Office report concluded that Priority Mail would be immediately at risk to competition if the double the postage rule were suspended (U.S. Postal Service:  Priority Mail at Risk to Competition if Double Postage Rule is Suspended, GAO/GGD-92-68 (May 1992)).



Responsibilities of the Directors

	H.R. 3717 greatly increases the responsibilities of the Postal Service Directors (now, Governors).  It is the Directors who will set the rates for both Competitive and Noncompetitive products.  Under the existing system, they adjust rates, generally, every three or four years, and, at that, against a backdrop of an extensive body of public input.  Under the bill, they would be adjusting many rates as often as annually.  It is not clear, but perhaps they would also be required to pass on experimental market tests and volume discounts.  Also unclear is the extent to which the Directors’ deliberations would be governed by the Government in the Sunshine Act (5 U.S.C. §552b).  Thus, it appears the Directors’ responsibilities will increase substantially; and so will their liability.  They will be subject to civil and criminal penalties under the anti trust laws (see, section 3744).

	The bill would triple Directors’ compensation, from $10,000 per year to $30,000.  The salary increase is the first since postal reorganization 25 years ago and really amounts to little more than a cost-of-living adjustment.  The bill contemplates that Directors will continue to serve part time.  The 42-day per year statutory service limitation, which would be unchanged, may not be sufficient given their increased authority and responsibility (see, 39 U.S.C. §202(a)). 

Commission Responsibilities

	Mr. Chairman, I want to thank you for the confidence you have expressed in the Postal Rate Commission.  You have pointed out that “[t]he bill enacts stringent reporting requirements to the Congress and to the U.S. Postal Rate Commission by providing the Commission with the ability to issue subpoenas, manage proprietary documentation and procure necessary information.  This legislation places significant responsibilities on the Commission . . .” (142 Cong. Rec. E1159 (daily ed. June 25, 1996)).  Section 3723 gives the Commission final decision making authority in determining price caps.  Under section 3783 the Commission would be given oversight responsibilities, not just with respect to Postal Service ratesetting and classification, but also with respect to determining whether the Service is meeting its performance goals, and, importantly, whether it is meeting its service standards.  The Commission would determine if the Postal Service was truly delivering.  An additional area of review should be Postal Service productivity, and the extent to which the Service is meeting reasonable productivity standards or targets it has established.  Given the absence of residual stakeholders, i.e., stockholders, to hold the Postal Service accountable for inefficiencies, some review of productivity is warranted.  The absence of total factor productivity as a major consideration would permit huge and unwarranted rewards in the face of declining productivity.  For example, postal officials are currently touting record “profits” for the second straight year and each of these years has seen a drop in productivity.  Productivity also declined in 1994.  In that year however, there were no profits.  The difference:  rates and profits increased in 1995.

	Our initial reading of the bill suggests the Commission may need additional guidance as to how Congress intends it to meet these new responsibilities.

Determining the Adjustment Factor.

	The ratemaking provisions (proposed 39 U.S.C. §3723) require the Commission to commence proceedings every five years to establish adjustment factors for the four baskets of products in the Noncompetitive category.  These adjustment factors, coupled with percentage changes in the GDPPI, determine the “price caps” which apply to all Noncompetitive postal products.  Proposed section 3723(c) lists six factors the Commission must consider in determining appropriate adjustment factors.  These factors are similar to, but not identical to, the nine factors currently used to set rates (see, 39 U.S.C. 3622(b)).  Proposed section 3723(c) also requires the Commission to take into account other “policies of this title” (i.e., the Postal Reorganization Act) in determining adjustment factors.  I expect this is intended to include policies such as:

--“[t]he Postal Service shall have as its basic function the obligation to provide postal service to bind the Nation together through the personal, educational, literary, and business correspondence of the people” (39 U.S.C. §101(a)); 

--“[t]he Postal Service shall plan, develop, promote, and provide adequate and efficient postal services at fair and reasonable rates and fees . . .” (39 U.S.C. §403(a)); 

--“[t]he Postal Service shall provide a maximum degree of effective and regular postal services to rural areas, communities, and small towns where post offices are not self-sustaining” (39 U.S.C.  §101(b));

--“the Postal Service shall give highest consideration to the requirement for the most expeditious collection, transportation, and delivery of important letter mail” (39 U.S.C. §101(e));  

--“[n]o small post office shall be closed solely for operating at a deficit, it being the intent of the Congress that effective postal services be insured to residents of both urban and rural communities . . .” (39 U.S.C. §101(a)); and

--“[a]s an employer, the Postal Service shall achieve and maintain compensation for its officers and employees comparable to rates and types of compensation paid in the private sector of the economy of the United States” (39 U.S.C. §101(c)).

	The bill repeals the policy added by the 1976 amendments, that when setting rates recognition should be given to the educational, cultural, scientific, and informational value to the recipient of mail matter and relegates the concept of fairness and equity---previously the first criterion for both ratemaking and classification---to an “also ran” status.

	The explanatory material circulated June 24 with the draft bill sets forth examples where the adjustment factor is applied to offset increases in inflation as measured by the GDPPI.  This is consistent with practice in other price cap regulatory regimens where the adjustment factor is typically a productivity offset.  Subtracting an adjustment factor from an inflation index brings pressure to bear on management to control costs and operate efficiently.  Proposed section 3723(e)(2), however, provides that “the adjustment factor shall be added to or subtracted from such change in the GDPPI, as the case may be” (emphasis added).

	The second factor the Commission is required to consider in setting an adjustment factor is “[c]ost to the Postal Service of providing the product” (proposed section 3723(c)(2)).  Is the Commission supposed to set the adjustment factors to ensure that the Postal Service may recover all of its costs?  This question is critical.

	Labor costs constitute approximately 82 percent of total Postal Service costs.  While H.R. 3717 establishes a Postal Employee-Management Commission to study and report on labor matters, it leaves the existing collective-bargaining system intact.  I do not advocate changes in this area.  However, the facts of the past and the expectations for the future may well clash when the adjusted GDPPI meets an arbitration decision.

	Attachment B compares increases in postal labor costs since postal reorganization (as measured by the Postal Service’s productive hourly wage rate for clerks, mailhandlers, city carriers, rural carriers, and vehicle service drivers) with two inflation factors, the CPI-U and the GDPPI, over the same period.  Using 1971 as the base period, labor costs have increased by 340 percent, while the GDPPI and the CPI-U have increased by only 241 percent and 281 percent, respectively.  If this trend continues, should the Commission establish adjustment factors which are added to the GDPPI, thereby permitting Noncompetitive postal rates to increase faster than general inflation?  Or should it establish adjustment factors which are subtracted from the GDPPI, thereby forcing Postal Service management to operate more efficiently, and perhaps, indirectly, bringing substantial pressure to bear on the collective-bargaining process?  It appears the latter is contemplated since the existing requirement that rates be set to permit the Postal Service to “break even” is repealed by section 1002(a) of the bill.  Additional congressional guidance on this question would be helpful.





Audit Responsibilities and Authority.

	H.R. 3717 creates a new, extremely important responsibility for the Commission -- annually reviewing Postal Service data and information to assure compliance with the Service’s obligations under the law.  This audit plays a central role in assuring that mailers continue to receive the kinds and quality of postal services envisioned in section 101 of title 39.

	Fortunately, data collection systems and cost analysis methodologies which will be integral to audit efforts already exist.  The bill allows the Commission to develop regulations so that data will be available in a form and detail to enable it to meet its new responsibilities.  At the same time, the bill directs the Commission to give due consideration to avoiding unnecessary effort and expense for the Postal Service.  Over the years the Commission has been very responsive to Postal Service concerns of this nature.  Current reporting requirements reflect a cooperative, continuing open dialogue between the agencies.  This will continue.  It seems, however, that the Postal Service would have no basis for withholding or objecting to the availability of any and all data pertaining to Noncompetitive products, since such information if disclosed could not, by definition, result in competitive harm.

	The Commission is directed to make a written determination that all rates or fees placed in effect were in compliance with law.  

	In the area of Noncompetitive rates, the Commission would be responsible for assuring that the Service does not obtain revenues in excess of the maximum allowable for any product.  This is the type of analysis the Commission has performed continuously during the past 25 years.  It would have no difficulty in making such determinations.  

	For Competitive products, compliance with the law would mean rates which recover attributable costs and make a reasonable contribution as required by proposed section 3742(b).  It is my understanding that the Commission would continue to exercise its current responsibility for determining what costs are attributable to the various types of mail.  For the system to work, I view this role as self-evidently essential.  In the past, the Postal Service contended that even service-specific advertising costs should not be attributed, a position rejected by the Commission.  If, for example, the Postal Service could initiate a multi-million dollar advertising campaign to support a new, discounted Express Mail service or a nation-wide Priority Mail service, and unilaterally determine that those advertising expenses should not be attributed when evaluating whether the new service recovered costs, the annual audit would become meaningless.

	Similarly, the Commission would be expected to exercise independent, unbiased judgment to determine that a product made a “reasonable” contribution to other postal costs.  With respect to the reasonableness of the contribution to overhead made by Postal Service competitive products, “reasonable” for a private sector competitor means recovery of all overhead costs.

	There is some ambiguity in the language of proposed section 3783(b)(1).  The Commission is to identify when “rates or fees were placed in effect . . . which were not in compliance with applicable provisions of this title” (emphasis added).  The clause “placed in effect” is ambiguous:  does it mean rates which are offered to the public, or does it mean only rates which are changed?  This is an important distinction, because rates for competitive products which comply with the Act one year, might come to be below cost in a subsequent year if extensive additional resources are applied in providing service during a period when rates remain unchanged.  Presumably, Congress and the public would like to know whenever the Service fails to adhere to the standards of the law.

The Baseline Case

	Proposed section 3701 requires the establishment of baseline rates and fees.  In essence, it provides for “The Last Great Omnibus Rate Case.”  Proposed section 3701 appears to contemplate a proceeding analogous to those conducted under existing law, although if the case is initiated after the enactment of the bill, pricing factors different from those required under existing law would be used to allocate institutional costs (compare, proposed section 3701(c), 39 U.S.C. §3622(b)).  This baseline case is critical because it establishes the foundation for establishing price caps for Noncompetitive products.  It will have long-lasting influence on the extent to which the Postal Service can recover institutional (overhead) costs from Competitive versus Noncompetitive products.  I have two primary concerns:  who establishes the revenue requirement, and the appropriateness of new pricing factors for this next and last omnibus rate case.

The Revenue Requirement.

	Judicial precedents under the Postal Reorganization Act have established that the Postal Service has broad discretion to determine how much revenue must be generated by a rate case (Newsweek, Inc. v. U.S. Postal Service, 663 F.2d 1186 (2d Cir. 1981); Time, Inc. v. U.S. Postal Service, 710 F.2d 34 (2d Cir. 1983)). The bill appears to contemplate a price cap system where the regulator would encourage the regulated entity to perform efficiently by limiting its ability to increase revenues simply to cover costs.  Yet in the proceeding which sets the baseline for this new system, the regulated entity would have every incentive and, indeed, virtually unfettered authority, to pad its revenue at least for the short term.

	A related issue is whether the revenue requirement for the baseline case should include amounts for contingencies and for prior years’ losses.  Proposed section 3723(f) provides a mechanism for the Postal Service to request relief from the price caps if it faces “severe financial exigencies.”  This is the type of emergency the contingency was intended for, so it seems inappropriate to include an amount for contingencies in the baseline case.  

	Another area where Congressional guidance would be helpful is the treatment of the provision for prior years’ losses.  This convention was established in the late 1970s by the Commission to help the Postal Service retire the substantial losses it had accumulated earlier in that decade.  In recent cases, the Commission has allowed the Service to add one-ninth of its cumulative losses to the revenue requirement, with the intention of bringing the Postal Service’s book equity back to its 1970 level in nine years.  This practice substantially increases the revenue requirement.  In the last omnibus rate case, Docket No. R94-1, $936 million over and above expected operating expenses was allowed for this purpose.

	While this convention was justifiable in the context of “break-even” ratemaking, should it be allowed to inflate the rates which will be the basis for the profit-oriented, price-cap ratemaking called for by H.R. 3717?  The Postal Service Directors will be expected to use market-based rates to build and maintain sufficient equity over time, without regard to the figure which happened to be on the books when the 1970 legislation became effective.  Inflating base rates over expected costs by hundreds of millions of dollars seems inconsistent with the new system, which is designed to limit rate increases to reflect an index of the economy as a whole.

The New Pricing Factors.

	For almost 25 years omnibus rate cases have been conducted in accordance with the pricing factors set forth in section 3622(b) of title 39, United States Code.  Section 3622(b) directs how institutional (overhead) costs shall be assigned to the various classes of mail and types of mail service.  These criteria have been examined and applied in nine omnibus rate cases and numerous other proceedings.  They have been interpreted repeatedly by the courts, including the Supreme Court in National Association of Greeting Card Publishers v. U.S. Postal Service (462 U.S. 810 (1983)).  I suggest that rewriting them for one last omnibus case could raise uncertainties and might unnecessarily generate judicial appeals, which could frustrate the attempts to avoid administrative delays in establishing the new system which are built into the bill.  Moreover, demand, which is identified as second most important of the proposed new factors, is among the existing factors and has been given substantial weight in recent Commission proceedings.  For example, formulistic measures of demand, i.e., elasticities, were significant factors leading to the establishment of an Enhanced Carrier Route subclass in the recent reclassification case (Docket No. MC95-1).

Noncompetitive and Competitive Categories

	While one might expect that the term “Noncompetitive” would equate with “monopoly” and “Competitive” would equate with “nonmonopoly,” this appears not to be the case under the bill.  The Noncompetitive product category includes some products which are not subject to the monopoly, such as catalogs and magazines, for which little competition exists; and others, such as addressed saturation mail, which is subject to the monopoly but for which substantial competition exists.  

	Under the bill, the only constraint on the Directors’ pricing authority for Noncompetitive products is that prices, generally, may not exceed the price caps (proposed section 3724).  This is a ceiling.  There appears to be no floor.  It appears that rates for Noncompetitive products could be set below cost, and that the Directors’ pricing activities in this area are not covered by the anti trust laws (proposed section 3744).  Thus, it appears the Directors could engage in predatory pricing with a Noncompetitive product such as saturation mail which, in essence, is a highly competitive product.  I am not suggesting that they would; but, if their primary goal were to increase market share in the advertising market and eliminate competition from newspapers and others, they could (see e.g., The Federal Times, September 1993, quoting Chief Operating Officer William Henderson:  “Henderson predicted, ‘ . . . the Postal Service, by the year 2000, will be the advertising medium of choice.’ . . . Two-day Priority Mail is a gold waiting to be mined, he added.  ‘If we can make it two days, we could drive everybody out of business.’”).

	There also appear to be some anomalies in the Competitive category, particularly in the Special Services area.  Many special services such as post office boxes in rural areas and certificates of mailing and delivery may be available only from the Postal Service.  Is there really competition for these services?

Flexibility

	A principal feature of the bill is increased flexibility for Postal Service management in pricing products.  What is the extent of this flexibility?

	In the Competitive category, the only constraint is that rates must cover “direct and indirect” costs and make “a reasonable contribution” toward paying overhead (proposed section 3742).  In the Noncompetitive category, generally, the only constraint is the price caps (proposed section 3724), although in many instances it appears numerous rate elements could be averaged to determine compliance with the caps.

	Proposed section 3721 sets forth a rather complicated classification mechanism, consisting of “subordinate units,” “further subordinate units,” and, perhaps, even “further, further subordinate units.”  The existing mail classification structure is incredibly complex.  It consists not just of classes, subclasses, and rate categories.  It also includes rate elements, discounts, pound and piece rates, surcharges, and zones.  The drafters of H.R. 3717 have tried diligently to capture and address this complexity; but, the new, complex terminology raises new questions.

	Under proposed section 3724 rates for products in the First Basket may not be averaged.  For the other baskets, as we interpret the bill, rates at the subclass level could not be averaged, but rates at lower levels, e.g., rate categories and discounts, could.  Attachment C attempts to classify existing “products” as subordinate units (not subject to averaging) and further subordinate units (subject to averaging).  If this is correct, what does it mean?  What is the true extent of pricing flexibility?

	Three contentious proposals arose during the last decade in the Regular Periodicals subclass, formerly called second class.  The Periodicals rates apply to more than 12,000 magazines and newspapers.  They range from very small to very large, from local to nationwide, from light to heavy, and from bound to unbound.  Some carry large portions of advertising and some carry none.

	The first proposal was to give a discount to periodicals submitted to the Postal Service on pallets instead of in sacks or in some other container.  To the degree that that discount depends on the minimum weight of the pallet and on the geographical make-up required for the pallets, it would have decreased rates for the larger mailers and increased them for the smaller mailers.  The second proposal was to make pound rates for non-advertising material (commonly referred to as editorial material) vary with the distance the mail travels.  This change would have increased rates for periodicals that go long distances and that have a high proportion of editorial content.  The third proposal was to split periodicals into two products, one with high density and one with low density.  In this case, density is defined roughly in terms of the proportion of postal delivery points in relevant delivery areas receiving the publication.

	Each of these proposals was hotly debated.  Each was discussed in terms of competition and other factors.  The pallet discount was, after several steps, recommended by the Commission and then rejected by the Governors.  The proposal to zone the editorial content of publications was rejected by the Commission in both the 1987 case and the 1990 case.  The proposal to split second class into two separate products was also rejected, although the rates finally recommended went a long way toward recognizing the cost differences on which the Service’s proposal was based.

	It appears that the bill would allow the Postal Service to implement its own version of all of these changes, and then some.  That is, the Postal Service, following Federal Register notice, could implement a pallet discount, a zoned rate structure for editorial matter, and a bulk discount for high-density publications.  Further, it could develop discounts based on other characteristics, and it could amplify the discounts that already exist.  If changes of this kind were made, the potential exists to increase the rates for many thousands of publications by 20 to 30 percent or more to offset rate reductions for a relatively few publications by percentages of similar magnitude.  

	The nature of such a chain of events deserves attention.  If the Postal Service develops a change and finds it possible under the new bill to make the change quickly and without the substantial cost of litigating it before the Commission, this saves time and money.  But, what about those times when the proposal was found wanting?  Then, perhaps, the time and money were well spent.  For example, the third change discussed above, splitting periodicals into two products, one high density and one low density, was the key element in the reclassification proposal for second class in the first phase of reclassification, Docket No. MC95-1.  After the Postal Service worked on the proposal for several years, there was a 10-month litigation period before the Commission.  More than 40 pieces of testimony focused predominantly or in substantial degree on this issue.  A range of second class mailers and mailer groups undoubtedly spent hundreds of thousands of dollars analyzing the proposal.  Then, based on an extensive record, which included considerable attention to testimony from several economists with expertise in the regulatory area, the Commission recommended against the split.  

	Under the bill, the Postal Service, on the basis of short notice and limited or no additional review, could proceed with a quantity discount or a density discount to bring about almost the exact same split it originally proposed.  There would be no need to consult with customers.  Equally important, it appears there is no recourse short of a legislative remedy.  This type of extensive Congressional involvement is what the Postal Reorganization Act sought to reduce.

Classifying Products.

	Classifying “products,” and identifying subordinate units and further subordinate units will be very important.  Under proposed section 3741, it appears that the Domestic Mail Classification Schedule will be controlling, at least initially.  Who interprets and applies its provisions?  The Commission and the Postal Service have disagreed on this.  Perhaps the bill should address the issue more fully.



45-Day Notice; Annual Adjustments.

	For both Competitive and Noncompetitive products, the Postal Service may adjust rates only once each year and only after 45 days advance notice in the Federal Register (proposed sections 3724, 3742).  In the Competitive area, does this give the Postal Service sufficient flexibility?  If Postal Service management designs a Priority Mail marketing campaign to increase market share at the expense of its competitors, should it be required to disclose publicly those rates 45 days before the campaign begins?  If a campaign launched in February flops, should management be able to change rates again in October?  Although an annual limitation on rate adjustments would probably assist the Commission in performing its annual audit function, in all fairness, given the stated goal of increased flexibility, I wonder if these limitations are appropriate for pricing products in the Competitive category.

Level Playing Field

	In the Competitive category, does the bill really “level the playing field”?  The anti trust laws are made applicable; but is this enough?

	Under the bill, the Postal Service would continue to enjoy other cost advantages that economists might view as artificial in a competitive arena.  It would not have to earn profits for investors or pay taxes, even on its competitive activities, in the communities in which it operates.  Economists might view this as a failure to recognize the “true opportunity cost” of the resources that the Postal Service diverts from other economic uses in order to provide Competitive postal products.  Also, except for a proposed limited experiment, the Postal Service’s monopoly on mail box access remains in effect.   

	Perhaps most importantly, the Postal Service still enjoys the stature of being an entity of the United States Government.  This gives it an advantage in negotiating with foreign postal administrations over matters such as customs procedures.  Additionally, despite the financing changes contemplated by Title IV of the bill, it appears the Federal Government would in all likelihood still be seen as an implicit guarantor of the Postal Service’s debt.  This would allow the Service to borrow on terms more favorable than commercial enterprises in the private sector and, indeed, allow it to borrow in circumstances where no private sector firm could borrow.

	Other advantages continue also.  The Postal Service would continue to exercise eminent domain in instances where it deemed it advantageous to build processing or delivery facilities.  It would also continue to be immune from parking tickets in accessing urban delivery points.

	All of these give the Postal Service a competitive advantage not earned through greater efficiency and may enable the Postal Service to displace private competitors in competitive markets, even though it may not be the least-cost provider.

Volume Discounts

	Section 604 of the bill would allow the Postal Service to offer volume discounts in a rate or fee, as long as all users of the class or service involved would be eligible for the same discount, and as long as the discounted rate satisfies a criterion applicable to the mail’s status in the Competitive or Noncompetitive category.  The “equal access” provision in this section is necessary to promote fairness, and in my view should be an essential component of any Postal Service program of discounted rates.  However, the discretion to set eligibility criteria can result in discrimination, and the discounts themselves deserve very careful attention.

	Under current law and Commission practice, the Postal Service must justify volume discounts by demonstrating that there will be a cost saving, which usually results from worksharing performed by the mailer.  The bill in its current form does not require any assessment of costs before discounts can be offered in the Noncompetitive area.  Without an estimate of cost savings as a benchmark, the net effects of volume-based discounts on the revenues and costs of particular services could be difficult to gauge.  Discounts, after all, reduce revenues for mail volume that is already in the postal system, and “loss leader” discounts for new volume may not produce a net financial benefit to the Postal Service, although they could be used to take business away from competitors.  These issues should be addressed before discounts are put into effect.

	Both section 604 and the ratemaking provisions in Title X of the bill require that each product in the Competitive mail category recover its direct and indirect costs and make a reasonable contribution to the other costs of the Postal Service.  This is a reasonable and necessary standard, because it would prohibit cross-subsidies of Competitive products by the Noncompetitive category, most notably First-Class Mail.  However, without an assessment of the respective costs and revenue benefits of a program of discounts for a competitive product, it could be difficult to establish whether this requirement is being met.

Experimental Products

	This bill grants the Postal Service broad authority to offer new or modified products on an experimental basis.  An experimental product could be offered for up to three years before the Service would have to take action to make it a permanent Competitive or Noncompetitive product.  The only substantive limitation is that a market test could not be conducted if its anticipated annual revenues exceed $100 million.

	First, it should go without saying that $100 million per year is a huge amount of money for most businesses.  Gross revenues of this magnitude, if achieved by the Postal Service relative to a single product or service, could seriously disrupt many existing markets.  Of even more importance to mailers, if the Postal Service spends serious money in the expectation of obtaining this much revenue, but it in fact loses substantial sums of money, the question then arises who must bear the burden of recovering these losses.

	Recently the Commission granted Postal Service requests to increase its flexibility by adopting new rules of procedure.  One week ago today, the Commission received a joint Motion for Reconsideration filed on behalf of diverse parties questioning the potential financial impact of the Commission’s actions with respect to expedited treatment of provisional services and multi-year test periods (which did not grant nearly as much flexibility as H.R. 3717).  I can not comment on the merits of the arguments presented.  The Motion is included as Attachment D so that you can understand the depth of concern of those mailers that view themselves as captive to the Postal Service.

Finality

	One aspect of the new ratesetting process that bears a special mention is that the current extensive provisions for multiple reconsiderations and judicial reviews of rate decisions would be eliminated.  The Commission previously has testified in favor of eliminating some of these reviews in order to simplify and expedite the rate process.  My opinion remains that the current system of multiple checks and balances is, in some instances, too much of a good thing.

	At the same time, I suggest caution about going too far in the opposite direction. For individuals and numerous diverse business interests, the Postal Service provides the only hard copy access to every American.  This means that a flawed rate decision could have a devastating impact on a sector of the business community.

	H.R. 3717 provides no recourse and no remedy should the Postal Service implement rates that unintentionally or unwittingly destroy small businesses, or even a whole segment of an industry.  For example, if rates for publications are changed so that copies sent locally pay much less, while copies sent to distant or rural areas pay much more, on average the increase might not exceed the GDPPI.  Nonetheless, such a decision might leave a substantial number of low circulation publications with national mailing lists unable to afford to have their product delivered, and they might fail.  Even if the Postal Service rationale for its decision, as published in the Federal Register, was completely arbitrary or based on an inaccurate factual predicate, those publications would have no recourse.  The Directors’ decisions are final.  They “are not subject to judicial or administrative review” (proposed sections 3724, 3742).

	The complaint procedure also provides no effective remedy.  In the previous example, suppose that when the Postal Service increased the rates for publications sent to distant areas it accidentally increased the rates for publications by more than the GDPPI.  If a complaint is filed and the Commission finds it justified, relief still may not prevent many of the publications harmed by those rates from being put out of business.  The Commission cannot order the Postal Service to change the unlawful rate.  It can only order the Postal Service to set aside profits for limited purposes.  If there are no profits, a complaint case is meaningless; and even if profits exist, the Service may satisfy its obligations by claiming to delay future increases for Noncompetitive products.  Deferring an increase for all Noncompetitive products would be of little benefit to these low circulation publications.

	In this hypothetical situation, publications may not be the only ones adversely affected.  If the Postal Service changes rates so that it becomes uneconomic to send publications longer distances, citizens living in remote rural areas may effectively be denied access to many publications.

	Earlier I discussed the predatory pricing possibilities created by the fact that several postal products in the “Noncompetitive” baskets are in direct competition with products offered by private enterprises.  For example, Enhanced Carrier Route saturation mail competes with newspaper inserts.  There is nothing that prevents the Postal Service from exploiting some captive users of one or more further subordinate units in Enhanced Carrier Route mail, for example catalog mailers, to cross-subsidize saturation mail’s direct competition with daily and weekly newspapers.

	Here again, a complaint to the Commission would provide no real relief to either the exploited captive mailers or to the private enterprise facing unfair competition.  H.R. 3717 appears to allow for exploitation of one further subordinate unit to benefit others.  Even if the Commission were to find a complaint justified and find that a particular product should be reclassified as “Competitive,” the Directors could reject that recommendation and their decision would not be subject to judicial review.

	I believe that there should be some mechanism to allow those who are convinced that certain Postal Service rates are in direct violation of law to present their concern, and if their concern is valid, to obtain relief.  I suggest that if the Commission finds that the Postal Service has implemented unlawful rates, it should be authorized simultaneously to direct the Service to implement changes to bring those rates into conformance with the standards of title 39.

	I am not confident that the anti trust laws, by themselves, will provide a satisfactory solution.  While the specter of an adverse treble damage award may restrain stock-owning managers of publicly-held private businesses from unfair competition, Postal Service managers would be motivated by H.R. 3717 to stretch the edge of the competitive envelope.  They would benefit in profitable years and would suffer no personal harm if they inadvertently go too far.  An anti trust award against the Postal Service only will reduce taxpayers’ equity.  It will not depress future profits which are measured on an accrual basis.

Price Cap Regulation

	Price-cap regulation is a form of incentive regulation.  The incentive that drives price-cap regulation is the profit incentive.  Owners of a monopoly franchise are offered a deal.  In return for imposing a cap on prices, the regulator or legislature allows the monopolist to keep any profits it might earn through lowering costs.  In other words, the price cap places downward pressure on prices, which translates into downward pressure on costs.

	In a Postal Service where 80-85 percent of costs are labor costs, downward pressure on costs means downward pressure on total wages and benefits.  A reduction in total wages and benefits can only be accomplished by reducing wage rates or number of employees.  Whether significant reductions of this kind can realistically be achieved without significant changes in postal labor-management relations and/or service seems questionable.

	A second problem with price-cap regulation has been identified in the economic literature.  This problem relates to the inability of a regulator to make an irrevocable commitment to maintain a price-cap mechanism no matter how much profit a monopolist earns.  After all, the whole point of regulation--whether old-fashioned cost-of-service regulation or modern incentive regulation--is to prevent a monopolist from exploiting its monopoly power.  Large, “obscene” profits are likely to be interpreted as evidence of monopoly exploitation, which in turn could lead to reimposition of stringent price controls.

	With a very real threat of more stringent regulation hanging over their heads, owners of a monopoly franchise may prefer to forgo large profits in order to retain the pricing freedom that is available under price-cap regulation.  But a self-imposed limit on profits is no different than one imposed by a regulator.  In the end, price-cap regulation may not be much different from cost-of-service regulation in terms of ultimate outcomes.

	Mr. Chairman, as I mentioned earlier, my testimony today focuses primarily on the new pricing mechanisms.  We will, undoubtedly, have additional questions, comments and suggestions about this and other aspects of H.R. 3717 as consideration of the bill proceeds.  I look forward to continuing to work with you.  This, however, completes testimony for today.  I will try to answer questions you may have.
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