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On behalf of the Postal Regulatory Commission, | am pleased to present our Annual Compliance Determination
(ACD) reviewing the performance of the United States Postal Service for Fiscal Year 2012. This annual, after-
the-fact review is required by the Postal Accountability and Enhancement Act (PAEA) and focuses primarily on
financial transparency and compliance with pricing and service performance standards. The Postal Service's
comprehensive submission and its prompt responses to all Commission requests for additional information are

required in order that this ACD fulfills its regulatory role.

The Postal Service's net financial losses eroded its already precarious situation even further in FY 2012. The
Postal Service incurred losses of $15.9 billion. $11.1 billion of that amount was an expense for the Retiree Health
Benefits Fund (RHBF), although the Postal Service did not make this payment. $2.4 billion was due to a workers’
compensation liability adjustment and $2.4 billion was attributed to operating losses. The Postal Service has
reached its maximum borrowing limit and is not able to finance essential capital investments nor to adequately
support needed innovations. The Postal Service has focused on reducing its costs and has undertaken ambitious

restructuring plans that impact service levels.

Based on our review of information provided by the Postal Service, the Commission has determined it to be
largely in compliance with postal policies and the pricing requirements of the PAEA. Notably, service performance
improved for almost all classes of mail. Nevertheless, nine Market Dominant products' prices failed to raise
revenue sufficient to cover even their attributable costs, causing losses of $1.5 billion, more than 50 percent
of the total operating losses under management control. In particular, Standard Mail Flats revenues were $528
million less than attributable costs and Periodicals produced a $670 million loss. This ACD highlights the untapped

potential of the pricing flexibility available to the Postal Service under the law.



The Postal Service can increase contribution through adjustments in worksharing arrangements and rates charged
for products within a class but it has not yet fully used that flexibility. While the Postal Service has implemented
certain Standard Flats rates that respond to the Commission's previous finding of non-compliance, its pricing
strategy continues to result in negative contributions per piece. For Periodicals, the Postal Service has maintained

a stagnant worksharing and pricing structure since FY 2007 and, in FY 2012, the contribution per piece declined.

The Commission commends and continues to support the Postal Service’s efforts to innovate. In FY 2012, the
Commission approved two pricing incentives designed to increase the value of the mail and slow the diversion
of mail to electronic channels. The Commission also evaluated three market tests initiated in previous years and
found two of them successful. The Postal Service’s first Market Dominant Negotiated Service Agreement (NSA) may
not be as promising. The Postal Service continued to pursue competitive NSAs, agreeing to 65 domestic NSAs and

383 international NSAs in FY 2012. And the adoption of POStPlan preserves customer access in rural communities.

In FY 2012, Congress and the Administration considered legislative action to address the Postal Service’s structural
problems. Senate Bill 1789 included several of the Commission’s recommendations for statutory changes that
would benefit the Postal Service. The Senate Bill adjusted the RHBF payment schedule to help address the Postal
Service's current liquidity challenge, provided more opportunities for non-postal product offerings and clarified
the scope of appellate review for Postal Service determinations to close retail facilities. We believe this ACD will

help to further inform Congress's consideration of legislation in 2013.

| wish to thank Vice Chairman Robert Taub and Commissioners Mark Acton, Tony Hammond and Nanci Langley
for their valuable work and contributions to this report. On behalf of my fellow Commissioners, | also want to

recognize the Commission staff’s outstanding efforts and dedication to our work.

Ruth Y. Goldway
Chairman
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CHAPTER 1
EXECUTIVE SUMMARY

This report reviews the Postal Service’s performance in Fiscal Year 2012, fulfilling the Commission’s responsibility
to produce an annual assessment of Postal Service rates and service. 39 U.S.C. 3653. It is based on information
the Postal Service is required to provide within 90 days after the close of the Fiscal Year and on comments
subsequently received from the public. Specific Commission findings and directives are identified at the beginning

of, and italicized throughout, each chapter.

PRINCIPAL FINDINGS — FINANCIAL PERFORMANCE

The Postal Service’s financial situation continued to decline in FY 2012. At the end of FY 2012, the Postal Service
incurred a loss of $15.9 billion. Of this, $11.1 billion was due to its Retiree Health Benefits Fund (RHBF) expense,
$2.4 billion was due to a workers’ compensation liability adjustment, and the remaining $2.4 billion was operating

loss under management control.

For the first three years after the enactment of the Postal Accountability and Enhancement Act (PAEA), the
statutorily required pre-funding of the RHBF contributed significantly to the Postal Service’s financial losses.
Without these payments the Postal Service would have increased, rather than decreased, its retained earnings in
FY 2007 and FY 2008. The inability to generate sufficient revenues to meet its financial obligations has contributed
to serious cash flow constraints. For FY 2009 through FY 2012, however, the Postal Service would not have been

profitable even without these obligations.

For FY 2012, the Postal Service defaulted on its payment to the RHBF. Even without these payments, the Postal
Service exhausted its statutorily defined borrowing limit. On average, 40 percent of the Postal Service’s total costs
are considered fixed and the severe volume losses that began in FY 2006 have continued to make it difficult for the

Postal Service to generate sufficient funds to cover its fixed cost.

To remain viable, prices must be set to cover the total costs of the Postal Service. As volume declines, the fixed
costs must be spread over fewer pieces. The difficulty in recovering fixed costs through pricing has led the Postal
Service to find ways to substantially reduce those fixed costs. The Postal Service has proposed a new delivery
schedule that includes package delivery Monday through Saturday, and mail delivery Monday through Friday.
It has also begun moving forward with significantly reducing overnight and two-day service, and consolidating

approximately 50 percent of its mail processing network.

POSTAL REGULATORY COMMISSION 7



PRINCIPAL FINDINGS - PRICING

Nine of the Postal Service’s market dominant products failed to generate revenues sufficient to cover attributable

costs, losing a total of $1.5 billion, including $642 million from Periodicals and $528 million from Standard Mail Flats.

The Postal Service has the pricing flexibility to increase contribution through worksharing incentives and rates
charged for products within a class. However, the Postal Service has not adequately used this flexibility. For example,
it has not changed the pricing strategy for Periodicals since FY 2007, and in FY 2012 the revenue per piece declined.
Likewise, the pricing strategy for Standard Mail Flats continues to result in negative contribution per piece.

For Periodicals, the Postal Service should review its operational strategy to assess what cost savings initiatives are
working and how they can be improved. The Postal Service should also review its pricing strategy to determine
how to incentivize additional mailings that can be efficiently processed by current or planned operations. Since
the current Periodicals pricing structure was implemented in FY 2007, neither the worksharing discounts, nor the
sack, bundle or pallet charges have substantially changed. Both products in the Periodicals Class lost money during
FY 2012; however, the Commission does not find the prices and fees to be out of compliance at this time. Instead,
the Commission finds that the Postal Service needs to take further action to reverse the negative net revenue

trend.

For Standard Mail Flats, the Commission finds that the Postal Service has begun to make progress toward addressing
the issues raised by the Commission in the 2010 ACD and makes no changes to that directive. The Postal Service
should continue with its proposed three-year schedule of above-average price increases and operational changes

designed to reduce flats costs.

Sixteen workshare discounts were too large, as the discounts exceeded avoided costs and were not justified by a
statutory exception. The Postal Service is directed to either align these discounts with avoided costs in the next

market dominant price adjustment or adequately support an applicable statutory exception.

Competitive Products generated a profitamounting to 7.5 percent of the total Postal Service institutional costs. Both
volume and revenue increased for Shipping and Package Services despite rate increases in excess of the Consumer
Price Index (CPIl). Volume increased 25 percent and revenues increased 8.7 percent. There were 63 competitive
domestic Negotiated Service Agreements (NSAs) all of which appear to have covered their attributable costs and
complied with the statutory requirements of section 3633(a)(2). There were 383 competitive international NSAs,

of which 379 complied with the statutory requirements.

Four international competitive products failed to cover attributable costs and thus did not comply with section
3633(a)(2). Each of these products is an international Negotiated Service Agreement. The products are Global
Plus 2B, Global Plus 2C, Inbound Air Parcel Post (at non-UPU rates), and International Inbound Competitive Multi-
Service Agreements with Foreign Postal Operators. The Postal Service is directed to review current versions of

those agreements and report to the Commission within 90 days.

8 2012 ANNUAL COMPLANCE DETERMINATION —CHAPTER |



PRINCIPAL FINDINGS — SERVICE PERFORMANCE

The Postal Service met its service performance targets for both Single-Piece First-Class letters and cards and Presort

First-Class letters and cards, its flagship products.

While the Postal Service did not meet its delivery service standard target for the majority of market dominant
products in FY 2012, it made significant improvements over the course of the fiscal year. For most of the mail

volume, quarter 4 results were substantially higher than quarter 1 results.

Developing reliable measurement systems continues to present challenges to the Postal Service. Low levels of
Full-Service Intelligent Mail barcode (IMb) adoption can result in unreliable service performance measurements.
Although the Postal Service has made progressinincreasing mailer participation in Full-Service IMb, the Commission
is concerned about the low level of participation for certain Standard Mail categories, Package Services and

Periodicals.

The Postal Service is also currently unable to identify the majority of Standard Mail pieces by product. This results
in service performance for most of Standard Mail volume being reported as mixed product categories. The Postal
Service is taking steps to address this problem and is expected to discuss its progress in identifying Standard Mail

pieces by product in its next Annual Compliance Report to the Commission.

The Postal Service has announced plans to adjust overnight and 2-day service standards for First-Class Mail, realign
office hours for certain small post offices, and reduce the frequency of mail delivery from six days to five days,
while retaining 6-day delivery for packages. The various implications of these service changes have been discussed

in previous Commission Advisory Opinions.

POSTAL REGULATORY COMMISSION @
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CHAPTER 11
BACKGROUND

INTRODUCTION
STATUTORY CONTEXT

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

transparency, and oversight of the Postal Service.

TiMELINE AND REVIEW OF REPORT

The Postal Service is required to file the ACR no later than 90 days after the end of each fiscal year (that is, 90 days
after September 30). The Commission is required to complete the ACD within 90 days after receiving the ACR. The
Postal Service filed the 2012 ACR on December 28, 2012. Thus, the Commission must issue the ACD no later than
March 28, 2013.

Focus or THE ACR

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

! Pub. L. 109-435, 120 Stat. 3198 (2006).
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OTHER REPORTS

In conjunction with its filing of the ACR, the Postal Service must also file its most recent comprehensive statement

on postal operations, its performance plan, and program performance reports. 39 U.S.C. 3652(g).

CoMMIsSION RESPONSIBILITIES

Under 39 U.S.C. 3653, the Commission is responsible for providing an opportunity for public comment on the Postal
Service’s submission, making a written determination as to whether any rates or fees were not in compliance with
applicable provisions of chapter 36 of title 39, United States Code, or related regulations, and whether any service
standards were not met. 39 U.S.C. 3653(a) and (b). If a determination of non-compliance is made, the Commission
is directed to take such action as it deems appropriate. 39 U.S.C. 3653(c). The Commission is also required to
evaluate annually whether the Postal Service has met the goals established under sections 2803 and 2804 and may
make recommendations to the Postal Service related to the protection or promotion of the public policy objectives
of title 39. 39 U.S.C. 3653(d).

PROCEDURAL HISTORY
On December 28, 2012, the Postal Service filed its 2012 ACR, covering the period from October 1, 2011, through

September 30,2012. The ACR includes an extensive narrative discussion and a substantial amount of detailed public
and non-public information contained in library references. The library references include the Cost and Revenue
Analysis (CRA), the International Cost and Revenue Analysis (ICRA), cost models supporting workshare discounts,
and volume information presented in billing determinants. Library Reference USPS-FY12-9 summarizes the other
materials included in the ACR submission and contains a list of special studies and a discussion of obsolescence?
in response to 39 C.F.R. 3050.12.

The Postal Service concurrently filed its 2012 Comprehensive Statement on Postal Operations, which included the
Postal Service’s 2012 Annual Performance Report and 2013 Performance Plan.® Additionally, the Postal Service
filed its annual report to the Secretary of the Treasury regarding the Competitive Products Fund, as required by 39
U.S.C. 2011(i), as part of Library Reference USPS-FY12-39.

On January 2, 2013, the Commission issued an order providing notice of the Postal Service’s filing of the ACR and
an opportunity for public comment, establishing Docket No. ACR2012 as a formal docket to consider the ACR,
and appointing a Public Representative to represent the interests of the general public.? It established February 1,

2013, as the deadline for comments and February 15, 2013, as the deadline for reply comments.

2 In this regard, obsolescence refers to studies that may be outdated, e.g., a study may not reflect current operating conditions and procedures.

3 2012 Comprehensive Statement of Postal Operations, December 28, 2012. This document was filed as Library Reference USPS-FY12-17. It contains
information required by the Postal Reorganization Act of 1970 (PRA), the PAEA, and chapter 28 of title 39, as added by the Government Performance
and Results Act of 1993, P.L. 103-62; 107 Stat. 292.

4 See Notice of Postal Service’s Filing of Annual Compliance Report and Request for Public Comments, January 2, 2013 (Order No. 1609); see also 78 FR
1276-1277 (January 8, 2013).
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MEeTHODOLOGY CHANGES

The Postal Service reports that the 2012 ACR generally uses the methodologies applied in the 2011 ACR, except in
cases where methodology changes were approved by the Commission after the 2011 ACR or were pending before
the Commission at the time the 2012 ACR was filed. The Postal Service identifies 13 approved changes and 1
pending change. The approved changes were incorporated into the 2012 ACR. Where the pending change affected
material in the ACR, the Postal Service generally included a version of the materials incorporating the pending
change and a version that does not incorporate the change. The Postal Service requests that the Commission
provide each model used in the preparation of the 2012 ACD at the time the 2012 ACD is issued, in order to ensure
that the most up-to-date models are used in the 2013 ACR.

Propuct ANALYSIS

The Postal Service provides an analysis of each market dominant product, including special services provided and
domestic and international negotiated service agreements entered into during FY 2012. This analysis includes a
discussion of workshare discounts and passthroughs for market dominant products, required by 39 U.S.C. 3652(b).
The Postal Service also provides data for competitive products and discusses the data with reference to standards
under 39 U.S.C. 3633 and 39 C.F.R. 3015.7. Finally, the Postal Service discusses the four market dominant market
tests and one competitive market test conducted in FY 2012, as well as two market dominant and nine competitive

nonpostal products.

SERVICE PERFORMANCE

The ACR includes information regarding service performance, customer satisfaction, and consumer access, as
required under 39 U.S.C. 3652 and 39 C.F.R. Part 3055.

CONFIDENTIALITY

Commission rules require the Postal Service to apply for non-public treatment when it considers information
required in periodic reports to be commercially sensitive. 39 C.F.R. 3007.20. An application for non-public treatment
must specify reasons for concluding the particular information is commercially sensitive and detail the nature of
the competitive harm that public disclosure is likely to cause. The ACR includes such an application with respect to

certain competitive products.

REQUESTS FOR ADDITIONAL INFORMATION

Twelve Chairman’s Information Requests (CHIRs) were issued with respect to the ACR during the period beginning
January 4, 2013, and ending March 8, 2013. The Postal Service responded to the CHIRs, often filing supplemental
information in support of the responses. The Commission appreciates the Postal Service’s responsiveness to
the CHIRs.

POSTAL REGULATORY COMMISSION 13
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CHAPTER III
LEGAL ISSUES

INTRODUCTION

Commenters raise several legal issues: (1) whether the Commission is required to make a finding of collective non-
compliance of those products that have failed to recover their attributable costs since FY 2008; (2) whether Standard
Mail Flats remain out of compliance with title 39, and the related issue of whether High Density/Saturation letters
are unlawfully overpriced; (3) whether workshare discounts for nonprofit Standard Mail are unduly discriminatory;

and (4) whether the Periodicals class complies with title 39 notwithstanding its continuing failure to cover costs.

NONCOMPENSATORY PRODUCTS SINCE FY 2008
BACKGROUND

Beginning in FY 2008, seven products have failed to generate revenues that cover their attributable costs.! The facts
and circumstances surrounding each of these products were analyzed in the ACDs for each of the fiscal years from
FY 2008 through FY 2011. See, e.g., 2008 ACD at 58; 2009 ACD at 75; 2010 ACD at 94; and 2011 ACD at 105-106
(Periodicals). In each of those ACDs, the Commission identified steps intended to move those noncompensatory

products toward full cost-coverage. /d.

COMMENTS

Valpak asserts that the Postal Service’s current financial problems are due largely to “self-inflicted” losses from the
seven products with consistent losses. Valpak Comments at 33-38. Valpak argues that the Commission should make
a finding of collective non-compliance with respect to those seven products. /d. at 37-38.2 It bases its argument
on its reading of 39 U.S.C. 3653(b) and upon the Commission’s order on remand in the 2010 ACR proceedings.?
Section 3653(b) provides that the Commission:

shall make a written determination as to — (1) whether any rates or fees in effect during such year (for
products individually or collectively) were not in compliance with applicable provisions of this chapter (or
regulations promulgated) thereunder....

1 Those seven products are: Inbound International Single-Piece First-Class Mail; Standard Mail Flats; Standard Mail NFMs and Parcels; Periodicals Within
County; Periodicals Outside County; Single-Piece Parcel Post; Media and Library Mail. See Docket No. ACR2008, Annual Compliance Determination,
March 30, 2009 (2008 ACD); Docket No. ACR2009, Annual Compliance Determination, March 29, 2010 (2009 ACD); Docket No. ACR2010, Annual
Compliance Determination, March 29, 2011 (2010 ACD); and Docket No. ACR2011, Annual Compliance Determination, March 28, 2012 (2011 ACD).

2 Earlier in its comments, Valpak states that eight market dominant products collectively violate requirements of title 39. /d. at 33. Those eight products
appear to be the seven products identified in note 1, supra, together with First-Class Parcels. Id.; see also id. at 35 (Table 1I-2, column headed “FY 2012
Deficit (million)”).

3 Docket No. ACR2010-R, Order on Remand, August 9, 2012 (Order No. 1427).
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Valpak argues that although the Commission has in all prior ACDs evaluated compliance for products “individually,”
not “collectively,” section 3653(b) requires compliance determinations on a collective basis as well. Valpak

Comments at 33.%

Valpak seeks to support its interpretation of section 3653(b) by citing the Commission’s statement in Order No.
1427 that “[r]ates that do not cover a product’s attributable costs ...are subject to more careful scrutiny by the
Commission because, among other things, any shortfall shifts burdens onto other mailers...[and that the]...totality
of circumstances presented is critical to Commission evaluations under section 3653.” /d. at 36 (emphasis omitted).
Valpak argues that the “totality of circumstances” includes the collective magnitude, duration, and impact of the
revenue shortfalls of the seven products it identifies, as well as the Postal Service’s failure to take adequate steps

or to develop a plan to make these products profitable. /d. at 36-37.

The American Catalog Mailers Association (ACMA) opposes Valpak’s suggestion that the elimination of losses by
means of adjustments to the rates of all products that have failed to cover their attributable costs during the past
five years will virtually eliminate Postal Service operating losses. ACMA Reply Comments at 3-5. ACMA’s position is
based on the contention that under price cap regulation the net effect of price adjustments within a class results
in price increases for some products and price decreases for others with no demonstrable causal link between an

overall revenue deficit and any specific product or group of products. /d.

Time Inc. (Time) responds to Valpak’s “theory of collective responsibility” by arguing that Valpak has misinterpreted
the statutory language of section 3653(b), has proposed a concept of collective responsibility that is either a
redundancy or inconsistent with logic or principles of fairness, and misapplies the “totality of circumstances” test
as articulated in Order No. 1427. Time Reply Comments at 12-15.

Assuming that the term “collectively” as used in section 3653(b) is, as Valpak argues, broad enough to authorize a
compliance analysis that assesses groups of products, the Commission concludes that the record does not support
a finding that the noncompensatory products identified by Valpak are, as a group, non-compliant. Nor does the

Commission accept Valpak’s application of the “totality of circumstances” test set forth in Order No. 1427.

Valpak’s allegations of collective non-compliance are based solely on the fact that eight market dominant products
do not cover their attributable costs, that seven of those same products have lost money in each of the last 5 years,
and that the losses from noncompensatory products have constituted almost two-thirds of the Postal Service’s

operating loss over those same 5 years. Valpak Comments at 33-34.

While product losses are an important consideration in determining compliance with applicable statutory
requirements, the Commission has consistently maintained that a product losing money does not, by itself,
necessarily requireafinding of non-compliance. See, e.g., 2010 ACD at 17 (“Afinding thata product (eitherindividually

or collectively) fails to satisfy a provision of title 39 does not compel a finding of non-compliance. In making its

4 Valpak identifies 3 possible meanings of the term “collectively” in section 3653(b): (1) all market dominant products; (2) all products within a class; and

(3) “all products that perennially lose money and together are a financial threat to the Postal Service’s survival as a financially independent entity....” It
is the third possible meaning that Valpak uses as a basis for its claims. /d.
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determination, the Commission must take into account numerous sometimes conflicting considerations.”(emphasis
added)); and Order No. 1427 at 14 (“a finding that a product or class fails to satisfy a provision of title 39, including

the cost coverage factor of 39 U.S.C. 3622(c)(2), does not compel a finding of noncompliance.”).

Other relevant factors in a compliance determination include: differences in the circumstances of products
showing a loss; the specific reason(s) for the losses; the magnitude and trend of losses; the steps suggested
by the Commission to reduce the losses; and the Postal Service’s response to the losses and the Commission’s
suggestions for reducing those losses. See Order No. 1427. Valpak offers no reason, and the Commission finds

none, for ignoring these other relevant factors in assessing allegations of collective non-compliance.

A review of the products which Valpak alleges to be collectively non-compliant reveals significant factors that
lead the Commission to reject a finding of non-compliance notwithstanding the losses produced by those
products. Together, the other relevant factors affecting each of the products in the group challenged by Valpak
effectively preclude the finding of collective non-compliance that Valpak seeks to establish by means of cumulative

noncompensatory product losses.

First CLASS PARCELS

In FY 2012, cost coverage fell to approximately 98.5 percent. See Chapter VI, infra. The Postal Service attributes
the decline to the transfer of commercial First-Class Parcels to the competitive product list. Prices for retail First-
Class Parcels were increased by an above-average of 5 percent during January 2013. The Commission has urged

the Postal Service to improve cost coverage through cost reductions and future rate adjustments.

INBOUND INTERNATIONAL SINGLE-PIECE FIrRST-CLASS MAIL

This product is discussed in Chapter VI, infra. As explained there, revenue from this product is subject to a unique
pricing regime. Prices are based upon a Universal Postal Union (UPU) pricing formula renegotiated once every
four years. The Postal Service does not independently determine prices to be paid by foreign postal operators for
delivering foreign origin mail. The current UPU formula is noncompensatory for inbound letterpost entering the
United States. During the past few years, the United States has sought revisions to the UPU formula. Negotiations
concluded in 2012 have resulted in the adoption of a new formula to be effective during Calendar Year 2014 which
should significantly improve cost coverage for this product. During the same period that the Postal Service has
been pursuing improvements in the UPU formula, it has been attempting to negotiate bilateral or multilateral
rate agreements with foreign postal operators as an alternative to UPU formula rates. The inclusion of Inbound
International Single-Piece First-Class Mail in a group subject to a finding of collective non-compliance, as urged by
Valpak, will not bind the UPU or any foreign postal operator nor would it improve the Postal Service’s ability to

cover its attributable costs for this product.
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STANDARD MAIL

The two Standard Mail products included in the group cited by Valpak are Standard Mail Flats and Standard Mail
Not Flat-Machinable (NFMs) and Parcels. Standard Mail Flats are discussed below and in Chapter VII, infra. For
the reasons set forth more fully in Chapter VII, the Commission concludes that other relevant factors preclude a

finding of non-compliance for Standard Mail Flats on the basis of product losses alone.

At the request of the Postal Service, the market dominant product Standard Mail NFMs and Parcels was renamed
Standard Parcels and was divided into two categories. See Chapter VII, infra. One of those two categories was
moved to the competitive product list on January 22, 2012.°> The other category remained a market dominant
product. As discussed in Chapter VI, infra, cost coverage for that market dominant product, Standard Parcels,
improved during FY 2012. Between FY 2011 and FY 2012, losses were cut more than 50 percent from a loss of
$111.7 million to a loss of $48.9 million. In Docket No. R2013-1, the Postal Service proposed and the Commission
approved the fifth consecutive above-average price increase of this product. That increase became effective in
FY 2013. In Chapter VII, the Commission urges the Postal Service to continue to give the Standard Mail Parcels

product above-average price increases and to reduce its costs.

PeERrRIODICALS

The Periodicals class consists of two products, Periodicals-Within County and Periodicals-Outside County.® Both
products lost money during FY 2012. For the reasons set forth below and in Chapter VII, infra, the Commission does
not find the prices and fees for those two products to be out of compliance at this time. However, the Commission

does find that the Postal Service needs to take further action to reverse Periodicals negative net revenue trend.

PACKAGE SERVICES

The Package Services class contains five products, three of which are included on Valpak’s list of loss-generating
market dominant products. Valpak Comments at 35, Table II-2. Those three products are Single-Piece Parcel Post,
Bound Printed Matter Parcels, and Media and Library Mail. /d.

As explained in Chapter VII, infra, the cost coverage for Single-Piece Parcel Post increased by approximately 2.9
percent in FY 2012. Losses decreased from $88 million in FY 2011 to $66 million in FY 2012. Following the close
of FY 2012, most of Single-Piece Parcel Post was removed from the market dominant product list. The remaining
subcategory of Single-Piece Parcel Post, Alaska Bypass Service, was added as a Package Services product offering.
Moreover, the Single-Piece Parcel Post product was eliminated from the market dominant product list. See
Chapter VII, infra. Because of these changes, the Commission expects the cost coverage of Package Services as a

whole to improve.

5 See Docket No. MC2010-36, Order No. 689, Order Conditionally Granting Request to Transfer Commercial Standard Mail Parcels to the Competitive
Product List, March 2, 2011; Docket No. CP2012-2, Order No. 1062, Order Approving Changes in Rates of General Applicability for Competitive
Products, December 21, 2011.

& The Postal Service notified the Commission in Docket No. RM2011-8 that it is changing the name of Within County to In-County. A final order has not
been issued in that docket. The terms Within County and In-County are used interchangeably in this ACD.
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The second Packages Services product included on Valpak’s list of loss-generating market dominant products is
Bound Printed Matter Parcels. In FY 2012, Bound Printed Matter Parcels covered its attributable costs and made a

contribution to institutional costs. /d.

The third and final Package Services product which Valpak includes on the list of loss-generating products is Media
and Library Mail. Valpak Comments at 35. During FY 2012, cost coverage improved by over 8 percent. See Chapter
VII, infra. Between FY 2011 and FY 2012, losses on this product were reduced by over 40 percent from $98 million
to $55 million. Valpak Comments at 35. The Postal Service has proposed above-average price increases in its most
recent price adjustment cases and asserts that its cost savings initiatives are expected to improve cost coverage.
See Chapter VI, infra. The Commission is encouraging the Postal Service to continue pricing Media and Library

Mail in a way that improves cost coverage. /d.

Even assuming it were appropriate to review collectively the products identified by Valpak, the factors discussed
above both explain and support the Commission’s conclusion that these products are not out of compliance

notwithstanding the collective losses cited by Valpak.

Finally, Valpak fails to satisfy the “totality of circumstances” test discussed in Order No. 1427. It cannot be said
that the Postal Service has not attempted any meaningful steps to make profitable each of the seven products at
issue. For example, in the case of NFMs/Parcels, “the Postal Service has responded to cost coverage shortfalls by
proposing above-average rate increases and the transfer of mail into competitive products that allow additional
pricing flexibility.” Order No. 1427 at 19.

Valpak’s allegations are too broadly formulated and too narrowly supported to sustain a finding of collective

non-compliance.

STANDARD MAIL FLATS

BACKGROUND

On March 29, 2011, the Commission issued its 2010 ACD. The Commission concluded that because of the Postal
Service’s failure to address the increasing cost contribution shortfall of the Standard Mail Flats product, the prices
in effect in FY 2010 amounted to an unfair and inequitable apportionment of costs in violation of 39 U.S.C. 101(d).
2010 ACD at 106.

Pursuant to the authority in 39 U.S.C. 3653(c), the Commission directed the Postal Service to increase the cost
coverage of the Standard Mail Flats product through a combination of above-average price adjustments and cost
reductions until such time that the revenue for the product exceeds attributable costs. Id. The Commission further
directed the Postal Service to present a schedule of future above-CPI price increases for the Standard Mail Flats
product, with the schedule to be updated with each subsequent market dominant price adjustment and ACR.
Finally, the Commission ordered the Postal Service to provide certain additional information in subsequent ACRs
and notices of market dominant price adjustments until the revenue for the product exceeds attributable costs.
Id. at 107.
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The Postal Service subsequently petitioned the United States Court of Appeals for the District of Columbia Circuit
for review of the 2010 ACD. While the appeal was pending, the Commission granted a Postal Service motion to stay
that portion of the 2010 ACD requiring the Postal Service to present a schedule of above-CPI price increases.” The

stay was to remain in effect until 30 days following resolution of the Postal Service’s appeal.

On March 28, 2012, the Commission issued its 2011 ACD. In it, the Commission found that the rates and fees for
Standard Mail Flats remained out of compliance and, that Standard Mail prices continued to reflect an unfair and
inequitable apportionment of the costs of postal operations to all Standard Mail users. 2011 ACD at 118-119.
However, because of the continued pendency of the litigation regarding the 2010 ACD, the Commission did not

require additional remedial action at that time. /d. at 119.

D.C. Circurt OPINION

On April 17,2012, the United States Court of Appeals for the District of Columbia Circuit issued its opinion in United
States Postal Service v. Postal Regulatory Commission, 676 F.3d 1105 (D.C. Cir. 2012). This opinion addressed issues
raised by the Postal Service in its appeal of the Commission’s FY 2010 ACD.

On appeal, the Postal Service had argued that by relying on the mandate in section 101(d), the Commission had
improperly looked beyond the criteria prescribed by 39 U.S.C. 3622(c) for market dominant products, which include
Standard Mail Flats. 676 F.3d at 1107. The Court rejected that contention and upheld the Commission’s finding that
section 3622(c)(14), which governs market dominant products, permits the Commission to consider the general

standards of section 101(d) in an Annual Compliance Determination, “at least in extreme circumstances.” /Id. at 1108.

The Postal Service’s second contention was that the remedy prescribed by the Commission for Standard Mail Flats
was arbitrary and capricious because it was inconsistent with the Commission’s treatment of other market dominant
products having comparable, or lower, cost coverages. Id. The Court remanded the case to the Commission to
clarify its “definition of the circumstances that trigger § 101(d)’s failsafe protection [i.e., the requirement of “fair
and equitable” cost apportionment], and for an explanation of why the particular remedy imposed...[with respect

to Standard Mail Flats]...is appropriate to ameliorate that extremity....”. Id.

On August 9, 2012, the Commission issued its order on remand in which it concluded that not all rates that fail to
cover a product’s attributable costs must necessarily be deemed to be out of compliance and subject to remedial
action. Order No. 1427 at 4. However, rates that fail to cover a product’s attributable costs are subject to more
careful scrutiny because any shortfalls will shift burdens onto other mailers. /d. Such scrutiny under section 101(d)’s
fair and equitable standard involves consideration of the totality of circumstances. Id. After reviewing the history
of proceedings leading up to the Commission’s 2010 ACD, the Commission identified specific factors which, in the
case of Standard Mail Flats, constituted extreme circumstances triggering section 101(d)’s protections. /d. at 4-9.2

The Commission explained further that additional factors could emerge in other cases that would support a finding

7 Docket No. ACR2010, Order Granting Stay, May 27, 2011 (Order No. 739).

8 The factors identified by the Commission were: a significant and growing cost coverage shortfall; the duration of the shortfall over a significant period;
evidence that the cost coverage shortfall was likely to increase further; a significant adverse impact on users of other mail products (some of whom
could be competitors of mailers of the subsidized mail product) requiring subsidization of the non-complying product; failure of the Postal Service to
address the shortfall by rate increases, cost increases, or a combination thereof, despite the capability to do so; and the failure of the Postal Service to
provide an adequate explanation for not taking necessary remedial steps designed to ameliorate the cost coverage shortfall. /d. at 9.
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of extreme circumstances requiring remedial action. /d. Such additional factors would be identified on a case-by-

case basis.

In responding to the Court’s directive that it explain the appropriateness of its Standard Flats remedy, the
Commission first discussed how that remedy expressly addressed the reasons Standard Mail Flats was not in
compliance with section 101(d) (i.e., the growing negative contribution; the increasing disparity with Standard
Mail letters; and the failure of the Postal Service to take steps to remedy the problem). /d. at 13. The Commission
next explained that slightly less than complete cost coverage might be adequate to avert further remedial action,
provided the Postal Service had taken adequate steps either to eliminate the shortfall or to explain the shortfall.
Id. Finally, the Commission explained why its treatment of Standard Mail Flats was consistent with its treatment
of the Standard NFMs/Parcels product and Periodicals. /d. at 14-18. The Commission concluded by explaining why
the differences in treatment were justified by differences in the circumstances of those products. /d. at 19-20.

On September 21, 2012, the Commission issued an order confirming termination of the stay it had previously
granted pending resolution of the Postal Service’s appeal.® In that same order, the Commission directed that as part
of its 2012 ACR the Postal Service should respond to the specific remedy adopted by the 2010 ACD by presenting
a schedule of future price adjustments for Standard Mail Flats. /d. at 3. In addition, the Postal Service was directed
to provide in its next ACR and market dominant price adjustment the information on general remedial actions that
had been required by the 2010 ACD. /d.

FY 2012 CoOMPLIANCE

In FY 2012, the Postal Service increased prices for the Standard Mail Flats product by 2.209 percent, slightly more

than the 2.041 percent increase in prices for Standard Mail overall.’® The cost coverage for the Standard Mail
Flats product has increased from 79.3 percent in FY 2011 to 80.9 percent in FY 2012. 2012 ACR at 15. The Postal
Service again states its agreement with the Commission that having products cover their costs is an appropriate
long-term goal. /d. Finally, the Postal Service identifies programs that have restrained cost increases and presents a
three-year schedule of above-CPl increases for the Standard Mail Flats product in purported compliance with the
Commission’s 2010 ACD and Order No. 1472 directing that specific remedial actions be taken. /d. at 15-19.

Six parties filed comments addressing the Standard Mail Flats compliance issue: Valpak, ACMA, the Direct
Marketing Association (DMA), the Association for Postal Commerce (PostCom), the Postal Service, and the Public
Representative. Their positions are summarized below and the arguments presented in support of those positions

are further discussed in Chapter VII, infra.

In its initial and reply comments, Valpak argues that Standard Mail Flats are out of compliance. Valpak Comments
at 38-107; Valpak Reply Comments at 4-36. In a related argument, Valpak asserts that the Postal Service’s pricing
of High Density/Saturation Letters also violates the PAEA. Valpak Comments at 107-122.

°  Docket No. ACR2010-R, Notice and Order Confirming Termination of Stay, September 21, 2012 (Order No. 1472).
1 Docket No. R2012-3, Order on Price Adjustments for Market Dominant Products and Related Mail Classification Changes, November 22, 2011, at 19-20
(Order No. 987).
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The Public Representative joins Valpak in criticizing the Postal Service’s efforts to reduce costs and increase prices
and recommends that the Commission require the Postal Service to make a greater effort to reduce the costs of
Standard Flats and report the effect of those efforts in next year’s ACR. PR Comments at 32-38; PR Reply Comments
at 19-31.

In their initial comments, ACMA and DMA oppose the finding of non-compliance advocated by Valpak and the
Public Representative. ACMA Comments at 2-33; DMA Comments at 1-2. In reply comments, ACMA, the Postal
Service, and PostCom also oppose a finding of non-compliance. ACMA Reply Comments at 5-12; Postal Service
Reply Comments at 5-14; PostCom Reply Comments at 1-5.

The Commission finds that, under current circumstances, the Postal Service is making reasonable progress toward
addressing the issues raised in the 2010 ACD, that no changes in the 2010 ACD directive are necessary, and that the
Postal Service should proceed with its proposed three-year schedule of price increases and operational changes to

reduce flats costs. See discussion in Chapter VII.

Valpak’s related claim that the pricing of High Density/Saturation Letters violates the PAEA is but an extension of its
claim that Standard Mail Flats are not in compliance. Thus, Valpak views the unjustified preference allegedly enjoyed
by Standard Mail Flats in violation of 39 U.S.C. 403(c) as the alleged cause of unfair discrimination against High
Density/Saturation Letters under that same section 403(c), as well as an unfair allocation of costs to High Density/
Saturation Letters in alleged violation of 39 U.S.C. 101(d). Valpak Comments at 121. These alleged pricing disparities
are, in Valpak’s view, also a violation of 39 U.S.C. 3622. The Commission is not persuaded by these arguments.

On review of the information relied upon by Valpak in this proceeding, the Commission does not find the Postal
Service’s pricing of High Density/Saturation Letters to be an unreasonable exercise of its pricing authority. Title 39
gives the Postal Service pricing flexibility for market dominant products. That pricing flexibility is guided by nine
objectives and 14 factors and is not limited to a cost-based or demand-based approach. In exercising its pricing
flexibility, the Postal Service must engage in a balancing process. The fact that the cost coverage of one product
exceeds the system average while another product is below the system average does not render the price of either
unlawful. Under section 3622, prices are influenced by various, sometimes competing factors and objectives.
By themselves, differences in product prices and resulting cost coverages do not demonstrate that prices are in
violation of sections 403(c) or 101(d). Therefore, the Commission finds the pricing of High Density and Saturation

Letters to be reasonable.!

1 The National Postal Policy Council (NPPC) and Pitney Bowes, Inc. argue that Presort First-Class Mail is being improvidently overpriced. NPPC Comments

at 2; and Pitney Bowes Comments at 1-4. For the reasons set forth in Chapter VI, the Commission finds that the information provided in their
comments is not adequate to support a finding that the difference in price increases applied to categories within First-Class is unreasonable.
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WORKSHARE DISCOUNTS FOR NONPROFIT STANDARD MAIL
BACKGROUND

On October 18, 2011, the Postal Service filed a notice of a market dominant price adjustment to be effective on
January 22, 2012.22 Among the adjusted prices were prices for nonprofit Standard Mail. /d. at 30. Both commercial
and nonprofit Standard Mail were subject to workshare discounts. /d. at 36-47. The Commission’s notice of
the Postal Service’s filing was issued on October 21, 2011.2® None of the comments filed in response to that
notice addressed the propriety of the workshare discounts for nonprofit Standard Mail. On November 22, 2011,
the Commission issued an order which, inter alia, concluded that the “workshare discounts either satisfy the
requirements of 39 U.S.C. 3622(e) or fall within an enumerated exception to those requirements, and may take
effect.” Order No. 987 at 51, Ordering Paragraph 3.

Almost one year later, on October 11, 2012, the Postal Service filed a notice of its FY 2013 market dominant
price adjustment to be effective on January 27, 2013.** In the course of reviewing that filing, the Commission
identified differences in the workshare discounts for commercial and nonprofit Standard Mail. An October 31,
2012, information request asked the Postal Service to explain those differences.'® The Alliance of Nonprofit Mailers
(ANM) challenged the Postal Service’s response to Docket No. R2013-1, CHIR No. 5 as inadequate to justify the
disparity between the commercial and nonprofit discounts relying upon the anti-discrimination provisions of
39 U.S.C. 403(c) and the decision in National Easter Seal Society v. USPS, 656 F.2d 754 (D.C. Cir. 1981).'¢ After
reviewing the Postal Service’s subsequent explanation of why the differing commercial and nonprofit Standard
Mail discounts were lawful” and ANM'’s response,® the Commission found that in the circumstances presented,
the different discounts were permissible, but specifically directed that “[i]n future rate adjustment proceedings,
the Postal Service must continue to identify in its workpapers when nonprofit workshare discounts differ from
their commercial counterparts and to justify deviations from the discounts applied to commercial mail.”*® Order
No. 1573 has been appealed to the United States Court of Appeals for the District of Columbia Circuit.?®

FY 2012 CoOMPLIANCE

The Postal Service’s 2012 ACR contains no discussion of differences between workshare discounts for commercial
and nonprofit Standard Mail.

2 Docket No. R2012-3, United States Postal Service Notice of Market-Dominant Price Adjustment, October 18, 2011, at 1 (2012 Market Dominant Price
Adjustment).

3 Docket No. R2012-3, Order No. 921, Notice and Order on Planned Rate Adjustments and Classification Changes for Market Dominant Postal Products,
October 21, 2011.

4 Docket No. R2013-1, United States Postal Service Notice of Market-Dominant Price Adjustment, October 11, 2012, at 1 (2013 Market Dominant Price
Adjustment).

5 Docket No. R2013-1, Chairman’s Information Request No. 5, October 31, 2012, questions 8-13 (Docket No. R2013-1, CHIR No. 5).

%6 Docket No. R2013-1, Reply of Alliance of Nonprofit Mailers to USPS Responses to Chairman’s Information Request No. 5, Questions 8-13, November
13, 2012.

17 See Docket No. R2013-1, United States Postal Service Response to Order No. 1541, November 26, 2012.

8 See Docket No. R2013-1, Comments of Alliance of Nonprofit Mailers on USPS Compliance Filing, December 4, 2012.

¥ Docket No. R2013-1, Order No. 1573, Order on Standard Mail Rate Adjustments and Related Mail Classification Changes, December 11, 2012.

20 Alliance of Nonprofit Mailers v. PRC, D.C. Cir. No. 13-1006 (Petition for Review filed January 10, 2013) (ANM v. PRC).

POSTAL REGULATORY COMMISSION 23



PARTIES’ COMMENTS

In its comments, ANM challenges the differences between the workshare discounts of commercial and nonprofit
Standard Mail and requests the Commission: (1) to confirm that the relationship between commercial and
nonprofit workshare discounts in Standard Mail continues to be governed by 39 U.S.C. 403(c) and National Easter
Seal Society (NESS); (2) to find that the workshare discounts offered to nonprofit Standard Mail during FY 2012 did
not satisfy those standards; and (3) to make the same finding for the workshare discounts for nonprofit Standard
Mail approved in Docket No. R2013-1. ANM Comments at 26. In reply comments, the Public Representative urges
the Commission to find the FY 2012 nonprofit Standard Mail workshare discounts out of compliance. PR Reply
Comments at 31-34. The Public Representative bases his recommendation on reasons essentially the same as
those offered by ANM. /d.

The Postal Service argues that it would be arbitrary and capricious for the Commission to find the FY 2012
workshare discounts for nonprofit Standard Mail to be out of compliance absent new information or a change
in circumstances; and that the nonprofit workshare discounts contained in the R2013-1 Market Dominant Price
Adjustment were not in effect in FY 2012 and, therefore, are outside the scope of the current proceeding. Postal

Service Reply Comments at 17-18.

After filing their respective comments, ANM and the Postal Service filed a joint motion on March 13, 2013,
requesting the Commission prospectively to adopt standards governing the pricing of worksharing discounts for

nonprofit Standard Mail.?* The requested standards state:

In any future case in which the Postal Service proposes to establish a worksharing discount for nonprofit
Standard Mail that differs from the corresponding discount for commercial Standard Mail:

1. The Postal Service’s notice of price adjustment shall:

— ldentify each instance in which the proposed nonprofit discount differs from the corresponding
commercial discount;
— Provide the Postal Service’s justification(s) for each difference.

2. The Commission will review the rates established by the Postal Service in paragraph (1), above, in
accordance with 39 U.S.C. § 403(c) and the Court of Appeals’ decision in National Easter Seal Society for
Crippled Children and Adults v. United States Postal Service, 656 F.2d 754 (D.C. Cir. 1981).

3. The Commission’s decisions in Docket No. R2013-1 and other post-PAEA price adjustment cases that
approved price adjustments with unequal worksharing discounts shall not control the Commission’s
determination under paragraph (2), above when:

— the Postal Service fails to comply with paragraph (1); or
— the Postal Service complies with paragraph (1), but another party files a timely challenge to the
lawfulness of the discounts.

2 Joint Motion of Alliance of Nonprofit Mailers and United States Postal Service to Adopt Standards Governing Pricing of Worksharing Discounts for

Nonprofit Standard Mail, March 13, 2013 (Joint Motion).
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4. If the Commission finds, under paragraph (2), above, that there is no reasonable justification for the
difference in discounts, the Postal Service shall provide an alternative schedule of nonprofit rates that
(1) generates approximately the same total revenue as the rates proposed by the Postal Service, and (2)
eliminates the noncompliance with 39 U.S.C. § 403(c) found by the Commission.
Joint Motion, Attachment A.

The Joint Motion by ANM and the Postal Service was filed on March 13, 2013. No answers were filed in opposition.
Adoption of the proposed standards would resolve the controversy in this proceeding over the nonprofit workshare
discounts that grew out of the prior rate proceedings in Docket Nos. R2012-3 and R2013-1, as well as the pending
judicial review proceedings in ANM v. PRC, D.C. Cir. No. 13-1006. /d. at 3, paragraph 8.

As a matter of general policy the Commission encourages parties to negotiate resolutions of their disputes.
Nevertheless, this is the first ACR proceeding in which participants have, in the course of debating the lawfulness
of product pricing in a prior fiscal year, proposed specific standards for prospective application in future rate
proceedings. The proposed standards identify a specific statutory provision, section 403(c), and a specific judicial
decision, the NESS decision, as providing applicable legal criteria for evaluating workshare discounts for nonprofit
Standard Mail. The proposed standards would also prohibit reliance upon certain Commission decisions in making
any such evaluations. Finally, the proposed standards would prescribe actions the Postal Service would take if the
Commission should determine that the Postal Service had not adequately justified differences in the discounts
for nonprofit and commercial Standard Mail. This could be interpreted as impacting the Commission’s options to

direct other actions.

Given the background to the dispute being resolved, the specific pricing issue being presented, and the history
underlying that issue, the Commission does not object to the proposed standards. However, the Commission
makes it clear that its decision should not be interpreted as an abdication of its legal responsibility to administer

statutory requirements that might apply in future situations should the facts so require.

PERIODICALS

During FY 2012, the overall cost coverage for the Periodicals class declined from 74.9 percent in FY 2011 to 72.1
percentin FY 2012. 2012 ACR at 26. Both products that comprise the Periodicals class — Within County and Outside
County — reported declines. Cost coverage of Within County Periodicals fell from 78.4 percent in FY 2011 to 70.5
percent in FY 2012. /d. Cost coverage of Outside County Periodicals fell from 74.8 percent in FY 2011 to 72.2
percent in FY 2012. /d.

The revenue per piece for Periodicals overall (25.7 cents) decreased slightly (0.05 cents) in FY 2012 despite price
increases in January 2012. In contrast, the Periodicals attributable cost per piece increased from 34.3 cents to 35.6

cents, or 3.7 percent. /d. The net effect was a lower calculated cost coverage. /d.
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The Postal Service states that despite efforts to pursue efficiency enhancements and reduce costs, it is extremely
doubtful that the Periodicals class can achieve 100 percent cost coverage using price increases limited to the CPI

price-cap. /d. at 27.

COMMENTS

Valpak cites growing losses during FY 2012 for the Periodicals class, the failure of prior steps to reverse those losses,
and “highly speculative future cost savings,” to argue that Periodicals class pricing violates several sections of title
39: section 3622(b); section 3622(c)(2); section 101(a); section 101(d); and section 403(c). Valpak Comments at
122-129. In Valpak’s view, the Commission can no longer delay a finding of non-compliance. /d. at 129-133. Finally,
Valpak renews its argument that the Commission has the statutory authority to order Periodicals price increases
above the price cap. /d. at 133-134.

In reply comments, Time opposes both Valpak’s argument that a finding of non-compliance can no longer be
delayed, and Valpak’s contention that increases above the CPI price-cap can be ordered. Time Reply Comments at
3-9. Time argues further that the CPI price-cap prevails and that Valpak is essentially arguing that Congress made

bad choices in enacting a price-cap regulatory regime. Id. at 9-18.

Similarly, in joint reply comments, the Magazine Publishers of America, Inc. and the Alliance of Nonprofit Mailers
(MPA/ANM) argue that the Commission has no authority to approve above-CPI rate increases for the Periodicals
class. MPA/ANM Reply Comments at 3-10. According to MPA/ANM, the real problem with Periodicals is not the
CPl-cap, but the Postal Service’s excessive costs. /d. at 11-16.

The Postal Service responds to Valpak by stating its agreement that the Commission should determine the extent

of its remedial powers and act accordingly. Postal Service Reply Comments at 4-5.

As discussed more fully in Chapter VII, infra, the Commission does not find the prices and fees for the Periodicals
class to be out of compliance at this time. The Postal Service continues to implement steps to reduce the high costs
of processing and delivering Periodicals. Operational changes begun in FY 2011 and more fully implemented in
FY 2012 may still achieve expected results. Moreover, the Postal Service still has access to pricing tools to incent
efficient mailings that reduce costs and increase net revenue. However, it must take further action now to address
this situation. The Postal Service needs to take the initiative to identify and implement solutions to Periodicals’

Worsening net revenue results.
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CHAPTER 1V
POSTAL SERVICE FINANCIAL CONDITION

INTRODUCTION

Since the enactment of PAEA the Postal Service has experienced net financial losses in each fiscal year from FY 2007
through FY 2012. As these net financial losses continue, the Postal Service will be unable to finance capital investment

to replace deteriorating assets and make improvements to other capital assets to further improve productivity.

For the first 3 years after the enactment of the PAEA, the statutorily required pre-funding of the RHBF contributed
significantly to the Postal Service financial losses. Without these payments the Postal Service would have increased,
rather than decreased, its retained earnings in FY 2007 and FY 2008. For FY 2009 through FY 2012, however, the

Postal Service would not have been profitable even without these obligations.

FY 2012 revenues were 13 percent lower than FY 2008 and while FY 2012 operating expenses, excluding the
RHBF payments, were 3 percent lower than FY 2008. The decrease was not enough to offset the revenue decline.
The inability to generate sufficient revenues to meet its financial obligations has contributed to serious cash
flow constraints. To remain viable the Postal Service must address both revenue generation and operating costs.

Maintaining or improving service is also important as a means of retaining existing volume to the extent possible.

In FY 2012, the Postal Service defaulted on $11.1 billion in RHBF payments and by all indications will not be able to
make these payments in the near future. This issue requires legislative action to be resolved. Although the RHBF
expenses impact the Postal Service’s net income, because they were not paid in FY 2012, they did not affect the
day to day financial operations of the Postal Service. Similarly, the Postal Service recognizes as an expense changes
in the long-term workers’ compensation liability that do not impact the current year’s day-to-day operations or
the current year’s cash flows. The focus of this chapter is on the cash flows and the net operating expense under
management control, which does not include the RHBF expense or the expense for the change in the long-term
workers’ compensation liability. Actions the Postal Service may take to improve its net operating financial situation

are also discussed.

The Commission’s 701 Report included a key recommendation: that Congress adjust the current Postal Service
RHBF payment schedule.! The Commission remains concerned that the current payment schedule imposes
unsustainable burdens on the Postal Service’s financial condition, and risks impairment of the Postal Service’s

ability to continue to perform its statutory functions.?

1 See Section 701 Report, Analysis of the Postal Accountability and Enhancement Act of 2006, September 22, 2011, at 21-24 (701 Report).
2 See 2011 ACD at 21.

POSTAL REGULATORY COMMISSION 27



DIMINISHING CASH FLOWS AND WORKING CAPITAL

Liquidity for the Postal Service comes from cash generated through operations, cash on hand at the end of the
year, and borrowing capacity. In recent years the Postal Service has relied on its borrowing capacity to fund its

operations and financial obligations such as the RHBF payments.® The Postal Service’s diminishing cash balance

and increasing debt is shown in Figure IV-1.

Figure IV-1—Increased Funding of Postal Operations with Debt
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Since FY 2007, the Postal Service’s operations have been increasingly financed through borrowing. By the end of
FY 2012, the Postal Service had exhausted its statutory borrowing limit of $15 billion and had fully drawn on its
two revolving lines of credit in the amounts of $3.4 billion and $600 million.* Absent this borrowing, the Postal
Service would have ended FY 2012 with a cash balance of approximately $300 million. The Postal Service uses $250
million on average each day to meet its expenses.> With the borrowing, the Postal Service had a cash balance of

$2.3 billion dollars at the end of FY 2012 but no further borrowing authority.

In its FY 2013 Integrated Financial Plan (IFP), the Postal Service forecasts 4 months during the year when average
available cash is projected to be at or below $1 billion, which is enough to cover only 4 days of expenses. Because
the Postal Service reached its maximum borrowing capacity in FY 2012 it no longer has access to borrowing in the
event of a cyclical downturn. Thus, if the key economic indicators used in the Postal Service’s forecast for FY 2013

are not accurate, there is a possibility that the Postal Service would run out of cash to fund its day to day operations.

3 See USPS FY 2012, Form 10-K at 52.

4 Id.at 91 and 92.
5 “.$1.0 billion, which represents approximately four days of average daily expenses.” United States Postal Service Fiscal Year 2013 Integrated Financial

Plan (IFP), at 1.
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The Postal Service’s liquidity problems are also affecting long-term investment in maintaining and improving
business assets. Capital spending has been reduced in recent years compared to historical trends. From FY 2006 —
2010 the Postal Service spent, on average, $2.1 billion annually on capital expenditures. Actual capital expenditures
for FY 2011 and FY 2012 were $1.2 and $0.8 billion, respectively. The FY 2013 Integrated Financial Plan (IFP)
estimates capital expenditures of S1 billion.® The Public Representative comments that the Postal Service’s FY
2013 capital commitment plan of $1 billion is less than one—half of the recent 5 year average capital cash outlay.
PR Comments at 5. Should capital spending continue to be restricted, important assets that are not being replaced
will likely deteriorate due to normal wear and tear, and increase maintenance costs, and potentially impact service
performance. For example, many Automated Postal Centers are reaching the end of their useful lives. See Chapter
VI, infra.

DECLINING VOLUME AND REVENUES

As discussed below, the FY 2012 net operating loss under management control of $2.4 billion reflects continuing
declines in volumes, revenue constraints due to the price cap, pricing strategies, and difficulties in lowering

operating expenses.

VoLuME DECLINES

Total mail volume has declined over 8.1 billion pieces, or 5 percent in FY 2012, with First-Class Mail declining 0.2
percent and Standard Mail volume declining 5.8 percent.” As Figure V-2 shows, total mail volume has declined 25

percent since FY 2006.

The recent decline in volume increasingly appears to reflect a permanent change in mailer behavior rather than a
temporary result of economic activity, such as that reflected in the steep decline between FY 2007 and FY 2009.
From FY 1970 to FY 2000 the growth of mail volume closely matched the growth of the United States economy.
During the last 31 years of the 20th century, Gross Domestic Product (GDP) and mail volume grew at an average
annual rate of 3.2 percent and 3.1 percent, respectively. Since FY 2001 however, the close relationship between
GDP and mail volume growth has diverged. From FY 2000 to FY 2012, GDP grew at an average annual rate of 1.8
percent whereas mail volume declined at an average annual rate of 1.8 percent. This has created a gap of 3.6

percentage points between the average changes in the two measures. Figure IV-3 illustrates this trend.

The Postal Service cites the increase in household internet access as a major reason for the general decline in mail
volumes. From FY 2000 to FY 2010, the percentage of households with internet access increased from 41.5 percent
to 71.1 percent. Increased internet access allows households to use internet services in lieu of traditional postal
products. Other social changes such as structural changes in advertising markets and the dramatic expansion in

the use of social media have been large factors in mail volume decline.

6  2013IFPat5.
7 PRC-ACR2012-NP-LR1
8 USPS 2012 Report on Form 10-K at 12.
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Figure IV-2—Total Mail Volume Growth Rate Since FY 2006
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Figure IV-3—Gross Domestic Product (GDP) and Total Mail Volume Growth
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ReVENUE CONSTRAINTS VERSUS PrICING FLEXIBILITY

These volume declines resulted in significant reductions in revenue. In FY 2006 total revenue was $73 billion, in FY
2012 it was $665 billion, a reduction of 10.4 percent. In FY 2012, First-Class Mail revenue declined by almost $1.2
billion and Standard Mail revenue declined $0.7 billion from the prior year, a reduction of 3.9 percent and 4.3

percent respectively. This rate of decline is 1.7 percent greater in FY 2012 than in FY 2011. Table IV-1 shows mail

revenue for selected categories.®

Table IV=1—Mail Revenues

($ in Millions)
FY
2012
FirstClass 28,867
Periodicals 1,731
Standard Mail 16,428
International 2,816
Other 3,785
Total Mailing Services 53,627
Total Shipping and Package Services 11,596
Total Mail 65,223

Source: USPS FY 2012 Form 10K at 26.

The PAEA provides the Postal Service with the pricing flexibility to balance multiple objectives, including the
generation of adequate revenue and the ability to retain earnings to maintain financial viability. In FY 2012, nine
market dominant products failed to generate sufficient revenues to cover their direct and indirect costs. These

products, shown in Table IV-2, account for $1.5 billion in losses, over 60 percent of the total operating loss under

management control in FY 2012.

FY
2011

30,030
1,821
17,175
2,585
3,430
55,041
10,670
65,711

Increase or
(Decrease)

(1,163)
(%0
(747)
231
355
(1,414)
Q26
(488)

Percent
Change

-3.9%
-4.9%
-4.3%

8.9%
10.3%
2.6%

8.7%
0.7%

Table IV-2—List of Market Dominant Products and Services with
Respective Negative Contribution to Institutional Costs

($ in Millions

FirstClass, Inbound Int. Single-Piece Mail International’
FirstClass, Parcels

Standard, Flats

Standard, Not FlatMachinables and Parcels
Periodicals, Within County

Periodicals, Outside County

Package Services, Single-Piece Parcel Post

Package Services, Media and Library Mail

Special Services, Stamp Fulfillment Services

Total

'This entry includes three international mail categories.

Source: PRC-ACR2012-R1.

°  Prior year revenue for the products transferred in the current year is reclassified to reflect the transfer as taking place in the prior year. This adjustment

isolates the impact of revenue changes occurring in FY 2012.

)

POSTAL REGULATORY COMMISSION 31

92.8)
9.6)
(527.9)
(49.0)
(28.1)
(642.0)
65.9)
(55.5)
(2.3)
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The Postal Service’s pricing strategy may not maximize potential contribution. As discussed in detail in Chapter VI,
infra, the Postal Service has the pricing flexibility to increase contribution from worksharing programs. However,
the Postal Service has not changed the workshare relationships for Periodicals since FY 2007 and in FY 2012 the
contribution per piece declined. Likewise, the pricing strategy for Standard Flats continues to result in negative
contribution per piece. See Chapter VII. The Postal Service should fully recognize these loss-making products and
develop a pricing strategy within the price cap requirements that is designed to increase efficiency and generate

adequate revenue.

In contrast to Mailing Services (market dominant products), volume and revenue increased for Shipping and
Package Services (competitive products). Despite rate increases in excess of the CPI, existing Competitive Package
Service volume increased 25 percent in FY 2012. During FY 2012, 901 million pieces were transferred from the
market dominant product list to the competitive products list. As shown in Table IV-1 revenue for Shipping and
Package Services, adjusted for the transfer, increased 8.7 percent, or $926 million. See Chapter VIII. The Postal

Service should continue to pursue opportunities to increase volume and generate revenue in this market.

OPERATING EXPENSES

The Postal Service was able to reduce its operating expenses in FY 2012 by 1.1 percent. However, that reduction
was not enough to bring operating expenses below revenues. Table IV-3 compares operating expenses for FY 2011
and FY 2012.

Table IV-3—Net Loss—FY 2012 and FY 2011

The Postal Service indicates that it should be able to reduce its variable costs by adjusting the related labor costs

to match lower volume over a period of several years.® It is much more difficult for it to reduce its fixed costs

10

Id. at 35.

($ in Millions)
FY FY Increase Percent
2012 2011 (Decrease) Change
Total Operating Revenue 65,248 65,739 (491) -0.7%
Compensation & Benefifs 47,689 48,310 (621) -1.3%
Retiree Health Benefit Premiums 2,629 2,441 188 7. 7%
Workers" Compensation 1,373 1,290 83 6.4%
Transportation 6,630 6,389 241 3.8%
Other Expenses 9,377 9,094 617) -6.2%
Total Operating Expenses 67,698 68,424 (726) -1.1%
Net Operating Loss (2,450) (2,685) 235
Workers' Compensation Liability Adjustment 2,356 2,382 (26)
Stautory Retiree Health Benefit Fund Expense 11,100 - 11,100
Net Loss (15,206) (5,067) (10,839)

Source: USPS FY 2012 Form 10K at 31 and /8.
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which amount to about 40 percent!! of its total costs. As a result of volume declines, fixed costs are spread over
fewer pieces. If the Postal Service is unable to generate revenues that cover total costs, its fixed costs should be
addressed in order to remain viable. Figure 1V-4 shows that the slow growth in revenue per unit since FY 2007
has not been sufficient to cover steadily escalating unit costs when fixed costs for statutory payments to the
RHBF are included. The need to reduce fixed costs has led the Postal Service to adjust service standards, including
reducing overnight delivery of First-Class Mail, begin consolidating its processing plants, and consider reducing the

frequency of delivery from 6 days to 5 days.

Figure IV-4—Unit Operating Expense and Revenue
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Source: PRC-ACR2012-NP-RT.

The various implications of these service changes have been discussed in two of the Commission’s Advisory
Opinions: (1) Advisory Opinion on Elimination of Saturday Delivery, Docket N2010-1, March 24, 2011; and (2)
Advisory Opinion on Mail Processing Network Rationalization Service Changes, N2012-1, September 28, 2012.

InFY 2012, the Postal Service initiated Mail Processing Network Realighnment to address the need to lower fixed costs
and increase efficiency.'? In its Advisory Opinion on Mail Processing Network Realignment and Service Changes,
the Commission concluded that it is possible for the Postal Service to undertake significant network rationalization
and realize substantial cost savings while preserving most current service levels. See Advisory Opinion on Mail
Processing Network Rationalization Service Changes, N2012-1, September 28, 2012. The Commission provided

recommendations for achieving this goal. The FY 2012 expenses do not reflect the total savings from this initiative.

I In FY 2012, fixed costs were 50 percent of total costs due to the deferral of the scheduled FY 2011 RHBF expense of $5.5 billion into FY 2012.
2 Network realignment projected the closure or consolidation of 140 plants from FY 2012 through FY 2013 and an additional 89 plants in FY 2014.
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The results of this initiative, as well as its potential impact on service, will be more apparent in FY 2013.

FiNnaNcIAL REPORTING REQUIREMENTS

Section 3654 of title 39 requires the Postal Service to file certain reports with the Commission that conform to
the Securities and Exchange Commission (SEC) regulations.® The reports to be filed are the annual Form 10-K,
the quarterly Form 10-Q, and Form 8-K. Form 10-K is an annual report which contains a comprehensive summary
of a company’s performance, including the audited financial statements. The report also includes information
regarding the executive compensation policies of the company, and detailed information on the compensation and
benefits packages of all senior executive officers. This report is due to the Commission within 60 days of the end
of the reportable fiscal year. Form 10-K for FY 2012 was filed on November 15, 2012.

Form 10-Q is a similar report to Form 10-K, but filed on a quarterly basis. Form 10-Q provides quarterly financial
reports and a management discussion of the Postal Service’s operations and finances, including management’s
assessment of the outlook for the rest of the year. Form 10-Q is required to be filed with the Commission within 40
days of the end of the fiscal quarter. The Postal Service timely filed the required FY 2012 Forms 10-Q in February
2012 (Quarter 1), May 2012 (Quarter 2), and August 2012 (Quarter 3).

Form 8-K is a report that includes major public announcements that could materially affect the financial status of
the Postal Service. This includes public releases of financial information within a press release, public speeches, or
presentations by operating managers or senior executives to Congress. It includes any updates of significant events
that would affect the financial standing of the Postal Service between filings of Form 10-K and/or Form 10-Q, such
as resignations, promotions, or retirements of senior executive officers. Form 8-K must be filed within 3 business

days of the occurrence of the reportable event.

During FY 2012, the Postal Service filed six Forms 8-K, notifying the Commission of senior executive personnel
changes, service standard changes, and publicly reported financial results. All of the Forms 8-K were filed within

the 3 day time limit.

The Postal Service has fulfilled its financial reporting obligations under the PAEA by submitting applicable SEC

reports to the PRC, thereby providing a measure of financial transparency.

3 This requirement is also embodied in the Commission’s Rules under section 3050.40.
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CHAPTER V

PERFORMANCE PLANS AND PROGRAM
PERFORMANCE REPORTS

INTRODUCTION

The PAEA requires the Commission to review the performance goals established in the Postal Service’s FY
2012 Annual Performance Report (FY 2012 Report) and FY 2013 Annual Performance Plan (FY 2013 Plan).! The
Commission must evaluate whether the Postal Service has met the performance goals established in the FY 2012
Report, and evaluate the FY 2013 Plan. 39 U.S.C. 3653(d). It may also provide recommendations to the Postal

Service related to protecting or promoting public policy objectives in title 39. /d.

In the FY 2011 ACD, the Commission found that the quality of information provided in the FY 2011 Annual
Performance Report (FY 2011 Report) and FY 2012 Annual Performance Plan (FY 2012 Plan) declined compared
to what was provided in the previous year. 2011 ACD at 43. The Commission stated the Postal Service provided
fewer details in FY 2011 about the performance goals, performance indicators, and strategic initiatives compared
to FY 2010. /d. It directed that “[fluture Annual Performance Reports, Annual Performance Plans, and descriptions
of strategic initiatives should, at a minimum, contain information similar in the level of detail provided in the FY
2010 Comprehensive Statement on Postal Operations.”> FY 2010 Annual Performance Report and FY 2011 Annual

Performance Plan. /d.

The FY 2012 Report and FY 2013 Plan contain information that was not filed in past years: a new performance goal,
13 new performance indicators, and strategic change initiatives. The Commission notes that the Postal Service
incorporated many of the recommendations in the FY 2011 ACD into the FY 2012 Report and FY 2013 Plan. Overall,
the quality of information provided in FY 2012 improved over the information filed in FY 2011. Future Annual

Performance Reports and Plans should provide explanations for any deletions.

The FY 2013 Plan meets most of the statutory requirements listed in 39 U.S.C. 2803. However, as in previous years,
the FY 2013 Plan does not “[cover] each program activity set forth in the Postal Service budget....” See 39 U.S.C.
2803(a). Also, the FY 2013 Plan did not meet the requirements of sections 2803(a)(2), 2803(a)(5), and 2803(a)(6)
with respect to the Corporate Responsibility performance goal. The FY 2012 Report satisfies the requirements in

39 U.S.C. 2804 for each performance goal except for Corporate Responsibility.

1 Inthe FY 2012 ACR, the Postal Service filed as a Library Reference an excerpt from the Postal Service Annual Report containing the FY 2012
Comprehensive Statement, FY 2012 Report, and FY 2013 Plan. Library Reference USPS-FY12-17 (Combined Report).
2 Docket No. ACR2010, Library Reference USPS-FY10-17, at 51-53 (2010 Comprehensive Statement).
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STATUTORY REQUIREMENTS
SUMMARY OF REQUIREMENTS

In each ACR filing, the Postal Service must submit copies of its most recent Annual Performance Report and Plan.
39 U.S.C. 3652(g). Annual Performance Reports and Plans must meet the requirements set forth in 39 U.S.C. 2803
and 2804.2 Annual Performance Plans must cover “each program activity set forth in the Postal Service budget...”.
39 U.S.C. 2803(a). They must also establish: (1) performance goals expressed in an objective, quantifiable, and
measurable form; and (2) performance indicators to measure or assess the relevant outputs, service levels, and

outcomes of each program activity.*

Annual Performance Reports must set forth the performance indicators established in the Annual Performance Plan,
along with the actual performance achieved compared with the performance goals.®> Annual Performance Reports
must include results for the 3 preceding fiscal years. Id. 2804(c). Each Annual Performance Report must: (1) review
the success of achieving performance goals; (2) evaluate the Annual Performance Plan relative to the performance

achieved toward the performance goals; and (3) include summary findings of those program evaluations.®

The Commission is required to evaluate annually whether the Postal Service has met the goals established in its
Annual Performance Report and Plan. /d. 3653(d). It may also “provide recommendations to the Postal Service

related to the protection or promotion of public policy objectives set out” in title 39. /d.

COMPLIANCE WITH STATUTORY REQUIREMENTS

FY 2013 Annual Pelformance Plan

The FY 2013 Plan meets most of the statutory requirements listed in 39 U.S.C. 2803. However, as in previous years,
the FY 2013 Plan does not “[cover] each program activity set forth in the Postal Service budget...”.” Also, the FY
2013 Plan did not meet the requirements of sections 2803(a)(2), 2803(a)(5), and 2803(a)(6) with respect to the

Corporate Responsibility performance goal.

The FY 2013 Plan establishes four performance goals: Provide High-Quality Service, Generate Net Income, Improve
Workplace and Workforce, and Corporate Responsibility. Response to CHIR No. 6, question 2. Each performance
goal defines the level of performance to be achieved by a program activity. See 39 U.S.C. 2803(a)(1). The FY 2012
Plan expresses three of the four performance goals in “objective, quantifiable, and measurable form[s]” as the

targets and results set for each performance indicator. /d. 2803(a)(2).

3 Chapter 28 of title 39, which includes sections 2803 and 2804, was added by the Government Performance and Results Act of 1993, Pub. L. No. 103-62,
107 Stat. 285 (1993).

4 Id. The Postal Service may express performance goals for a particular program activity in an alternative form if the Postal Service determines that
expressing those goals in an objective and quantifiable manner is not feasible. The alternative form must: (1) describe “minimally effective” and
“successful” programs; and (2) state why expressing a performance goal in any form for the program activity is infeasible or impractical. /d. 2803(b).

> Id. 2804(b)(1). If the Postal Service specifies performance goals in an alternative form by describing minimally effective and successful program
activities, it must provide program results relating to those categories. /d. 2804(b)(2).

& |d. 2804(d). If a performance goal has not been met, the Postal Service must explain and describe why the goal was not met, as well as plans and
schedules for achieving the goal. /d. If the performance goal is impractical or infeasible, the Postal Service must explain why that is the case and
recommend a course of action. /d.

7 Seeid. 2803(a). Program activity means “a specific activity related to the mission of the Postal Service[.]” Id. 2801(5).
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The Commission finds that the Corporate Responsibility performance goal is not expressed in an “objective,
quantifiable, and measureable form[,]” and an alternative form is not used. Thus, the FY 2013 Plan does not
meet the requirements of 39 U.S.C. 2803(a)(2) with respect to the Corporate Responsibility performance goal. The
Postal Service establishes “Universal and Public Services and Other Obligations” as a performance indicator for
the Corporate Responsibility performance goal. However, unlike the other performance indicators, no targets or

results are identified.

The FY 2013 Plan “briefly describe[s] the operational processes, skills and technology, and the human, capital,
information, or other resources required to meet the performance goals[.]” Response to CHIR No. 6, question
2; see 39 U.S.C. 2803(a)(3). It establishes 20 performance indicators used in “measuring or assessing relevant
outputs, service levels, and outcomes of each program activity.” 39 U.S.C. 2803(a)(4). Ten performance indicators
relate to the performance goals, and ten relate to the strategic change initiatives. The FY 2013 Plan also provides
“a basis for comparing actual program results with the established performance goals” by comparing FY 2012
results to FY 2012 targets for each performance indicator, except for Universal and Public Services and Other
Obligations. See Id. 2803(a)(5). Finally, for three of the four performance goals, the FY 2012 Plan describes the

objective measurement systems used to verify and validate measured values.®

The FY 2012 Plan did not satisfy the requirements of 39 U.S.C. 2803(a)(6) with respect to the Corporate Responsibility
performance goal because the Postal Service did not describe the means used to verify and validate measured

values for this goal.

FY 2012 Annual Performance Report
The FY 2012 Report satisfies the requirements in 39 U.S.C. 2804 for each performance goal except for Corporate

Responsibility. The Postal Service did not include targets or results for the Universal and Public Services and Other

Obligations performance indicator, which supports the Corporate Responsibility performance goal.

The Postal Service partially met the performance goals of Provide High-Quality Service and Generate Net Income.
In those cases, the Postal Service must explain why it did not meet the performance goal and describe plans and
schedules for achieving the performance goal. 39 U.S.C. 2804(d)(3). In response to CHIR No. 6, the Postal Service
explained why the performance goals were not met as well as its plans and schedules for achieving the goals.
However, it did not provide this information in the FY 2012 Report. In cases where a performance goal has not been
met, Annual Performance Reports should explain why the goal was not met and what action the Postal Service

recommends for achieving the performance goal in future years. See Id.

8 For Provide High-Quality Service, an outside entity measures First-Class Mail service performance independently and objectively via the External First-
Class Mail measurement system. Combined Report at 35. The Postal Service also operates, through a third party, a customer experience measurement
survey that provides an ongoing assessment of attributes defined by customers as critical to their experiences. /d. at 36. For Generate Net Income, the
Postal Service develops financial information according to generally accepted accounting principles and industry best practices. /d. Financial systems
are subject to review by the Commission, the USPS Office of Inspector General, and the Government Accountability Office. /d. For Improve Workplace
and Workforce, the Postal Service collects and reports safety data according to standard requirements of OSHA. /d. at 37. The Postal Service measures
employee engagement using the VOE survey. Id. A third-party vendor tabulates the results and reports them back to the Postal Service in summary
form. Id.
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Finally, the FY 2012 Report includes summary findings of program evaluations completed during FY 2011. Table
V-1 provides program evaluation measures and metrics. Response to CHIR No. 6, question 6. Additional program
evaluation analysis is provided throughout the FY 2012 Report. /d.

Table V-1—Comparison of Results with Targets for Performance Goals

2010 2011 2012 2012 2013

Performance Indicator Actual Actual Target Actual Target

Performance Goals

Single-Piece FirstClass
Mail Overnight

Single-Piece FirstClass

Provide High-Quality Service Q6.36% | Q6.23%| 906.65%| 26.48%| 96.70%

Q3.71% | 93.34%| 94.15%| 94.84%| 95.10%

Mail 2 Days

Single-Piece FirstClass o 2 9 9 o
: 92.44%| 91.87%| 92.85%| 92.20%| 95.00%

Mail 3 Days

Customer Experience 86.44%| 87.17%| N/A|88.36%|  N/A

Measurement— Residential

Customer Experience

Measurement— Small/Medium 81.83% 82.95% N/A'| 84.07% N/A!
Business
Generate Net Income Operating Loss ($ billions) N/A (2.7) (3.0) (2.5) (2.1)
Deliveries per Work Hour N/A 39.9 42.2 41.0 42.9
e werkiorer oy fore sao|  se7|  572| sasl PG
Voice of he 62.3|  647| 649|647 TBD

Employee Survey

Universal and Public Services and

Other Obligations N/A N/A N/A N/A N/A

Corporate Responsibility

Note: N/A means not applicable.
Source: Combined Report at 34.

! Plan/targets are not set as actual survey response percentages. Internally, as part of the National Performance Assessment,
they are computed as an index of survey questions.

ANALYSIS OF PERFORMANCE GOALS
AND STRATEGIC CHANGE INITIATIVES

The FY 2012 Report and FY 2013 Plan set forth four performance goals: Provide High-Quality Service, Generate
Net Income, Improve Workplace and Workforce, and Corporate Responsibility. Response to CHIR No. 6, question 2.
To evaluate its progress towards achieving the performance goals, the Postal Service established 10 performance
indicators, which are described in more detail below. For 9 of the 10 performance indicators, the Postal Service set
annual targets for FY 2013 and published them in the FY 2013 Plan.

The FY 2012 Report provides results against FY 2012 targets and serves as a baseline for establishing FY 2013
targets. Table V-1 lists each performance indicator currently used by the Postal Service to evaluate performance

toward achieving its four performance goals.
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FY 2012 CHANGES

In FY 2012, the Postal Service made several changes to its performance goals, performance indicators, and strategic
initiatives. In FY 2011, the Postal Service set forth three performance goals: Improve Service, Improve Financial
Performance, and Improve Safety and Employee Engagement. 2011 ACD at 45. In FY 2012, the Postal Service
renamed these performance goals as Provide High-Quality Service, Generate Net Income, and Improve Workplace

and Workforce. Combined Report at 33. It also added Corporate Responsibility as a fourth performance goal. /d.

The FY 2012 Report and FY 2013 Plan contain three new performance indicators that support the performance
goals. Customer Experience Measurement-Residential and Customer Experience Measurement-Small/Medium
Business are two new performance indicators supporting the Provide High-Quality Service performance goal. /d. at
34. Universal and Public Services and Other Obligations is a new performance indicator supporting the Corporate

Responsibility performance goal, though no targets or results are provided. /d. at 33.

The Postal Service also replaced its “strategic initiatives” with “strategic change initiatives” that are designed to
close the gap between revenue and cost over the next 5 years. /d. at 38. The FY 2012 Report and FY 2013 Plan
establish 10 additional performance indicators to evaluate progress towards these strategic change initiatives. /d.

These performance indicators are discussed below under Strategic Change Initiatives.

PERFORMANCE GoAL 1: PRoviDE HIGH-QUALITY SERVICE

Postal Service’s Filin g

The five performance indicators that support Provide High-Quality Service are: Single-Piece First-Class Mail
Overnight, Single-Piece First-Class Mail 2 Days, Single-Piece First-Class Mail 3 Days, Customer Experience
Measurement—Residential, and Customer Experience Measurement—Small/Medium Business. The Postal
Service uses Single-Piece First-Class Mail service performance as a model for service performance reporting and
management because it is one of the most widely used mail categories familiar to consumers, small organizations,
and larger commercial firms. Combined Report at 35. Single-Piece First-Class Mail uses almost all elements of the
Postal Service operating chain, from collection boxes and retail counters to final delivery. Id. The Postal Service
states that “[Single-Piece First-Class Mail] has been traditionally used to represent service, especially since
customers use it and expect bills, statements, payments, business communication and personal correspondence

to arrive on time.” Id.

In FY 2012, the service performance score of 94.84 percent for Single-Piece First-Class Mail 2 Days exceeded the
FY 2012 target of 94.15 percent. However, service performance scores for Single-Piece First-Class Mail Overnight
and Single-Piece First-Class Mail 3 Days fell slightly below FY 2012 targets. The Postal Service explains that the
one contributing factor to missing the targets was the peak season, a time when increased volumes compete for
capacity on transportation. Response to CHIR No. 6, question 4. It states that winter weather during the same
period made it difficult to achieve service targets in several areas throughout the country. /d. The Postal Service
notes that itimplemented service standard changes and 46 plant consolidations in July 2012 that created variations

in processes and networks, which the Postal Service quickly brought under control. /d.
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In FY 2012, the Postal Service added Customer Experience Measurement—Residential and Customer Experience
Measurement—Small/Medium Business as two additional performance indicators under Provide High-Quality
Service. Combined Report at 34. The Postal Service explains that it operates, through a third party, the nation’s
largest customer experience measurement survey. Id. at 36. It reports that in FY 2012, response rates were 15.2
percent for residential customers and 8.5 percent for small/medium business customers. /d. It notes that the

surveys provide an ongoing evaluation of attributes that customers believe are critical to their experiences. /d.

In FY 2012, customer experience scores for both Residential and Small/Medium Business improved over FY 2011
scores. Id. The Postal Service identified “contact” experience as a key opportunity for improvement. /d. In FY 2012,
it launched a Customer Experience Essentials program that engaged and provided resources and guidance to all
employees who interact with customers. Id. The program focuses on four basic principles: telephone courtesy,
friendly and courteous behavior, delivery accuracy, and informing customers that their business is appreciated. /d.

Foramore detailed discussion of Single-Piece First-Class Mail and Customer Experience Measurement performance,

please see Chapter VI, infra, on Service Performance.

Commission Analysis

The Postal Service partially met the performance goal of Provide High-Quality Service. All three service performance
scores for FY 2012 improved over FY 2011 results. FY 2013 targets are also higher than FY 2012 targets. These

factors indicate that the Postal Service is meeting its goal of Provide High-Quality Service in some areas.

In the FY 2011 ACD, the Commission recommended that the Postal Service expand the number of performance
indicators to include service performance scores for other classes of market dominant mail, including Standard
Mail. 2011 ACD at 57. The Postal Service responded that it does measure service performance for all market
dominant products, and detailed descriptions of measurement systems and quarterly performance reports are
available on the Postal Service website® for the following products: Single-Piece First-Class Mail, Presort First-Class
Mail, Single-Piece First-Class Mail International, Standard Mail, Periodicals, Package Services, and Special Services.
Combined Report at 35. The Postal Service states that the FY 2012 Report and FY 2013 Plan provide a link to
publicly-available performance reports for all market dominant products rather than reporting the information

twice. Postal Service Reply Comments at 19.

The Commission notes that in addition to providing a link to performance reports for market dominant products,
the Postal Service introduced two new performance indicators for the Provide High-Quality Service goal.
Nonetheless, the Postal Service’s performance goal should reflect its commitment to providing high quality service
to all products. In future years, the Postal Service should include other market dominant products as performance

indicators to facilitate comparisons in Annual Performance Reports and Plans.

®  See http://about.usps.com/what-we-are-doing/service-performance/welcome.htm.

40 2012 ANNUAL COMPLIANCE DETERMINATION —CHAPTER V


http://about.usps.com/what-we-are-doing/service-performance/welcome.htm

PeErrFORMANCE GoAL 2: GENERATE NET INCOME

Postal Service’s Filing

The Postal Service established Operating Loss and Deliveries per Work Hour (DPWH) as performance indicators for
the Generate Net Income performance goal. In FY 2012, the Postal Service had a net operating loss of $2.4 billion,
which was S0.5 billion lower than the FY 2012 target operating loss of $3 billion. /d. at 34. Operating loss excludes
the expense impact of Workers” Compensation discount rate changes and actuarial revaluations, as well as the
Postal Service RHBF payments. /d. at 34 n.3. For FY 2013, the target is a loss of $2.1 billion. /d. at 34.

In FY 2012, DPWH of 41 deliveries did not meet the FY 2012 target of 42.2 deliveries.!® The Postal Service explains
that one reason for not achieving the target was that it planned for very aggressive cost reduction plans. Response
to CHIR No. 6, question 5. However, the plans changed because network and delivery consolidations took place on a

slower schedule than originally planned. /d. Also, additional workload was based on higher-than-planned volumes.

In FY 2013, the target DPWH is 42.9. Combined Report at 34. The Postal Service notes that this target is aggressive.
Response to CHIR No. 6, question 5. It states that to meet the target, the Postal Service has begun implementing

network consolidations, delivery unit consolidations, the POStPlan, and centralized business deliveries. /d.

Commission Analysis

The Postal Service partially met its performance goal. The FY 2012 DPWH of 41.0 did not meet the target of 42.2;
however, the operating loss was less than in FY 2011. Nevertheless, revenues from FY 2007 to FY 2012 have
declined from a high of approximately $75 billion in FY 2007 to approximately $65 billion in FY 2012. The Postal
Service recorded a loss of $15.9 billion in FY 2012. For a more detailed discussion of the Postal Service’s current

financial condition, see Chapter IV on the Postal Service Financial Condition.

In the FY 2011 ACD, the Commission recommended against replacing Total Factor Productivity (TFP) with DPWH
as a performance indicator because DPWH does not recognize major workload components, such as collecting,
processing, transporting, and sequencing of mail for delivery. 2011 ACD at 57-58. In both the FY 2012 Report and
FY 2013 Plan, the Postal Service responds that although TFP is not currently used as a performance indicator, it
remains a measure of long-term productivity trends. Combined Report at 36. It states that TFP recognizes both
mail volume and delivery points and weights the volume of various postal products to account for variations in
work content due to certain factors. /d. at 37. These factors include size, weight, mailer preparation levels, and
mode of transportation. /d. TFP thus allows consistent comparisons among postal products. Id. The Commission

recommends that the Postal Service continue to use TFP as a measure of efficiency.

1 |d. DPWH is an efficiency measure comparing the total number of deliveries of all types with the total number of workhours used in all employee
categories. 2011 ACD at 47. The total number of deliveries is calculated by multiplying the number of delivery points by the number of delivery days.
Id. This number is then divided by the total number of workhours used in all employee categories, including managers and executives. /d. The result is
the number of annual deliveries completed per workhour used. /d.
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Inthe FY 2011 ACD, the Commission also recommended reporting the RHBF obligations and Workers’ Compensation
Liability Adjustment as part of its operating expenses to include in the financial performance goal. The FY 2012
Reportand FY 2013 Plan would have presented more meaningful and useful information if the Postal Service had also

reported the RHBF obligations and Workers’ Compensation Liability Adjustment as part of its operating expenses.

PErRFORMANCE GoAL 3: IMPROVE WORKPLACE AND WORKFORCE

Postal Service’s Filing

The Postal Service relies on two performance indicators to evaluate progress towards its performance goal of
Improve Workplace and Workforce. It uses the Occupational Safety and Health Administration (OSHA) Iliness and
Injury Rate to measure improvements in safety. The OSHA lliness and Injury Rate is calculated by multiplying the
total number of OSHA injuries and illnesses by 200,000 hours, which represents 100 employees working 2,000
hours per year. Combined Report at 34 n. 4. That number is then divided by the number of exposure hours worked

by all employees. /d.

In FY 2012, the OSHA lliness and Injury Rate of 5.44 was better than the FY 2012 target of 5.72. Id. at 34. The target
for FY 2013 is 1 percentage point below the 2012 result, which is a slight improvement. /d.

The Postal Service tracks employee engagement and workplace concerns using the Voice of the Employee (VOE)
Survey, a way for employees to confidentially express their opinions about the work environment. /d. at 37. Key
questions from the VOE Survey are used to create an index to track progress on employee-centered initiatives
and assess national trends. /d. The performance indicator is the VOE Survey score, which is the average percent of
employees responding favorably to eight questions from the VOE Index. 2011 ACD at 48. These questions address
the following issues: Strategic Direction, Trust, Contribution to Postal Service Growth, Communication, Diversity

and Respect, Commitment, Personal Safety, and Work Effort and Quality. Combined Report at 37.

In FY 2012, the VOE Survey score of 64.7 did not meet the FY 2012 target of 64.9. Combined Report at 34. The FY
2013 target has not yet been determined.

Commission Analysis

The Postal Service partially met this performance goal. The FY 2012 VOE Survey Score was the same as the FY 2011

score, which demonstrates that the Postal Service is not declining in this area.

The FY 2012 Report and FY 2013 Plan include more information on the VOE Survey Score than the OSHA lliness and
Injury Rate. Combined Report at 37. Both the VOE Survey Score and the OSHA lliness and Injury Rate are important
performance indicators measuring progress towards the Improve Workplace and Workforce performance goal. In
the FY 2013 Report and FY 2014 Plan, the Commission recommends expanding upon the sections that discuss the
OSHA lllness and Injury Rate.
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PeErRFORMANCE GoOAL 4: CORPORATE RESPONSIBILITY

Corporate Responsibility is a new performance goal that was introduced in FY 2012. The Postal Service established
Universal and Public Services and Other Obligations as a performance indicator supporting this goal. Combined
Report at 33. However, it did not provide targets or results for this performance indicator. Because the Postal Service

did not include targets and results for its performance indicator it cannot be found to have met its performance goal.

In the FY 2013 ACR, the Corporate Responsibility performance goal should be expressed in an “objective, quantifiable,
and measurable form[.]” See 39 U.S.C. 2803(a)(2). The Postal Service may use an alternative form if it determines that
expressing the Corporate Responsibility performance goal in an objective, quantifiable, and measurable form is not
feasible. See Id. 2803(b). The alternative form must describe a minimally effective and successful program and state

why it is infeasible or impractical to express the Corporate Responsibility performance goal in any other form. /d.
STRATEGIC CHANGE INITIATIVES

Postal Service’s Filing

In FY 2010 and FY 2011, Annual Performance Plans contained nine strategic initiatives to help clarify the connection
between performance goals and the actions necessary to achieve them. 2011 ACD at 49. However, the FY 2013 Plan
replaced the “strategic initiatives” with “strategic change initiatives” designed to close the gap between revenue
and cost over the next 5 years. Combined Report at 38. The Postal Service explains that the portfolio of strategic
change initiatives is dynamic and will change as priorities and resources require, and as programs are completed
or adjusted. /d.

The strategic change initiatives are organized into three categories: Infrastructure and Operations Optimization,
Revenue Generation Programs, and Workplace and Workforce Initiatives. Table V-2 displays the FY 2013 strategic

change initiatives by category.

Table V-2—FY 2013 Strategic Change Initiatives

Infrastructure and Operations Optimization Revenue Generation Programs Workplace and Workforce Initiatives
Mail processing and transportation Shipping growth Talent management and development
Delivery Transaction mail preservation Employee engagement
Retail access Marketing mail growth Dispute resolution
Faciliies management and disposal Clobal growth Total labor cost
Financial and information sysfems Digital and hybrid mail growth Workforce optimization
Product visibility Pricing optimization
Sustainability Increasing sales force effectiveness
Supply chain integration Customer experience
Commercial mail acceptance transformation
Ongoing legislative and regulatory agenda

Source: Combined Report at 38.
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The Postal Service explains that the strategic change initiatives differ from the strategic initiatives established
in previous years because they better reflect the Postal Service’s current strategic goals. Response to CHIR No.
6, question 7. It contends, however, that the content covered by the strategic change initiatives is substantially
similar to the strategic initiatives established in past years. Id. Table V-3 lists the FY 2010 and FY 2011 strategic

initiatives and the corresponding FY 2012 strategic change initiatives.

Table V-3 —Comparison of Strategic Initiatives with Strategic Change Initiatives
FY 2010 and FY 2011 Correlated FY 2012

Strategic Initiatives Strategic Change Initiatives

Infrastructure and Operations Optimization:

1. Intelligent Maill : : 4
Al e Product visibility, Commercial mail acceptance transformation

Infrastructure and Operations Optimization:

2. Flats Sequencing System Mail processing and transporfation

Infrastructure and Operations Optimization:

3. Expand Access Retail aocess

Infrastructure and Operations Optimization:

4. Opfimize Network Mail processing and transportfation, Facilities management and disposal

Workplace and Workforce Inifiatives:
5. Flexible Workforce Talent management and development, Employee engagement,
Total labor cost, VWorkforce optimization

Infrastructure and Operations Optimization:

Sustainability

Infrastructure and Operations Optimization:
Delivery

6. Reduce Energy Use

7. Reduce Delivery Costs

Revenue Generation Programs:
8. Expand Products, Services, and Features Shipping growth, Transaction mail preservation, Marketing mail growth,
Clobal growth, Digital and hybrid mail growth, Customer experience

Infrastructure and Operations Optimization:
Ongoing legislative and regulatory agenda

Q. Address legislative Requirements for Funding

Source: Response to CHIR No. 6, question 7.

To measure the performance of the strategic change initiatives, the Postal Service developed 10 cross-portfolio
performance indicators. Each performance indicator includes targets and results for FY 2012, as well as the FY

2012 variance. The performance indicators are listed in Table V-4.

The Postal Service states that FY 2013 targets for the cross-portfolio performance indicators are currently being
compiled. Response to CHIR No. 6, question 8. It notes that the FY 2013 targets for the cross-portfolio performance

indicators may differ from the current FY 2012 targets. /d.

Commission Analysis

The strategic initiatives facilitate the Commission’s review of performance goals under 39 U.S.C. 3653(d). The
Commission reviews the strategic initiatives as part of its evaluation of whether the Postal Service met the

performance goals established in the Annual Performance Report and Plan.
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Table V-4 —Cross-Portfolio Performance Indicators

Description Planned Actual FY 2012 Variance
Total revenue ($) $935,718,028 $813,556,920 $(122,162,108)
Total cost savings ($) $581,000,000 $346,338,000 $(234,662,000)
Total work hours reduced [hours) 6,000,000 1,940,200 (4,059,800
Total headcount reduced (FTEs) 67,080 29,390 (37,690
Total facility square feef reduced (sq. ft.) 2,200,000 3,308,811 1,108,811
Commercial mail in Full Service (%) 48% 45% (3%]
IMb adoption rate (%) 80% 81% 1%
Package scanning rate (%) Q4% Q4% 0%
Overall customer experience score (%) 82% 79% (3%]
legislative Impact ($b) 0 0 0

Source: Combined Report at 39.

In the FY 2011 ACD, the Commission directed that the FY 2012 Report and FY 2013 Plan “contain information on
strategic initiatives similar in the level of detail to that provided in the FY 2010 Comprehensive Statement.” 2011
ACD at 58. The Commission asked the Postal Service to provide the performance indicators used to measure
progress in meeting targets. /d. It also asked for the FY 2012 targets, FY 2012 results, and FY 2013 targets. /d.

As described above, the Postal Service revamped “strategic initiatives” from past years by replacing them with
“strategic change initiatives.” The Public Representative critiques the Postal Service’s presentation of strategic
change initiatives. PR Comments at 16. He asserts that it is difficult to determine which performance goals the
strategic initiatives relate to because the lists of initiatives are not tied to the performance goals. /d. He also argues
that the strategic change initiatives lack performance indicators to measure progress towards accomplishing the

performance goals. /d.

The Postal Service responds that a relationship does exist between the strategic change initiatives and the
performance goals. Postal Service Reply Comments at 21. It notes that the inter-related nature of the strategic
change initiatives means that more than one initiative may relate to more than one performance goal. /d. The
Postal Service contends that the Public Representative is improperly imposing the requirements of 39 U.S.C. 2803
and 2804 on the strategic change initiatives, which are not provided as part of the FY 2012 Report and FY 2013

Plan. Id. Rather, they are provided as part of a broader strategic plan to achieve these goals. /d.

The strategic initiatives were originally designed “to help clarify the connection between performance goals and
the actions necessary to achieve them.” 2011 ACD at 49. Although they do not directly support the performance
goals, they are part of the FY 2012 Report and FY 2013 Plan. The Commission reviews the strategic change
initiatives as part of its evaluation of whether the Postal Service met the performance goals established in the

Annual Performance Report and Plan. /d. at 58.
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The Commission finds that the Postal Service has met the requirements of 39 U.S.C. 2803 and 2804 with respect
to the strategic change initiatives. The Postal Service established 10 cross-portfolio performance indicators that
support the strategic change initiatives. Each performance indicator has FY 2012 targets and results, as well as the
FY 2012 variance. FY 2013 targets are currently being compiled. Response to CHIR No. 6, question 8. To ensure
compliance with statutory requirements, the FY 2013 Report and FY 2014 Plan should contain FY 2013 targets, FY

2013 results, and FY 2014 targets for each strategic change initiative performance indicator.

The Commission finds that the quality of information provided about the strategic change initiatives improved
over the FY 2011 Report and FY 2012 Plan. The Commission appreciates that the Postal Service provided a chart
linking FY 2010 and FY 2011 strategic initiatives with FY 2012 strategic change initiatives. Response to CHIR No. 6,

question 7. Future Annual Performance Reports and Plans should provide explanations for any deletions.
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CHAPTER VI
SERVICE PERFORMANCE

INTRODUCTION

39 U.S.C. 3652(a)(2)(B)(i) requires the Postal Service to report on each market dominant product’s “level of service
(described in terms of speed of delivery and reliability).” The Commission evaluates whether each product meets
its standard for level of service. On an annual basis, the Commission compares a product’s on-time delivery with
delivery goals established by the Postal Service. For Special Services, the Commission evaluates performance data

from metrics developed by the Postal Service applicable to each product.

During FY 2012, service performance results for most market dominant products showed improvement toward
meeting annual on-time targets. Most First-Class Mail products continued to meet or exceed their annual service
performance targets. Special Services products, with the exception of Address Management Services, met or
exceeded annual service performance targets. Package Services products, with the exception of Bound Printed
Matter Flats, either approached or exceeded annual service performance targets. While most Standard Mail

products did not meet or exceed annual on-time targets, service performance improved throughout the fiscal year.

The Postal Service attributes most of these gains to its Work-in-Process diagnostic tools which permit tracking
and systemwide troubleshooting using information gathered through Intelligent Mail barcodes (IMb). Library
Reference USPS-FY12-29 at 8, 13.

A notable exception to on-time delivery performance improvement has been in Periodicals, which has not met
service performance targets. The on-time performance percentage has declined from last year. It is too early to tell
if the decline in on-time delivery performance is due to a new, not fully tested measurement system, or an actual

decline in service performance.!

Many challenges still face the Postal Service in developing reliable measurement systems. For example, the Postal
Service systems do not yet provide service reporting by product for large percentages of Standard Mail because of
the inability to identify Standard Mail pieces by product. The Postal Service says it is taking steps to address this
problem.? The Postal Service is expected to discuss its progress in identifying Standard Mail pieces by product in its

next Annual Compliance Report to the Commission.

1 The Postal Service began measuring Periodicals service performance using the iMAPS system in the first quarter of FY 2012. Library Reference USPS-
FY12-29 at 15-16.

2 Response to CHIR No. 5, question 29. Further, the Postal Service will require piece-level detail on its electronic mailing documentation beginning July
2013. DMM Advisory issued November 30, 2012.
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MEASUREMENT SYSTEMS

In FY 2012, the Postal Service used a variety of measurement systems to measure service performance for each
market dominant product. Table VI-1 identifies the different systems used to measure service performance for
each type of mail reported in the Postal Service’s Annual Service Performance Report, filed as Postal Service Library
Reference USPS-FY12-29.

Table VI-1 —Market Dominant Service Performance Measurement Systems

| Single-Piece | Presort

| Lefters | Flats | Parcels | Letters | Flats Parcels
First-Class Mail | EXFC | EXFC | PTS | IMAPS | Proxy (EXFC) PTS
Periodicals | | | IMAPS | IMAPS |
Standard Mail IMAPS | IMAPS PTS
2“".“96 PTS IMAPS PTS

ervices

International Mail | IMMS IMMS |

Special Services | Custom designed internally based measurement systems |

Source: USPS. Service Performance Measurement. October 2007 at 6.

ExTERNAL FIRST-CLASS MEASUREMENT SYSTEM (EXFC)

EXFC is a sampling system managed by an independent contractor, International Business Machines Corporation
(IBM). Delivery performance is measured from the street collection box to the delivery mailbox. When evaluating
delivery performance, test mailers record the time they place First-Class Mail in the collection box. Those test
mailpieces are sent to a nationwide panel of receivers who record when the mailpiece was delivered to their
mailbox.? Actual transit time is then compared against First-Class Mail service standards. EXFC provides quarterly

service performance measurement scores at both the area and district level.

INTELLIGENT MAIL ACCURACY AND PERFORMANCE SYSTEMS (iIMAPS)

iMAPS provides an end-to-end service performance measurement by using documented mail arrival time at a
designated postal facility to start a measurement clock, and an IMb scan by an external, third-party reporter to
stop the clock. The measurement involves two distinct steps. The Postal Service obtains processing times based
on IMb scans reported through the Seamless Acceptance and Service Performance (SASP) system. SASP captures
data from all Full-Service Intelligent Mail. This is combined with a last mile factor. The last mile factor is developed
through scans by third-party reporters upon receipt of the mail. Service performance is measured by comparing

the overall transit time to the service standards to determine the percent of mail delivered on time.

32009 ACD at 49.
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Propuct TRACKING SysTEM (PTS)

For use with parcels, PTS is an internal measurement system used by the Postal Service, which measures transit
time from the time of mailing until the time of delivery. Measurements are based on Delivery Confirmation scans.

Actual transit time is compared against service standards for the market dominant parcel product.

INTERNATIONAL MAIL MEASUREMENT SYSTEM (IMMYS)

IMMS measures the domestic leg of transit time for international mail. IMMS is based on a system similar to EXFC.
The system measures the time between the domestic collection point and the outbound International Service

Center (ISC) for outbound letters and between the inbound ISC and the domestic delivery point for inbound letters.

INTELLIGENT MAIL BARCODE DEVELOPMENTS

The Postal Service expects mailer participation in the Full-Service Intelligent Mail barcode system to continue to
increase.* The largest increase in Full-Service IMb participation for First-Class Mail and Standard Mail products
occurred at the end of FY 2011. Since that time, IMb adoption has slowed. Figure VI-1 shows the increase in the

total number of pieces with a Full-Service IMb.

Figure VI-1 —Total Pieces Measured by Intelligent Maill
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Source: USPS Reports on Full-Service IMb.

4 Full-Service IMb mailpieces are uniquely identifiable, which permits end-to-end tracking of mailpieces.
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In July 2012, new service standards went into effect as a result of the Postal Service’s network consolidation
initiative that shifted significant volumes from 1 and 2 day service to 3-5 day service. First-Class Mail service
performance measurement systems were modified to account for the new service standards. Compilation of data

using the new systems began in Quarter 4.

The volume of measurable First-Class Mail within the 3-5 day delivery standard increased almost four-fold since the
fourth quarter of FY 2011. According to the Postal Service, the increase in measured mail pieces allows the Postal
Service to identify processing bottlenecks, and effectively address regional and district processing issues, thereby
increasing general service performance. Figure VI-2 shows the number of Full-Service IMb pieces in measurement

by delivery day standard for First-Class Mail Presorted Letters/Postcards.

Figure VI-2—First-Class Mail Presorted Letters/Postcards Pieces in Measurement
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Source: USPS Quarterly Service Performance Reports.
The volume of Full-Service IMb mail also continues to increase for most Standard Mail products. In FY 2012, the
Postal Service saw significant increases in measured mail volume, especially for Letters, Carrier Route, and Flats

products. Figure VI-3 shows the percentages of mail volume in measurement for each Standard Mail product by
quarter in FY 2012.
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Figure VI-3—Measured Mail Pieces - Standard Mail Products
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Source: Response to CHIR No. 8, question 13.

The Postal Service has made progress in increasing Full-Service IMb mailer participation. FY 2012 is the first year
in which the Postal Service was able to provide product level reporting for most market dominant products based
on data obtained from all four quarters of a fiscal year. However, the Commission is concerned about the low
level of participation for certain Standard Mail categories, Package Services (especially Bound Printed Matter and
Bound Printed Flats) and Periodicals (Within County and Outside County). Low levels of Full-Service IMb adoption
cause absences in performance measurement results, or coverage gaps, which then cause unreliable service

performance measurements.

FIRST-CLASS MAIL

As seenin Table VI-2, Single-Piece Letters/Postcards and Presorted Letters/Postcards, which comprise more than 94
percent of First-Class Mail, met or exceeded annual on-time service performance targets. Flats, Parcels, Outbound
Single-Piece First-Class Mail International, and Inbound Letter Post, which comprise the remainder of First-Class

Mail, did not meet annual on-time service performance targets.
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Table VI-2—FY 2012 Domestic First-Class Mail Service Performance

First-Class Mail Target | Percentage On-Time

Single-Piece Letters/Postcards

Overnight 96.65 97.0
2-Day 04.15 95.6
3-5 Day 92.85 93.2
Presort Letters/Postcards

Overnight 96.65 96.9
2-Day 94.15 95.9
3-5 Day 92.85 5.4
Flats

Overnight 96.65 89.8
2-Day Q4.15 85.0
3-5 Day 92.85 80.0
Parcels

Overnight 96.65 89.8
2-Day 94.15 85.8
3-5 Day 92.85 88.4

Source: USPSFY12-29 at 4.

SINGLE-PI1ECE LETTERS/POSTCARDS

Service performance for Single-Piece Letters/Postcards is measured using the EXFC system. Single-Piece Letters/
Postcards annual performance exceeded the on-time delivery targets for the overnight, 2-day, and 3-5 day mail.
The scores surpass FY 2010 and FY 2011 annual results. Service performance for this product has continuously

increased each year.

PRESORTED LETTERS/POSTCARDS

Service performance for Presorted Letters/Postcards is measured using the iMAPS system. Presorted Letters/
Postcards annual performance exceeded the on-time delivery targets for the overnight, 2-day, and 3-5 day mail.
FraTs

Service performance for single-piece flats, which comprises 70 percent of First-Class Mail Flats, is measured using
the EXFC performance measurement system. The single-piece flats performance score is used as a proxy for
presorted flats. FY 2012 is the third consecutive year that the First-Class Mail Flats product has not met on-time

delivery service performance targets for overnight, 2-day, or 3-5 day mail.

The Postal Service asserts that quarterly scores showed improvement during FY 2012. It projects continued
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improvement for subsequent quarters as the Postal Service’s Work-In-Process diagnostic tools find and correct
the issues contributing to the product performing below targeted service performance. Library Reference USPS-
FY12-29 at 8. Table VI-3 shows quarterly performance for FY 2012.

Table VI-3—FY 2012 On-Time Service Performance for First-Class Mail Flats

On time Se”iﬁe Quarter 1 Quarter 2 Quarter 3 Quarter 4
Performance (%)

Overnight | 88.4 | 90.0 | 90.9 | 89.8
2Day | 81.4 | 84.9 | 85.9 | 87.9
35 day | 749 | 79.5 | 83.5 | 817

Source: USPS Quarterly Service Performance Report. Quarter 4.

The Postal Service notes that in consultation with the external service performance contractors, it will assess the
need for proxy data for presorted flats quarterly and that when sufficient IMb volumes are available, the use of the
proxy will be re-evaluated. The Postal Service also mentions its continuing efforts to encourage “the adoption of
Full-Service Intelligent Mail service for letters and flats for all mailers, including small volume mailers.” Response
to CHIR No. 5, question 29.

PARCELS

Service performance for Parcels is measured using the Postal Service’s internal PTS. Annual performance for First-
Class Mail Parcels did not meet on-time service performance targets for overnight, 2-day, or 3-5 day delivery. A

review of quarterly scores shown in Table VI-4 shows improvements in service performance for Parcels over the year.

Table VI-4—FY 2012 On-Time Service Performance for First-Class Mail Parcels

On-time Service

Perf o ‘ Quarter 1 ‘ Quarter 2 ‘ Quarter 3 ‘ Quarter 4
erformance (%)

Overnight | 86.0 | 89.7 | 92.4 | 92.2
2Day | 787 | 857 | 90.2 | 91.0
35 Day | 824 | 887 | 917 | 90.5

Source: USPS Quarterly Service Performance Report. Quarter 4.

OuTtBOUND SINGLE-PIECE FIRST-CLASS MAIL
INTERNATIONAL AND INBOUND LETTER PoOSsT

Service performance for Outbound Single-Piece First-Class Mail International and Inbound Letter Post is measured
using the IMMS. Letter-shaped mailpieces are measured using a system similar to EXFC. International flats and
parcels are reported using proxies derived from the flats and parcels domestic counterparts. As shown in Table VI-
5, Outbound Single-Piece First-Class Mail International and Inbound Letter Post did not meet their annual on-time

service performance targets.
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Table VI-5—FY 2012 International First-Class Mail Service Performance

First-Class Mail | Target | Percentage On-Time

Outbound Single-Piece First-Class Mail International

Combined (Overnight, 2-Day, 3-5 Day) | 94.0 | Q1.5
Inbound Letter Post
Combined (Overnight, 2-Day, 3-5 Day) | 94.0 | Q0.5

Source: USPS-FY12-29 at 4.

CommissioN FINDINGS FOR FIRsT-CrLAss MAIL

The Commission finds that the Postal Service met its service performance targets for the majority of First-Class
Mail products. For First-Class Mail Flats and Parcels the Postal Service did not meets its goals. However, service
performance improved during the fiscal year. The Postal Service should plan for corrective action necessary to

improve the service performance of both International First-Class Mail products.

STANDARD MAIL

As shown in Table VI-6, two Standard Mail products met or exceeded service targets and four did not.

Table VI-6—On-Time Service Performance for Standard Mail Products

Standard Mail Target FY 2011! FY 2012
High Density and Saturation Lefters ?0.0 86.9 87.2
High Density and Saturation Flats/Parcels 0.0 76.6 Q0.8
Carrier Route 0.0 50.1 70.6
Letters Q0.0 /1.3 80.7
Flats Q0.0 5909 70.0
Parcels 0.0 N/A 8.9

' The Postal Service began reporting service performance results for Standard Mail in the last quarter of FY 2011

Source: USPSFY12-29 at 10 and USPSFY11-29 at 33.

In FY 2012, the Postal Service was unable to evaluate Standard Mail product service performance for a large
percentage of letter and flat shaped Standard Mail as required by statute. Fifty-seven percent of measurable
Standard Mail letters and 70 percent of Full-Service Intelligent Mail flats were not reportable by product and were
reported as “mixed product” categories. Library Reference USPS-FY12-29 at 11.

The Postal Service explains that identification of Standard Mail products is based on information supplied by
mailers. Mailers are not always required to provide the detailed data that enables service performance reporting
at the product level.® In such cases, mail cannot be placed into specific product categories and is instead reported

as either Mixed Product Standard Letters or Mixed Product Standard Flats.

> Notably, the current electronic documentation requirements do not allow mailers using Postal Wizard or the Intelligent Mail Range Record (IMR) type
documentation to provide the exact product category for each mail piece. Therefore, the flat-shaped Standard Mail pieces without product category

information identified in iMAPS are included in the Mixed Flats group for the performance reporting purposes.
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There exists a large volume of Standard Mail categorized as “mixed product flats” or “mixed product letters.”
Volume that is not identified by product hinders proper service performance measurement for individual Standard
Mail products. In addressing this issue, the Postal Service emphasizes its efforts to work with the mailing community
to revise mail entry documentation requirements. Response to CHIR No. 5, question 29. Specifically, the Postal
Service established a deadline for adopting piece-level documentation, and the current method, which does not

require the information, is being eliminated. /d.

Figure VI-4 shows the recent decline in Standard Mail Flats not identifiable by product and falling into a

mixed category.

Figure VI-4 —Measured Mail Pieces—Mixed Product Categories
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Source: Response fo CHIR No. 8, question 13.

LETTER AND FLAT-SHAPED STANDARD MAIL PRODUCTS

Service performance for all letter-shaped, and for non-saturation flat-shaped, Standard Mail is measured using the
iMAPS system. FY 2012 was the first year all four quarters of data from the Full-Service Intelligent Mail system were

used for service performance measurement. See Figure VI-5.

A variation of the iIMAPS system is used for measuring destination delivery unit entered saturation flat-shaped
Standard Mail. Service performance for this mail is measured by identifying major weekly saturation mailings
within the delivery unit to begin measurement. The carrier ends measurement with a scan upon completion of all
deliveries on a route. These measurements are compared against the mailer requested in-home window. Library
Reference USPS-FY12-29 at 9.
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Figure VI-5—FY 2012 Quarterly Service Performance Results

100

Percent on Time

Carrier Route

Letters

B Qtr1

Flats

Mixed Product

Letters

FQtr2 WOtr3 F Qtr4

Source: FY 2012 Standard Mail Quarterly Performance Reports.

Mixed Product
Flats

The Postal Service asserts that performance results in FY 2012 showed steady improvement. It explains that the

use of diagnostic tools as well as timely start-the-clock scans will continue to drive the improvement of service

performance for the products below target. Library Reference USPS-FY12-29 at 13.

PARCELS

Service performance for Parcels is measured using an internal Delivery Confirmation-based system. Table VI-7

shows that the Parcels overall service performance results is based solely on three quarters of data for one metric

of Destination Entry 2-day Parcels.

Table VI-7—FY 2012 Available Data for On-Time Service Performance of Standard Mail Parcels

On-time Service Performance (%)
Destination Entry 2-Day
Destination Entry 3-4 Day
Destination Entry 5-10 Day
EndtoEnd 3-5 Day

End-oEnd 6-10 Day

End-oEnd 11-22 Day

Quarter 1
N/A

Quarter 2
98.9

Quarter 3
99.2

Quarter 4
99.1

Annual

8.9

Source: FY 2012 Quarter 4 Quarterly Performance Reports.
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ComMmMmissiON FINDINGS FOR STANDARD MAIL

The Commission notes the improvements in Standard Mail measurements that have occurred in FY 2012. Over
the year, the volume of mail in measurement appears to have increased. However, there are still significant gaps in
reporting that need to be filled. This is apparent upon review of the quarterly data which aggregate to the annual

service performance reports. Some segments within the Standard Mail products report no data at all.

The large volume of Standard Mail categorized as “mixed product flats” or “mixed product letters” is a continuing
concern. The volume within the mixed product categories has been high and has hindered proper service
performance measurement for individual products. It is encouraging that measured mix product volumes,
especially for mixed product flats, have declined significantly in FY 2012. The effort to properly categorize Standard

Mail products should improve the accuracy of service performance measurements.

The majority of Standard Mail did not meet service performance targets in FY 2012. However, service performance
improved over the fiscal year. As the Postal Service continues to increase participation in Full-Service IMb and
improve identification of mail pieces the Commission expects further improvements in service performance

reporting. No further action is required at this time.

Although the reported Parcels performance surpasses the annual service performance goal, the result was based
entirely on Destination Entry 2-day Parcels. The Postal Service must take steps to ensure Parcels reporting is more

representative of the entire product.

PERIODICALS

Service performance for Periodicals is measured using the iIMAPS system. Approximately 12 percent of all
Periodicals were included in measurement for FY 2012. 2012 ACR at 14. As shown in Table VI-8, on-time service
performance for Within County Periodicals and Outside County Periodicals is significantly below annual service

performance goals.

Table VI-8 —FY 2012 On-Time Service Performance for Periodical Products

On-Time Service Performance (%) | FY2012 Annual | Target
Outside County | 68.7 | 91.0
Within County | 68.7 | 91.0

Source: USPSFY12-29 at 14.

Anall Periodicals measurement is used as a proxy for both the Within County Periodicals and Outside County Periodicals
product measurements. The Postal Service explains that data are currently not available to identify significant portions
of Periodicals by product. Furthermore, the small size of Within County Periodicals mailers makes it less likely that

they will make the transition to barcoding or mail preparation systems that allow individual product identification.®

& Response to CHIR No. 9, question 28, Library Reference USPS-FY12-29 at 14-15.
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In the first quarter of FY 2012, the Postal Service transitioned away from using the previous measurement systems
based on Red Tag and Del-Trak.” As a consequence, carrier route bundles which bypass automation may not be

measured.?

As shown in Figure VI-6, on-time service performance improved from quarter 1 to quarter 4 of FY 2012.

Figure VI-6 —Quarterly Periodicals Service Performance
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Source: USPS Quarterly Service Performance Reports.

CommissioN FINDINGS FOR PERIODICALS

Neither Periodicals product met its service target for FY 2012. However, service performance improved throughout
the fiscal year. The Periodicals Mail Study, Joint Report of the United States Postal Service and Postal Regulatory
Commission, released in September 2011, identified several operational changes designed to increase efficiency.
The Postal Service implemented many of these recommended changes in FY 2012. As these changes take effect
and the Postal Service continues to use its diagnostic tool to identify service issues, service performance should

improve further in FY 2013.

7 Library Reference USPS-FY12-29 at 15. The Red Tag Monitoring Service is operated by the not-for-profit Red Tag News Publication Association to
monitor service for association members. The Del-Trak System is operated by Time, Inc. to monitor service for several of its publications. Service is
measured end-to-end using mailer-reported entry times to start-the-clock and external reporter delivery dates to stop-the-clock. The transit time for
each of the tested publications is compared against the service standards for Periodicals. Data from the two external systems are reviewed, combined
and weighted by an independent contractor.

8 Library Reference USPS-FY12-29 at 15-16.
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PACKAGE SERVICES

The Bound Printed Matter Parcels and Media Mail/Library Mail products within Package Services met or exceeded
annual on-time service performance targets. Single-Piece Parcel Post,’ Bound Printed Matter Flats, and Inbound
Surface Parcel Posts (at UPU rates) products within Package Services did not. Package Services is comprised mostly
of parcels, but also includes some catalogs and other bound printed items too heavy to be sent as Standard Mail.

As shown in Table VI-9, service performance for all products improved in FY 2012.

Table VI-9—On-Time Service Performance for Package Services Products

On-time Service Performance (%) FY 2011 FY 2012 Target
Single-Piece Parcel Post 81.8 86.8 20.0
Bound Printed Matter Flafs 421 54.3 0.0
Bound Printed Matter Parcels 83.2 Q4.4 ?0.0
Media Mail/Library Mail 87.5 Q2.7 0.0
Inbound Surface Parcel Post (at UPU rates) 81.8 86.8 0.0

Source: USPSFY12-29 at 19 and USPSFY11-29 at 23.

SINGLE-P1ECE PARCEL PosT (ALASKA BYPASS SERVICE)

Service performance for Single-Piece Parcel Post is measured using the internal PTS system, which is based on

Delivery Confirmation scans. Figure VI-7 compares service performance from FY 2010 through FY 2012.

Figure VI-7 —Single-Piece Parcel Post Annual Comparison
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Source: USPS-FY10-29, USPSFY11-29, and USPSFY12-29.

®  Single-Piece Parcel Post has been re-classified as a competitive product. The remaining volume in the market dominant category is now called Alaska
Bypass Service.
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INBOUND SURFACE PARCEL PosT (AT UPU RATES)

Inbound Surface Parcel Post (at UPU rates) consists of items weighing up to 70 pounds originating in other

countries and transported to the United States. Only the domestic leg of this international product is evaluated.

Service Performance is estimated using Single-Piece Parcel Post service performance as a proxy. In FY 2012, Single-

Piece Parcel Post was transferred to the competitive product list where service performance measurement is

not required. Consequently, this proxy will no longer be valid in FY 2013. This product did not meet its service

performance target in FY 2012. As seen in Figure VI-8 service performance improved throughout the year.

Figure VI-8 —FY 2012 Inbound Surface Parcel Post
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BounD PRINTED MATTER FLATS

Service performance for Bound Printed Matter Flats is measured using the iMAPS system. Neither the Destination

Entry nor the end-to-end components of this product met the on-time service performance goal for FY 2012. For

the end-to-end component, Table VI-10 shows the Postal Service reported only first quarter results.®

Table VI-10—FY 2012 On-Time Service Performance for Destination Entry
and End-to-End Components of Bound Printed Matter Flats

On-time Serv'ﬁe Quarter 1 Quarter 2 Quarter 3 Quarter 4 FY 2012 Target
Performance (% Annual

Destination Entry 41.7 60.7 49.2 67.2 55.2 20.0
End-o-End 24.1 24.1 20.0

Source: USPS Quarterly Service Performance Report. Quarter 4.

©  Quarterly Service Performance Report, FY 2012, Quarter 4, Issued February 8, 2013.
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BounD PRINTED MATTER PARCELS

Bound Printed Matter Parcels is a commercial product used by businesses to send books, directories, or large
catalogs too heavy or rigid to qualify as Bound Printed Matter Flats. Service performance for Bound Printed Matter
Parcels is measured using the Postal Service’s internal PTS system. In FY 2012, Bound Printed Matter Parcels

exceeded the annual target of 90 percent on-time delivery.

MEeD1A MAIL/L1BRARY MAIL

Media Mail/Library Mail is a content restricted product. By law, its content is restricted to books, noncommercial
films, computer-readable media, and similar items that typically have educational, cultural, scientific or
informational value. The product is used by businesses and by the general public to send books and eligible media
or other permitted items either for business, personal, educational, or literary purposes.!* Service performance
for Media Mail/Library Mail is measured using the Postal Service’s PTS system. On-time service performance for

Media Mail and Library Mail was 92.7 percent in FY 2012, which exceeded the annual target.

CommissiON FINDINGS FOR PACKAGE SERVICES

Single-Piece Parcel Post did not meet on-time service performance goals in FY 2012, however, it has shown steady

improvement over the years. The majority of this product was transferred to the competitive product list in FY 2012.

The Commission is concerned that the performance measurement and results for Bound Printed Matter Flats are
not improving. Results remain far from the annual target, and limited volume in measurement continues to hinder
end-to-end measurement. The Postal Service should work with mailers to increase measured volume and utilize

diagnostics to increase performance results.

With Alaska Bypass Service replacing Single-Piece Parcel Post on the market dominant product list, the Postal
Service must propose use of an appropriate measurement system on proxy for Inbound Surface Parcel Post (at UPU

rates) for service performance measurement in FY 2013.

SPECIAL SERVICES

In FY 2012, all but one special service met or exceeded the annual service performance targets.’? Address List
Services, which measures the number of days between a customer’s request for address list service and transmission
of the corrected address information to the customer, did not meet its annual target. The Postal Services explains
that “the failure to meet the target was due to a delay in processing by the responsible Address Management

System field offices.”*® Table VI-11 illustrates that most results in FY 2012 remained above annual targets.

1 Quarterly Service Performance Report, FY 2012, Quarter 1, February 16, 2012.

2 |ibrary Reference USPS-FY12-29 identifies the Special Service’s where the Postal Service provides service performance reporting (at 21-3), and the
Special Service’s that have been granted a semi-permanent exception from reporting (at 25-6).

3 The Postal Services implemented retraining efforts to communicate the importance of timely entry of information into the tracking system. 2012 ACR
at 26.
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Table VI-11—0On-Time Service Performance for Special Services Products

Special Services Target FY 2010 FY 2011 FY 2012
Ancillary Services 20.0 3.0 034 3.4
Infernational Ancillary Services ?0.0 Q9.2 99.6 99.6
Address Management Services 90.0 100.0 93.3 83.3
Confirm 20.0 99.6 99.7 8.8
Infernational Business Reply Mail Service = — — NR!
Money Orders 20.0 95.4 Q7.2 99.2
Post Office Box Service 90.0 94.3 Q3.1 Q2.6
Stamp Fulfillment Services — N/A2 N/A2 Q6.7

"'NR indicafes not reported.
2 N/A indicates measurement results were not yet available.

Source: USPSFY12-29 at 23 and 2011 ACD at /9.

PARTICIPANT COMMENTS

National Postal Policy Council (NPPC) contends that the service performance report does not clearly illuminate
whether service quality has improved or whether the apparent improvement in service quality is reflective of
changes to service standards due to the first phase of the Postal Service’s network realignment. Furthermore,
NPPC does not agree with the Postal Service’s contention that customers care more about consistency of service
than speed. NPPC members care both about consistency and speed of delivery. Finally, NPPC suggests that the
Commission address the implications of reduced service standards on the price cap for First-Class Mail. NPPC

Comments at 11-13.

The Public Representative attributes improvements in service performance scores to the relaxation of delivery
standards due to network realignment and to the Postal Service’s use of new service performance diagnostic tools.
The Public Representative suggests that the Commission inquire into the omission of end-to-end Bound Printed
Matter data after the first quarter of FY 2012. Public Representative Comments at 20-25.

Valpak contends the Commission should be determining service performance compliance with respect to both
speed of delivery and reliability. However, Valpak notes the absence of reporting reliability and states this is
surprising since the Postal Service contends that users of First-Class Mail consider reliability to be more important
than speed. See Docket No. 2012-1, USPS-SRT-4 at 6-7. Valpak suggests potential improvements in service
performance reporting, such as the Postal Service reporting comparable speed of delivery data from prior years,
to provide a ready comparison of service performance trends. Valpak also suggests reporting the average days to

delivery and the percentage of late mail.

Finally, Valpak comments on the large percentage of Standard Mail that is reported in a mixed category and not
by individual products as required by statute. Valpak contends that this limits the available performance data for
individual products within Standard Mail. Valpak Direct Marketing Systems, Inc. and Valpak Dealers’ Association,
Inc. Reply Comments on the United States Postal Service FY 2012 Annual Compliance Report at 44-53.
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CoMMISSION ANALYSIS

The Commission will monitor the effects of the Postal Service’s network realignment on service performance.

However, data at this time are too limited to draw any meaningful conclusions.

Whether customers place more emphasis on speed of delivery or reliability of service varies depending on their
needs. At this time, service performance measurements annually report the percentage of on-time delivery. On-
time delivery is informative as to both speed of delivery and reliability of service, with greater emphasis on speed
of delivery. The Postal Service could increase emphasis on reliability of service by reporting tail-of-the-mail, the

percentage of mail being delivered 1, 2, or 3 days late, in its annual report to the Commission.

CUSTOMER ACCESS

INTRODUCTION

The Postal Service reports on customer access to market dominant postal services both to provide insight into
customer satisfaction and because of the effect customer access has on the level of service provided. See 39 U.S.C.
3652(a)(2). The Postal Service provides information on the number and type of post offices, including suspended
post offices, the number of residential and business delivery points, and the number of collection boxes. A
customer’s average wait time in line is provided to evaluate the time a customer must wait to receive retail services.

Additionally, the Postal Service supplements its reporting with information on alternative access channels.

Maintaining adequate customer access is important notwithstanding volume declines and changes in mailer
behavior.'* Over the years, the Postal Service has reduced its retail network by removing collection boxes and other
collection points, and either closing postal retail facilities or reducing hours of operation. Access to postal services,

however, is being supplemented with the addition of alternative marketing channels.

RETAIL FACILITIES

Table VI-12 provides the number of operational retail postal facilities by type for FY 2010 through FY 2012. The
aggregate number of Postal Service retail facilities closed in FY 2012 is less than in FY 2011. Closings of Classified

Stations, Branches and Annexes decreased but the number of Post Office closings increased.

Table VI-12—Postal Service Operational Retail Facilities

FY 2012 FY 2011
Change from | Change from

Factility Type FY 2012 | FY 2011 | FY 2010 FY 2011 FY 2010
Post Offices 26,755 | 26,927 | 27,077 (172) (150)
Clasified Stations & Branches and Carrier Annexes 5,102 5219 5,451 (117) (232)
Total Facilities 31,857 | 32,146 32,528 (289) (382)

Note: Does not Include Offices Under Suspension.

Source: USPS 2012 Annual Report fo Congress, at 23.

4 One of the Postal Service’s FY 2011 strategic initiatives was to expand postal access by means other than a postal retail facility.
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On May 25, 2012, the Postal Service requested an Advisory Opinion from the Commission on POStPlan, a proposal
to realign the hours of operation at approximately 17,700 of its more than 32,000 postal retail locations to more
closely reflect workload at these offices.* Under POStPlan, the Postal Service reviewed the workload at EAS Level
16 and lower post offices to determine whether: (1) the office will be upgraded to EAS Level 18 or above; (2)
window hours will be realigned to reflect actual workload; or (3) the post office will undergo a discontinuance
study.’” The Commission issued its Advisory Opinion on the POStPlan on August 23, 2012. In summary, the
Commission found that the POStPlan’s objective of achieving cost savings with limited reductions in access and
service is consistent with public policy. It concluded that if implemented properly, the POStPlan should help
balance service and cost savings in @ manner consistent with the law. To further enhance the implementation
of the POStPlan, the Commission’s Advisory Opinion provided recommendations concerning access, community

input, revenue, and staffing.

During hearings held on the proposal, the Postal Service testified that post offices will continue to provide the
same services they provide today. Specifically, access to post office boxes will remain unchanged, collection boxes

at post offices will remain in place, and Saturday hours will not be affected.

As a result of POStPlan, the hours of operation at nearly 13,000 post offices nationwide are being reduced to 6,
4, or 2 hours per weekday. In a few locations, hours of operation will increase. Table VI-13 shows the number of
offices subject to POStPlan. Although POStPlan may reduce retail service and customer convenience at certain
post offices by reducing weekday hours of operation, the Postal Service plans to maintain access to postal services

in the following ways:

®  Post offices will continue to provide the same services they provide today;
m Access to post office boxes will remain unchanged;

®  Collection boxes at post offices will remain in place;

® Saturday hours will not be affected; and

®  Post offices in the most remote and isolated locations will remain open at least 6 hours each weekday.

Table VI-13—Change in Hours of Operation Under POStPlan

Number of Offices Percent of Total
Increase 73 0.4%
No Change 4,752 27.0%
Decrease 12,801 72.6%
Total 17,626 100.0%

Source: Docket No. N2012-2, library Reference USPS-IR-N2012-2/1.

5 Docket No. N2012-2, United States Postal Service Request for an Advisory Opinion on Changes in the Nature of Postal Services, May 25, 2012, at 1
(Request).

6 Ppost Offices are categorized by an EAS designation. The EAS designation reflects the Executive and Administrative Pay Schedule of the Postmaster
assigned to the post office.

7 Request at 2.

64 2012 ANNUAL COMPLANCE DETERMINATION —CHAPTER VI



POST OFFICE SUSPENSIONS

Postal Service data shown in Table VI-14 indicate that 211 offices were under suspension at the end of FY 2012.

Twenty-two offices which had been under suspension were subsequently reopened.

Table VI-14—Number and Discontinuance Status of Suspended Offices

Not in In Discontinuance Final
Discontinuance | Process — Pre-Final | Determination
Time Period Reopened Process Determination Issue Subtotal Total
Under Suspension Prior fo FY 2012 1 47 34 5 86 87
Suspended in FY 2012 21 9 Q1 25 125 146
Under Suspension EQY FY 2012 22 56 125 30 211 233

Source: USPSFY12-46.

The Commission has expressed concern about the duration of time offices remain under suspension without being
reopened or being formally discontinued.?® Table VI-14 indicates that over 90 percent of the offices suspended
in FY 2012 are involved in the discontinuance process. This is in contrast with offices under suspension prior
to FY 2012 where only 45 percent were involved in the discontinuance process. The Postal Service’s recently
revised discontinuance procedures and the advent of the POStPlan with its emphasis on keeping offices open with

reduced operating hours may impact the number of extended suspensions.

Table VI-15 shows a breakdown of the 211 offices under suspension by the cause of the suspension. Postal Service

Handbook PO-101 specifies certain circumstances that may justify a suspension as including, but not limited to:

® A natural disaster;

® Termination of a lease or rental agreement when suitable alternate quarters are not available in the
community, especially when the termination is sudden or unexpected;

® [ack of qualified personnel to run the office;

® |rreparable damage when no suitable alternate quarters are available in the community;

®m Severe damage to, or destruction of, the office;

® Challenge to the sanctity of the mail; and

® |ack of adequate measures to safeguard the office or its revenues.?

As shown in Table VI-15, the leading cause of suspensions is lease terminations which account for 44 percent of

the total. Lack of qualified personnel is the second leading cause at 22 percent.

Table VI-16 shows the number of offices under suspension by date of suspension. There are offices which have been
under suspension since 1984, and more than 25 percent of the total number of offices under suspension at the end
of FY 2012 have been suspended for more than 2 years. When a post office has been suspended for such an extended
period of time, it could be seen as a de facto closing that did not provide for the required community notices.

8 See Docket No. P12010-1, Investigation of Suspended Post Offices.
¥ USPS Handbook PO-101, January 2012.
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Table VI-15—Number of Offices Under Suspension

Suspension Reason

lease Expiration/Termination
Lack of Qualified Personnel
Health/Safety

Natural Disasters

Other

No Dafa

Grand Total

Source: USPS-FY12-46.

Number of
Offices

Q2
47
41
12
7
12
211

Table VI-16 —Number of Suspended Offices

by Fiscal Year

FY of Suspension
1984

2012
Grand Total

Source: Response to CHIR No. 2, question T, USPS-FY12-38.
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DELIVERY POINTS

Table VI-17 provides the number of residential and business delivery points by delivery type for FY 2009 through
FY 2012. The change in the number of delivery points in FY 2010, FY 2011, and FY 2012 is also shown. The total
number of delivery points continues to grow, increasing by 654,560 from FY 2011 to FY 2012. The growth in

delivery points in FY 2012 is the result of an increase in residential delivery points. While business delivery points

continued to decrease, the rate of decrease was lower in FY 2012 than in FY 2011. Table VI-18 shows the average

number of pieces delivered per delivery point. For FY 2012, the average pieces per delivery point is 1,051. In FY

2000, the Postal Service reported there were on average 1,529 pieces per delivery point.?

Delivery Points

Residential Delivery Points

City Delivery

Rural

PO Box

Highway Contract
Total Residential Delivery

Business Delivery Points

City Delivery
Rural

PO Box

Highway Contract
Total Business Delivery

Total Delivery Points

Table VI-17 —Postal Service Delivery Point Statistics

FY 2012

81,040,591

39,449,400
15,994,508

2,678,508
139,163,007

7,525,979
1,493,644
3,889,964

73,957
12,983,544
152,146,551

FY 2011

80,792,112

39,067,740
15,891,349

2,639,061
138,390,262

7,487,332
1,468,861
4,072,664

72,872
13,101,729
151,491,991

Source: USPS 2012 Annual Report to Congress at 23.

FY 2012
Difference
from

FY 2011

248,479

381,660
103,159

39,447
772,745

38,647
24,783
(182,700]

1,085
(118,185)
654,560

FY 2010

80,531,231

38,638,280
15,739,698

2,607,138
137,516,347

7,457,500
1,453,292
4,355,674

72,648
13,339,114
150,855,461

FY 2011
Change from
FY 2010

260,881

429,460
151,651
31,923
873,915

29,832
15,569
(283,010]

224
(237,385)
636,530

Table VI-18 — Annual Pieces Per Delivery Point

No. of Pieces (Millions) |

Pieces/ Delivery Point

FY 2012
159,859 |

1,051‘

FY 2011

Source: USPS 2012 Annual Report to Congress at 23.

20 USPS Annual Report to Congress, 2001 at 46-47.

| Fr2010 |
168,207 |

1,111‘

170,859|
1,133‘

FY 2010
Change
from
FY 2009 FY 2009
80,187,505 343,726
38,264,946 373,334
15,601,883 137,815
2,576,166 30,972
136,630,500 885,847
7,483,461 (25,961)
1,439,266 14,026
4,489,688 (134,014
72,966 (318)
13,485,381 | (146,267)
150,115,881 739,580
FY 2009
176,744
1177
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WAIT TIME IN LINE

Tables VI-19, VI-20, and VI-21 illustrate wait time in line experiences at postal retail facilities. To provide insight
into customer experiences at its retail outlets, the Postal Service, through the Retail Customer Experience (RCE)
program, hires private “mystery shoppers” who test customer experiences at approximately 8,400 of its larger
retail outlets. Table VI-21 shows the average wait time in line by administrative area for FY 2011 and FY 2012 and
by fiscal quarter for FY 2012. Wait time in line decreased in FY 2012 for every administrative area except the Pacific

area where it increased by less than 9 seconds.

The Postal Service also uses its Customer Experience Measurement (CEM) survey to gauge customer perception
of wait time in line. Customer average wait time in line based on the CEM survey question is shown in Table VI-
19. Wait time in line is broken down by small/medium Business customers and Residential customers for FY 2010
through FY 2012.

Table VI-19—Average Wait Time in Line

Small/Medium Business Residential

Wait Time In Line FY 2012 FY 2011 FY 2010 FY 2012 FY 2011 FY 2010

less than 1 minute 18% 18% 17% 19% 19% 18%
1-3 minutes 31% 29% 28% 32% 31% 29%
4-5 minutes 23% 23% 23% 24% 24% 23%
Subtotal 5 minutes or less 72% 70% 68% 75% 73% 70%
6-10 minutes 16% 17% 17% 15% 15% 16%
11-15 minutes 7% /% 8% 6% 6% 7%
16 minutes or more 5% 6% 7% 5% 5% /%
Total 100% 100% 100% 100% 100% 100%

Source: USPSFY12-38, USPSFY11-38 and USPSFY10-38.

One measure derived in part from mystery shoppers is a wait time in line score combined with a service standard
of “Five Minutes or Less.” The goal for FY 2012 for wait time in line was 88 percent of customers waiting 5 minutes
or less.?! The Postal Service reports that final results for FY 2012 produced a national wait time in line score of 88
percent, which meets the target and reflects an improvement over the prior year by 1.1 percentage points. The FY
2012 goal for the overall retail experience of 92.7, was exceeded by 0.1 percentage points. Table VI-20 shows the

“Overall Retail Experience” goals and actual for FY 2012.

The Public Representative questions the large discrepancy between wait time in line presented by the Postal Service
in its ACR, and wait time in line calculated in Library Reference USPS-FY12-38. Public Representative Comments at
58-60; Public Representative Reply Comments at 34-5. He calculates an average wait time in line of 3.9 minutes
compared to the Postal Service’s 2 minutes 34 seconds. The Public Representative offers suggestions to improve
wait time in line reporting by the inclusion of additional questions in the CEM survey. Public Representative

Comments at 60.

2 d.
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Table VI-20—Overall Retail Experience

FY 2012
Godl FY 2012 Actual
Overall Refail Experience' | 92A7| 92.8
Wait Time in Line (Pct. Waiting 5 min or less) ‘ 88.0% 88.0%

Overall Retail Experience Score is calculated from mystery shopper results: 40 percent (wait time in line score)
+ 15 percent [HAZMAT score] + 20 percent (image score) +25 percent (promotion and merchandizing score)

Source: USPS 2012 Annual Report to Congress at 47.

The Postal Service explains that wait time in line data are obtained from the mystery shopper program, and not the
CEM survey.? It explains that CEM separately asks questions about customers’ impressions of their visits, but this
information is not used in calculating wait time in line. The Postal Service states that the cost of the survey would
increase as suggested by the Public Representative, and response rates would decrease. Reply Comments of the
United States Postal Service at 22-23.

The Commission accepts the Postal Service’s approach to measuring wait time in line. Obtaining data from the
mystery shopper program provides a measured time. Data from the CEM survey provides a customer’s impression

of service, which is also useful.

COLLECTION POINTS

Collection points are an important access channel for single-piece First-Class Mail. Collection points are defined
locations where a customer drops off mail for collection by the Postal Service. These can include collection boxes,
mailchutes, firm pickups, Automated Postal Center (APC) drops, lobby drops, and mail collection racks. All collection
points are required to be entered in the Collection Point Management System (CPMS) by the responsible district.
Data contained in the CPMS database include collection point address, location-type (i.e., Business, Residential,
Post Office Lobby, etc.), box type (standard, jumbo, snorkel, etc.), days of the week the point is accessed and the

times (including the final collection time) it is accessed.

Table VI-22 shows the number of collection points by location-type, and separately in Table VI-23, the percent of
total collection points for the three most numerous locations, business districts, residential areas and at post offices.
The rate of decline in collection points slowed in FY 2012. As Table VI-23 illustrates, the share of total collection
points outside and inside post office lobbies has continued to grow relative to collection points in business and
residential areas. The Postal Service has indicated to the Commission that it was Postal Service policy to relocate
collection boxes that were located outside discontinued post offices.?® With the advent of POStPlan, there may be
fewer closed offices and collection boxes at Postal Service retail facilities will continue to be an important access

point for customers.

22 USPS Reply Comments at 22.
2 2011 ACD at 86. POSTAL REGUIATORY COMMISSION 69



Table VI-21 —FY 2012 Wait Time in Line

Fiscal Quarter/
Year

Average Retail Customer

Area Experience Wait Time

FY 2012 FY 2011

2:38
2:08
2:22 2:40
2:44
2:09
2:24 2:26
1:58
1:42
1:57 2:05
2:34
2:13
2:23 2:35
3:47
213
3:25 3:16
2:53
215
2:33 3:03
3:20
2:34
2:58 3:07
2:51
219

Fiscal Year 2:34 2:45
Source: USPSFY12-33.
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Table VI-22 —Number of Collection Points by Location-Type

Year Change in | Percent | Change in | Percent
Number | Change | Number | Change

Location Type 2012 2011 2010 2006 2012-2006 2012-2011
Business 82,142 83,587 87,391 108,418 | (26,276)| -24.2% (1,445) -1.7%
Residential 41,019 41,513 43,342 61,038 | (20,019)| -32.8% (494) -1.2%
Post Office Outside 45,167 45,632 47,579 53,665 (8,498) | -15.8% ([465) -1.0%
Post Office Lobby 39,236 39,175 39,636 37,110 2,126 5.7% ol 0.2%
Customer Lobby 3,817 3,920 2,729 4,057 (240) -5.9% (103) 2.6%
Other 3,795 3,772 4,357 3,191 604 18.9% 23 0.6%
Contract Station 938 Q52 873 Q48 (10) -1.1% (14) -1.5%
Mail Room 749 /87 /82 807 (58] 7. 2% (38] -4.8%
Customer Dock 262 264 337 464 (202) | -43.5% (2] 0.8%
Airport 152 143 138 152 - 0.0% Q 6.3%
Goverment Building 275 263 233 68 207 | 304.4% 12 4.6%
Approved Shipper 99 66 0 0 99 33 50.0%
Grand Total 217,651 | 220,074 | 227,397 | 269,918 | (52,267) -19.4% | (2,423) -1.1%

Source: USPSFY12-45.

Table VI-23 —Percent of Total Collection Points by Fiscal Year

Location Type | 2012 | 2011 | 2010 | 2006

Business | 37.7% 38.0% 38.4% 40.2%
Residential | 18.8% 18.9% 19.1% 22.6%
Post Office (combined) | 38.8% 38.5% 38.4% 33.6%

Source: USPSFY12-45.

The Greeting Card Association observes that in the preface to Library Reference USPS-FY12-33, the Postal Service
states that its CPMS does not currently have the capability of tracking the number of collection boxes added during
a specific fiscal year.?* The Postal Service has stated that it is in the process of adding this function to the CPMS and
anticipates being able to provide this information for FY 2014.2° The Commission encourages the Postal Service to

add the collection box measurement function to the CPMS.

ALTERNATIVE ACCESS

In addition to providing postal products and services at postal retail counters, the Postal Service has continued to
expand postal access through additional marketing channels. For FY 2012, just over 39 percent of retail revenue
was generated through means other than a postal retail counter. Table VI-24 identifies the FY 2012 revenue each
retail channel generated, the share of total retail revenue each contributed and the percent change from revenue

provided in FY 2011. The Postal Service had set a goal for FY 2011 of 35 percent of revenues to be generated

2 GCA Comments at 1.
% Library Reference USPS-FY12-33.
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from alternative marketing channels. This goal has been exceeded in FY 2012 where, as shown in Table VI-24, the

percent of total retail revenue generated from alternative channels was 39.1 percent.

PC postage and digital postage meters allow customers who mail frequently to print postage and shipping labels.

The proportion of revenue generated by PC postage has increased by over 66 percent from FY 2010 to FY 2012.

Table VI-24 —Retail Revenue by Channel

FY 2012
FY 2012 Share FY 2011 FY 2010
FY 2012 Share of | Difference FY 2011 Share of FY 2010 Share of
Revenue | Total Retail from Revenue Total Retail Revenue Total Retail
Services ($ Millions) | Revenue FY 2011 ($ Millions) Revenue ($ Millions) Revenue
Post Offices (VVIR) $10,627 60.9% -3.6% $10,940 64.5% $12,133 69.3%
PC Postage $3,604 20.7% 4.1% $2,799 16.5% $2,180 12.4%
Stamps Only Soles by Refa $1,226 7.0% 02% | $1,155 6.8% | $1.143 6.5%
artners
Automated Postal Centers (kiosks) $497 2.8% -0.4% $544 3.2% $579 3.3%
Stamps by Mail /Phone/Fax $517 3.0% 0.0% $517 3.0% $509 2.9%
Contract Postal Units $376 2.2% -0.4% $434 2.6% $454 2.6%
ClickN-Ship $484 2.8% 0.1% $462 2.7% $423 2.4%
Other $110 0.7% 0.1% $103 0.6% $94 0.5%
Total Retail Revenue $17,450 100.0% $16,954 100.0% $17,515 100.0%

Source: CHIR No.2, question 5.

The share of revenues derived from APCs located in post office lobbies in larger facilities has declined from 3.3
percent in FY 2010 to 2.8 percent in FY 2012. The number of APCs has remained relatively steady since 2006.
Table VI-25 shows the number of APCs for selected years. Postal Service surveys indicate 83 percent of residential
customers and 83 percent of small/medium business customers find that a “self service mailing and shipping
center is easy to use.” Customer comments also included requests for more APCs and 24/7 access. In response to

these comments, the Postal Service states it plans to add an additional 264 APCs by early 2013.%

Table VI-25—Number of Automated
Postal Centers

Fiscal Year Number of APCs

2012 2,132
2011 2,143
2010 2,142
2006 2,164

Source: USPS-FY12-45 and 2011 ACD.

% USPS 2012 Annual Report to Congress at 47.
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Data provided by the Postal Service in this docket appear to indicate that many APCs currently in service are nearing
the end of their service lives.?” Thus, although the Postal Service has stated plans to add additional APCs beyond the

264 noted above, it will need to replace currently operational APCs nearing the end of their service lives.

Contract Postal Units (CPUs) and Community Post Offices (CPOs) offer a range of postal services other than just
stamps. CPUs are usually located in a store or place of business and operated by a contractor who accepts mail
from the public, sells postage and supplies and provides selected Special Services (e.g., Postal Money orders or
Registered Mail). Community Post Offices provide services in a community where no independent post office
exists.”® As shown on Table VI-26, the number of CPOs/CPUs declined significantly from FY 2011 levels as has their

share of total retail revenues as indicated on Table VI-24.

Table VI-26 —Number of Contract Postal Units

Total at Start | Total at End
Office Type of FY 2012 | of FY 2012 | Net Change
Contract Postal Units (CPU) 2,513 2,196 (317)
Community Post Offices (CPO) 452 403 (49)
Total Contract Units 2,965 2,599 (366)

Source: USPS-FY12-45 and USPS-FY12-46.

Village Post Offices (VPOs) will provide a limited range of services that include the sale of First-Class Mail stamps,
offer priority flat mail products, deliver to P.O. boxes and accept mail. VPOs are part of the Postal Service’s “Approved
Provider Network” —retail outlets for postal products and services that also include CPUs, Approved Shippers,
stamps on consignment locations and CPOs.?° VPOs were originally introduced as part of the Postal Service’s Retail
Access Optimization Initiative, which was a Postal Service proposal in 2011 to reduce the number of post offices
in operation nationwide. VPOs are being located in community businesses, town halls or government centers. By
being located at businesses and other places that customers already frequent, VPOs, the Postal Service contends,
will offer Postal Service customers time-saving convenience and in many instances longer hours of operation than
regular Post Offices. At the end of FY 2011, there were nine VPOs in operation. As of mid-December, 2012, there
were 103 VPOs in operation. Over one-half of these were located in three states, Indiana, Kentucky, and Michigan.
The Postal Service has stated that it intends to open a total of 400 Village Post Offices in FY 2013.3° VPOs are limited

substitutes for full service postal retail facilities.?*

27 USPS Responses to CHIR No. 4, question 14.

28 USPS Pub. 32, January 2013, at 45.

2 USPS.com, Village Post Office fact sheet, February 1, 2013.

30 United States Postal Service FY 2012 Annual Compliance Report, December 28, 2012, at 36.
3 PRC Op. N2011-1 at 111.

POSTAL REGULATORY COMMISSION 73



CUSTOMER EXPERIENCE

INTRODUCTION

For market dominant products, 39 U.S.C. 3652(a)(2)(B)(ii) requires the Postal Service to report “the degree of
customer satisfaction with the service provided.” In FY 2011, the Postal Service implemented a new Customer
Experience Measurement (CEM) system for measuring customer experience and satisfaction. 2011 ACR at 11.
CEM measures customer experience with market dominant products by asking survey participants to rate product
satisfaction using a six-point scale: Very Satisfied, Mostly Satisfied, Somewhat Satisfied, Somewhat Dissatisfied,
Mostly Dissatisfied, and Very Dissatisfied. /d. Reporting is segregated based on the type of customer: Residential,
Small/Medium Business, and Large Business. The Postal Service aggregates Very/Mostly Satisfied in reporting to

the Commission. Many of the more detailed results of the CEM are not reported to the Commission.

CUSTOMER EXPERIENCE MEASUREMENT RESULTS
ResIDENTIAL CUSTOMERS

Approximately 300,000 residential (retail) customers participated in the CEM survey. Most residential customers
responded positively to their postal experience in FY 2012. For example, 89 percent of respondents replied “Very
Satisfied” or “Mostly Satisfied” when asked, “How satisfied are you with the Postal Service?” Respondents also
expressed satisfaction with issues such as collection box locations, USPS tracking, and letter carriers. Table VI-27

illustrates that in FY 2012 residential customers remain generally satisfied with each market dominant product.

Table VI-27 —CEM Results for Residential Customers

Residential Percent Rated Very/Mostly Satisfied

Mail Products and Services FY 2010 FY 2011 FY 2012

First-Class Mail 93.7 4.2 Q4.7
Single-Piece International 85.9 86.6 87.5
Standard Mail 83.3 84.1 84.8
Periodicals 86.1 87 88
Single-Piece Parcel Post 88.2 89.2 89.3
Media Mail 87.6 88.4 89.1
Bound Printed Matter 85.4 86.2 87.2
Library Mail 86.7 87 87.9

Source: USPS-FY12-29 at 34 and 2011 ACD at Q0.
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SmALL/MEeDIUM Business CUSTOMERS

The Postal Service received more than 310,000 survey responses from small/medium-sized businesses.3? Eighty-
four percent of respondents were very or mostly satisfied with the Postal Service. For example, 80 percent of
respondents answered they were very or most likely to recommend the Postal Service to others. Almost 90 percent
of respondents strongly agree or somewhat agree when asked “Are your post office clerks friendly/courteous?”
Small and medium-sized businesses were relatively neutral, however, when asked about the reliability of the Postal
Service’s scheduled pickup.® Table VI-28 illustrates an increase in satisfaction by small/medium-sized businesses

for each market dominant product.

Table VI-28 —CEM Results for Small/Medium Business Customers

Small/Medium Businesses Percent
Rated Very/Mostly Satisfied

Mail Products and Services FY 2010 FY 2011 FY 2012

First-Class Mail 92.4 93.0 93.3
Single-Piece International 83.2 84.0 84.9
Standard Mail 85.9 87.0 87.9
Periodicals 83.8 85.1 86.1
Single-Piece Parcel Post 87.0 88.0 88.9
Media Mail 86.4 87.1 88.2
Bound Printed Matter 83.4 85.0 85.9
Library Mail 84.9 86.0 87.1

Source: USPSFY12-29 at 34 and 2011 ACD at Q0.

LARGE BusiNneEss CUSTOMERS

The Postal Service collected more than 3,000 survey responses from large businesses. Participating businesses had
from 100 to more than 1,000 employees. Sixty-four percent of responses came from businesses with 100 to 500
employees. The National Postal Policy Council notes that these businesses are “less satisfied with market dominant
products than are either residential or small business customers.” NPPC Comments at 13. Specifically, it points to
the decrease in satisfaction with First-Class Mail. Responses from large businesses were generally positive despite
the eroding satisfaction for First-Class Mail. Respondents overwhelming answered very satisfied or mostly satisfied
to questions about general satisfaction with postal experiences.®* Large businesses were asked several questions
regarding business relationships, postal contacts, knowledge of contact, timeliness of delivery, speed of responses,
and courtesy. Similar to FY 2011, responses were generally positive with 79 percent very or mostly satisfied with

postal services. Table VI-29 illustrates large businesses satisfaction with market dominant mailing products.

32 Sixty percent of businesses employ 1 to 4 persons.
3 Twenty-five percent of responses to scheduled pickup were neutral, somewhat disagree, or strongly disagree.
34 Seventy-eight percent of responses were very or most satisfied when asked “How satisfied are you with your most recent postal experience?”
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Table VI-29 —CEM Results for Large Business Customers

Large Businesses Percent

Rated Very/Mostly Safisfied

Mail Products and Services FY 2010 FY 2011 FY 2012

First-Class Mail Q0.2 Q2.1 Q1.2
Single-Piece International 86.3 89.2 87.4
Standard Mail 84.5 85.6 85.7
Periodicals 82.8 84.3 84.9
Single-Piece Parcel Post 84.6 87.5 87.1
Media Mail 85.6 86.7 85.9
Bound Printed Matter 82.4 84.1 83.5
Library Mail 85.1 86.8 87

Source: USPSFY12-29 at 34 and 2011 ACD at Q0.

CoMMISSION ANALYSIS

In order for the Postal Service to maintain its customer base, it should continue to study the results of its new CEM

tool to enhance customer experience.
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CHAPTER VII
MARKET DOMINANT PRODUCTS

INTRODUCTION

This chapter presents the Commission’s analysis, by class, of relevant financial data for each market dominant

product, NSA, international product, incentive program, and market test.

In the financial analysis section for each class, the Commission evaluates the relationship of revenue to attributable
cost for each product. This evaluation is focused on cost coverage, which is a relative measure, and contribution,
an absolute measure. Section 3622 identifies 9 objectives and 14 factors that the Postal Service must balance
when setting prices. One objective the Postal Service must consider is revenue adequacy, and another factor it
must take into account is the requirement that each class of mail or type of mail service bear its direct and indirect

postal costs when setting prices.

As the Postal Service, Congress and stakeholders evaluate solutions for the Postal Service’s deteriorating financial
situation, it is imperative to understand issues that contribute to the Postal Service’s financial difficulties. These
include the financial impact of loss making products and services. In FY 2012, 62.5 percent of the Postal Service
operating deficit was due to products that generated insufficient revenues to cover their attributable costs.! These

products also made no contribution towards the institutional costs of the Postal Service.

The PAEA grants the Postal Service expanded pricing flexibility while providing mailers stability and predictability
via an inflation-based price cap. The informed and rational use of that pricing flexibility is an essential component of
any long-term strategy to restore the Postal Service to profitability. The Postal Service must use its pricing flexibility
to adjust prices for loss making products or risk the long-term sustainability of the postal system. In FY 2012, the
Postal Service implemented one market dominant price increase, Docket No. R2011-2, as well as several pricing
incentives. In some classes, the Postal Service leveraged its pricing flexibility to increase unit contribution. In other

instances, such as Periodicals, the Postal Service did not fully leverage its pricing flexibility to maximize contribution.

Attributable (direct and indirect) costs accounted for only about 50 percent of total Postal Service costs in FY 2012.
Adjusting prices to cover attributable costs is an important goal for the short-term operation of the Postal Service.
Yet, the losses from some market dominant products have persisted for the five years since full implementation
of the PAEA. The Postal Service has lost $7.5 billion from these market dominant products since FY 2008. These
losses account for the majority of the Postal Service’s operating loss over this period. For these reasons, product

cost coverage and plans to bring loss-making products to full cost coverage are an important consideration.

1 InFY 2012, loss-making products accounted for a $1.5 billion loss. The Postal Service operating deficit was $2.4 billion. 1.5/2.4 is 62.5 percent.
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The principal findings for FY 2012 are summarized below:

® Nine market dominant products and services generated insufficient revenues to cover their attributable
costs. The total loss from these products is $1.473 billion. This represents the amount necessary to reach 100
percent cost coverage; increasing the revenue from these products to cover the loss would still not result in
any contribution towards the 40 percent of Postal Service costs categorized as institutional costs.

® Two classes of mail failed to cover their attributable cost: Periodicals (5670 million) and Package Services
($38 million).

® Two products accounted for $1.17 billion of the loss: Standard Flats (5528 million) and Outside County
Periodicals ($642 million).

Each class section also contains a discussion of worksharing and other pricing issues. Methodological issues
affecting the development of estimates of worksharing-related cost avoidances are addressed, the resulting cost
avoidances are compared with the corresponding discounts, and the discounts and other pricing relationships are

analyzed for consistency with the applicable statutory provisions.
The workshare findings for FY 2012 are summarized below:

® 40 workshare discounts exceeded avoided costs.

m 22 discounts qualified for a statutory exception.

® 16 discounts did not satisfy 39 U.S.C 3622(e)(2)

® The Commission is unable to determine if two discounts are consistent with section 3622(e) due to

shortcomings in the underlying cost data.

In addition to presenting the principal findings, this introduction also includes the following: a discussion of FY
2012 rulemakings, the price cap, the basis for year-to-year comparisons in this chapter, and the relationship of the

timing of the market dominant price adjustment and setting of worksharing discounts.

RULEMAKINGS

The Commission calculates worksharing passthroughs using methodologies approved by the Commission prior to
the filing of the ACR. In September, the Postal Service filed a petition to initiate proceedings to consider alternate
methodologies, some of which affect cost models used for calculating cost avoidances.? Although this rulemaking
was approved on February 14, 2013, it was not completed prior to the Postal Service filing its ACR. Thus, for the
sake of consistency, analysis in the Commission’s ACD reflects only methodologies approved prior to the filing of
the ACR. The Commission emphasized this point in the last ACD, when it reiterated that the ACR should reflect
approved methodologies in accordance with 39 C.F.R. 3050.10. 2011 ACD at 10.

2 Docket No. RM2012-9, Petition of the United States Postal Service Requesting Initiation of a Proceeding to Consider Proposed Changes in Analytical
Principles (Proposals Eight and Nine) September 28, 2012. The methodologies contained in Proposal Nine relate to the cost avoidance models for First-
Class, Standard Mail, and Periodicals Flats.
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Price Car

In its ACDs, the Commission conducts a post-implementation review of the price cap. In accordance with the
Commission’s rules, when the Postal Service files a notice of market dominant price adjustments, it uses historical
billing determinants to measure compliance with the applicable price cap. The Commission reviews the price
adjustments on that basis and this is referred to as a pre-implementation review. However, the pre-implementation
review does not account for the effect of price changes on billing determinants, i.e., mailers’ response to changes

in price. For this reason, the Commission conducts a post-implementation review in the ACD.

The price adjustments from Docket No. R2011-2 took effect April 17, 2011, and were in effect until January 22,

2012. The post-implementation review of these prices is contained in Appendix A of this report.

YEAR-TO-YEAR COMPARISONS

In this chapter, the Commission uses figures from past ACDs for year-to-year comparisons, which do not reflect
any post-ACD revisions to figures in the Revenue, Pieces, and Weight Report (RPW). Because compliance analysis
is based on current RPW figures rather than after-the-fact revisions, using previous ACDs for comparison purposes
provides consistency and an easy-to-find reference point. Chapter IV contains an overview of the Postal Service’s
finances, whereas this chapter provides a more detailed analysis by product.

TiMING OF PRICING ADJUSTMENTS AND WORKSHARING COST AVOIDANCES

On October 18, 2011, the Postal Service updated its schedule of planned price changes and informed the mailing
community that it planned to adjust market dominant prices in January of each year. This means the Postal Service
provides notice of price adjustments for the upcoming year in October. On October 18, 2011, the Postal Service
also filed a notice of market dominant price adjustment. The worksharing discounts in that price adjustment were
developed using the most recent fiscal year data at the time, FY 2010 data. Thus, the worksharing discounts in

effect in FY 2012 were developed using avoided cost data from 2 fiscal years earlier.

This shift in price adjustment timing has a noticeable effect on the accuracy of the information available for
developing worksharing discounts. Both pricing flexibility and predictability are important goals of the PAEA, and
the availability of current costing information is important to both market dominant pricing adjustments and the
ACD process. In the FY 2012 ACD, the Commission has reviewed the results of a pricing adjustment that utilized
out-of-date costing data for the setting of worksharing discounts. This lack of synchronization between the costs
used to support the most recent price adjustment and the costs used in the most recent ACR ensures that some

workshare discounts will not comply with the section 3622(e) requirements.

The Commission addressed this issue in the 2011 ACD at 18-19.% The issue persists in this ACD. Many worksharing
discounts approved in Docket No. R2012-3 were based on 100 percent of the FY 2011 cost avoidances. When the
discounts in effectin FY 2012 are compared to cost avoidances estimated for FY 2012, 40 discounts exceed avoided

cost, leading to passthroughs of over 100 percent.

3 The Commission also addressed this issue in its Section 701 Report, Analysis of the Postal Accountability and Enhancement Act of 2006, September 22,
2011. See pp. 37-40.
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While many of these passthroughs can be justified using statutory exemptions, some cannot. For several discounts,
the Postal Service cites changes in avoided cost between FY 2011 and FY 2012 as the reason the discount exceeds
100 percent. If the Postal Service used FY 2012 avoided cost data when setting Docket No. R2013-1 prices, the
disconnect between costs and prices would not be as severe. However, the Postal Service did not have FY 2012

avoided cost data when it developed Docket No. R2013-1 prices.

The timing of pricing adjustments is not a statutory exemption for passthroughs over 100 percent. The Public
Representative commented that cost avoidances in future years can be projected in advance of the ACR in the

Postal Service’s price adjustment filing.*

FIRST-CLASS MAIL

INTRODUCTION

First-Class Mail consists of six products: (1) Single-Piece Letters/Postcards, (2) Presort Letters/Postcards, (3) Flats,
(4) Parcels, (5) Outbound Single-Piece First-Class Mail International, and (6) Inbound Single-Piece First-Class Mail
International. The class had a volume of 69.4 billion pieces in FY 2012. First-Class Mail accounts for 44 percent of
all Postal Service volume and 62.6 percent of all contributions toward institutional costs. Volume decreased by 5.3

percent and contribution decreased by 3.6 percent in FY 2012.
The principal FY 2012 findings for First-Class Mail are:

®m \With the exception of First-Class Mail Parcels, all domestic First-Class Mail products covered their
attributable costs.

® Nine worksharing discounts exceeded avoided cost, and were not properly justified under section 3622(e).

® Five of the nine discounts that were excessive and not properly justified were appropriately re-aligned in
Docket No. R2013-1.

® The Postal Service must either properly align the four excessive discounts that remain in the next market

dominant price adjustment, or adequately support an applicable statutory exception.
FINANCIAL ANALYSIS

The FY 2012 First-Class Mail cost coverage was 202.9 percent. As Table VII-1 shows, total First-Class Mail FY 2012
revenue was $30.4 billion, which covered its attributable cost of $15.0 billion and contributed $15.4 billion to
institutional cost. Cost coverage for First-Class Mail increased from 199.0 percent in FY 2011 to 202.9 percent in FY
2012 due to a decrease in unit cost. Despite the increase in cost coverage, contribution decreased by approximately
$572 million owing mostly to the continued loss of First-Class Mail volume. Thus, despite efficiency improvements
indicated by the decrease in unit attributable cost and the Postal Service’s use of virtually all its price cap authority,
the contribution from First-Class Mail continues to decline. As noted in Chapter 1V, this continued loss of volume

reduces contribution and constrains the Postal Service’s ability to cover its fixed costs.

4 The Public Representative provides an analysis of rate elements associated with passthroughs of over 100 percent in the past five ACDs. The Public

Representative showed that the year-to-year changes for many of these avoided costs are predictable. PR Comments at 41-49.
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For FY 2012, unit attributable costs for First-Class Mail overall decreased by 2.1 percent. Compared with FY 2011,

the unit attributable cost for Single-Piece Letters/Postcards decreased 1.1 percent; the unit cost for Presort

Letters/Postcards increased 4.3 percent; the unit cost for Flats increased 0.2 percent; and the unit cost for Parcels

increased 22.6 percent. The atypical unit cost increase for Parcels primarily reflects a change in the definition of

Parcels rather than a sudden shift in Parcel cost behavior.

Single-Piece Letters
Single-Piece Cards

Total Single-Piece
Letters and Cards

Presort Letfters
Presort Cards

Total Presort
Letters and Cards

Single-Piece Flafs
Presort Flats
Total Flats

Parcels

Total Domestic
First-Class Mail

Total International
First-Class Mail

Total First-
Class Mail

Table VII-1 —First-Class Mail Fiscal Year 2012 Volume,
Revenue, Cost Contribution, and Cost Coverage by Product

Volume

(000)
22,755,205
1,158,305

23,913,510

40,145,476
2,588,140

42,733,616

1,407,190
641,986
2,049,176
203,413

68,989,715
649,854

69,639,569

Source: PRC-ACR2012-L1.

Revenue

($ 000)
10,593,185
370,622

10,963,807

14,620,312
608,767

15,229,079

2,115,529
557,631
2,673,160
649,499

29,515,545
Q17,923

30,433,468

Attributable
Cost
($ 000)

6,276,049
297,063

6,573,112

4,976,815
214,785

5,191,600

1,284,282
500,763
1,791,045
659,147

14,214,904
/83,764

14,998,668

Contribution
to Institutional
Cost
($ 000)

4,317,136
73,559

4,390,695

Q,643,497
393,982

10,037,479

831,247
50,868
882,115
(@,648)

15,300,641
134,158

15,434,799

Revenue
Per Piece
(Cents)

46.55
32.00

45.85

36.42
23.52

35.64

150.34
86.86
130.45
221.36

42.78

Cost Per
Piece
(Cents)

27.58
25.65

27 .49

12.40
8.30

Unit
Contribution
(Cents)

18.97
6.35

18.36

24.02
15.22

23.49

50.07

/.92
43.05
(3.29)

22.18
20.64

22.16

Cost
Coverage

168.8%
124.8%

166.8%

293.8%
283.4%

293.3%

164.7%
110.0%
149.3%

?8.5%

207.6%
117.1%

202.9%

The cost coverage of Parcels fell from 110.0 percent in FY 2011 to 98.5 percent in FY 2012. The Postal Service

attributes the decline to the transfer of commercial First-Class Mail Parcels to the competitive product list. After

that transfer, only the retail component of Parcels remained. The retail component has a lower cost coverage than

the commercial component. On January 27, 2013, prices for First-Class Mail Parcels increased by an average of 5

percent. While this should improve the cost coverage of Parcels, the Postal Service should ensure that this product

covers its attributable cost through cost reductions and future rate adjustments.

Comments

The National Postal Policy Council (NPPC) and Pitney Bowes express concerns about the high cost coverage for

commercial bulk First-Class Letters. NPPC Comments at 2. NPPC asserts that the relative contribution of Presort is
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too high compared with Single-Piece. Id. NPPC acknowledges that the cost coverage of the Presort Letters/Postcards
product declined slightly from FY 2011, but notes that the unit contribution from Presort mail rose to an all-time
high of $0.233. Id. NPPC asserts that the overpricing of commercial bulk First-Class Letters has led to the erosion
of volume for that category. /d at 3. NPPC and Pitney Bowes contend that the Postal Service is unlikely to stem the
volume losses as long as it continues to give Presort Letters/Postcards large price increases. /d.; Pitney Comments
at 2. Pitney Bowes contends that the Postal Service “has not used its pricing flexibility to constrain price increases
on its most profitable products as it should have.” Id. at 2. It alleges that pricing to preserve and encourage the
growth of First-Class Mail Presort Letters will create a more equitable price schedule and will improve the Postal
Service’s financial position. /d. NPPC urges the Postal Service to consider smaller increases, or even reductions, in

Presort prices. NPPC Comments at 4.

Market dominant mailers have the protection of a price cap to shield them from excessive price increases. One
objective of section 3622 is to allow the Postal Service pricing flexibility. Because the CPI cap is applied at the class
level rather than the product level, it gives the Postal Service the ability to apply non-uniform price adjustments
within a class. In the past, the Postal Service has often used its pricing flexibility in ways that benefit mailers of
the Presort Letters/Postcards product. For example, in FY 2012 the Postal Service offered a free second ounce for
all presort letters up to 2 ounces. Additionally, the 2012 Mobile Commerce and Personalization Program provided
a discount to mailers that included a two-dimensional mobile barcode inside or on the mailpiece. These pricing
strategies have the effect of mitigating price increases. Further, the information provided in the comments and
reply comments is insufficient to justify a finding that the different price increases applied to categories of mail

within First Class is unreasonable.

Worksharing

The following nine worksharing discounts exceeded the cost that worksharing avoids: (1) Qualified Business Reply
Mail (QBRM) Letters; (2) QBRM Cards; (3) Mixed AADC Automation Letters; (4) AADC Automation Letters; (5)
Mixed AADC Automation Cards; (6) 5-Digit Automation Cards; (7) ADC Automation Flats; (8) 3-Digit Automation
Flats; and (9) 5-Digit Automation Flats. The calculations that form the basis of these avoided-cost passthroughs
employ the accepted cost methodology. Below, the Commission discusses passthroughs that were above 100

percent in the order listed above.
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QBRM
The discounts for QBRM Letters and Cards passthrough is 129.4 percent of avoided cost. See Tables VII-2 and VII-3.

In Docket No. RM2012-2, the Commission approved a change in the method used to estimate the avoided cost
underlying the passthrough calculations for these discounts. When the Postal Service set the discounts that were
in effect in FY 2012, that proceeding was still pending. The change in methodology was expected to increase the
estimate of avoided costs. Although the Postal Service reduced the discounts from 2.3 cents to 2.2 cents, the

reduction was not enough to prevent the passthroughs from exceeding the avoided cost estimate.

Table VIl—2—First-Class Mail Letters, Workshare Discounts and Benchmarks

FY 2012

Type of Worksharing Year-End Discount | Unit Cost Avoidance

(Benchmark) (cents) (cents) Passthrough
First-Class Mail Automation Letters
Barcoding & Presorting

Automation Mixed AADC Letters
(Metered Letters)

Automation AADC letters
[Automation Mixed AADC Letters)

Automation 3-Digit Letters
(Automation AADC Letters)

Automation 5-Digit Letters
[Automation 3-Digit Letters)

4.6 4.5 102.2%

3.0 2.6 115.4%

0.0 0.6 0.0%

2.4 2.5 96.0%

First-Class Mail Non-automation Letters
Presorting

Non-automation Presort Letters
(Metered Letters)

Qualified Business Reply Mail

2.6 6.3 41.3%

Barcoding
QBRM
[Handwritten Reply Mail)

Source: PRC-ACR2012-R2.

2.2 1.7 129.4%

The Postal Service justifies the excessive QBRM Letters and Cards discounts by citing section 3622(e)(2)(B), which
allows excessive passthroughs if they are necessary to avoid rate shock. However, the Postal Service does not
explain the nature or extent of the rate shock a higher passthrough would avoid. Its use of the “rate shock”
exception is therefore not sufficiently supported. The Commission finds that the discounts for QBRM Letters and
Cards exceeded the amount of costs avoided and were not justified by any of the statutory exceptions. However,
the Postal Service’s price change in Docket No. R2013-1 aligns the discounts with avoided cost, therefore, no further

action is required with respect to these discounts.

Automation Letters

The Postal Service calculates the following passthroughs of avoided costs for automation letters: Mixed AADC,
102.2 percent and AADC, 115.4 percent.
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In Order No. 536, the Commission suspended the evaluation of the automation Mixed AADC letter discount
with regard to section 39 U.S.C. 3622(e) pending the outcome of Docket No. RM2010-13, which determined the
appropriate base or reference group for calculating the costs avoided by worksharing. That docket was resolved in
FY 2012.5 In Docket No. R2013-1, the Postal Service proposed, and the Commission approved, a 20 percent increase
in the discount for this presort level that resulted in a passthrough below 100 percent of the most recently reported
cost avoidance estimate. At the time, FY 2011 avoided cost estimates were the most recent available. A decrease
in avoided costs from 5.9 cents to 4.5 cents between FY 2011 and FY 2012 caused the FY 2012 passthroughs for
Mixed AADC Letters to exceed 100 percent.

The Postal Service justifies the excessive Mixed AADC Automation Letters passthrough by citing section 3622(e)(2)
(D), which allows excessive passthroughs in order to not “impede the efficient operations of the Postal Service.” 39
U.S.C. 3622(e)(2)(D). The Postal Service contends that the cost avoidance estimates are unsettled and therefore,
it would be inefficient to make significant changes to the discount to reflect them.® In its Response to CHIR No.
3, question 2, the Postal Service claims that aligning the discount with avoided cost would impede the efficient
management of the postal business as a whole. It asserts that adjusting the discount up and down based on avoided
cost, would cause large year-to-year fluctuations in the amounts of volume sorted to the presort levels associated
with the discount and could possibly even drive portions of the presort market out of business. However, the
Postal Service does not explain what aspects of its operations would be impeded, nor in what way they would be
impeded, if discounts were to be adjusted to restore 100 percent passthroughs. Its use of the “efficient operations”

exception is therefore not sufficiently supported.

The Postal Service justifies the excessive AADC automation letters discounts by citing section 3622(e)(2)(B), which
allows excessive passthroughs if they are necessary to mitigate rate shock. However, the Postal Service does not
explain the nature or extent of the rate shock a higher passthrough would avoid. Its use of the “rate shock”

exception is therefore not sufficiently supported.

The Commission finds that the Postal Service has not demonstrated that the excessive discounts for Mixed AADC
Automation Letters and AADC Automation Letters qualify for the exceptions cited. With respect to the discount
for AADC Automation Letters, the Commission recognizes that the Postal Service’s reduction of the discount
in Docket No. R2013-1 realigns the discount with avoided cost. Therefore, no further action is required. With
regard to the discount for Mixed AADC Automation Letters, the Postal Service must either align the discount
with avoided costs when it files its next general market-dominant price adjustment, or adequately support an

applicable statutory exception.

Pitney Bowes is concerned that the Postal Service fails to passthrough the full workshare-related costs avoided
in the discounts for First-Class Presort letters. Pitney Comments at 5. It argues that passing through less than 100
percent of avoided cost causes productive inefficiency, reduces social welfare, and results in excessive prices for

Presort Letters. /d.

5 See Docket No. RM2010-13, Order Resolving Technical Issues Concerning the Calculation of Workshare Discounts, April 20, 2012 (Order No. 1320).
6 2012 ACR at 10-11.
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Additionally, Pitney Bowes asserts that the estimate of avoided costs for Automation 5-Digit letters is understated.
Id. at 5-6. In Docket No. R2012-3, the Postal Service set the price for AADC Presorted letters equal to 3-Digit
Presorted letters. On July 12, 2012, Pitney Bowes filed a petition to initiate an informal rulemaking to examine the
proper benchmark for 5-Digit presort. In its petition, Pitney Bowes argues that since there is no longer either a
requirement or a reward for presorting First-Class letters to the 3-Digit level, the rationale for using 3-Digit presort
as the benchmark for calculating the cost avoided by presorting to the 5-Digit level needs to be re-examined. It
suggests that logical candidates for a new benchmark for the Automation 5-Digit Letter category are either an
AADC Automation Letter piece, or a hybrid of an AADC Automation Letter Piece and a 3-Digit Letter piece. The
Commission established Docket No. RM2012-6 to consider this matter. That proceeding is pending.

Pitney Bowes also suggests that the method used by the Postal Service to make modeled costs for Presort Letters
consistent with Cost and Revenue Analysis (CRA) costs can be improved. /d. at 6. It notes that its preliminary analysis
reveals that the ratio of CRA-to-modeled costs remains substantially higher for non-incoming secondary costs than
for incoming secondary costs. Therefore, it asserts the use of a uniform CRA adjustment factor is inaccurate. /d. It
asserts that a more accurate CRA adjustment would increase workshare cost avoidances substantially, and further

reduce the passthroughs currently exhibited by First-Class Mail Automation Letters. /d.

In Docket No. RM2010-13, the Commission noted that there are six specific operations through which some
portion of workshared letters flow, and that, in theory, calculating a separate adjustment factor for each one
might improve the accuracy of the CRA adjustment process. The Commission was concerned, however, that data
may not be sufficiently reliable to implement adjustment factors specific to individual operations. As the costs
are disaggregated more finely, the accuracy and reliability of the adjustment factors—which are partially based
on sampled data—may deteriorate. The Commission was also concerned that Pitney Bowes did not adequately
explain why the incoming secondary operation should be the only one to receive an adjustment factor specific to

it. Since that docket, there have been no additional data or analysis developed to allay the Commission’s concerns.’

Automation Cards

As shown in Table VII-3, the Postal Service calculates the following passthroughs of avoided costs for automation
cards: Mixed AADC Automation Cards, 227.3 percent, and 5-Digit Automation Cards, 116.7 percent. The Postal
Service justifies these discounts by citing section 3622(e)(2)(B), which allows excessive passthroughs if they are

necessary to avoid rate shock.

With respect to the discount for Mixed AADC Automation Cards, the Postal Service contends that the cost avoidance
associated with the discount has fallen quickly in the recent past and that changing the discount rapidly enough
to match these reductions in the cost avoidance would lead to rate shock. The cost avoidance decreased from 2.7
centsin FY 2010 to 1.9 cents in FY 2011 to 1.1 cents in FY 2012. In Docket No. R2013-1, the Postal Service reduced
the discount from 2.5 cents to 2.3 cents. In its Response to CHIR No. 3, question 1, the Postal Service discusses

the magnitude of the price increases that would have to take effect to align this workshare discount with avoided

7 See Order No. 1320 at 53-55.
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Table VII—3—First-Class Mail Cards
Workshare Discounts and Benchmarks
FY 2012

Type of Worksharin Year-End Unit Cost
s 9 Discount Avoidance Passthrough
(Benchmark)

(cents) (cents)

First-Class Mail Automation Cards
Barcoding & Presorting

Automation Mixed AADC Cards
(Non-automation Presort Cards)

Automation AADC Cards
(Automation Mixed AADC Cards)

Automation 3-Digit Cards
(Automation AADC Cards)

Automation 5-Digit Cards
(Automation 3-Digit Cards)

Qualified Business Reply Mail

2.5 1.1 227 .3%
1.1 1.3 84.6%
0.1 0.3 33.3%

1.4 1.2 116.7%

Barcoding

QBRM
(Handwritten Reply Cards)

Source: PRC-ACR2012-R2.

2.2 1.7 129.4%

cost, but it does not discuss any economic damage or disruption to business plans that would result from such a
change. The Postal Service asserts that it intends to continue to phase out over time the portion of the discount

above avoided costs.

With respect to the discount for 5-Digit Automation Cards, the Postal Service has not described the nature or

extent of the rate shock that would occur if rates were to be adjusted to equal avoided costs.

The Commission finds that the Postal Service has not demonstrated that the excessive discounts for Mixed AADC
Automation Cards and 5-Digit Automation Cards qualifies for the exceptions cited. With regard to the discount
for Mixed AADC Automation Cards, the Postal Service must either align the discount with avoided costs when it
files its next general market-dominant price adjustment, or adequately support an applicable statuatory exception.
With respect to the discount for 5-Digit Automation Cards, the Commission recognizes that the Postal Service’s
reduction of the discount in Docket No. R2013-1 realigns the discount with avoided cost. Therefore, no further

action is required.

Automation Flats

The passthrough for First-Class Automation ADC Flats is 158.7 percent. The Postal Service justifies this passthrough
by citing the “rate shock” exception authorized by section 3622(e)(2)(B). The Postal Service notes that it has been
steadily reducing this passthrough and it intends to continue to reduce it until the discount equals its avoided
costs. In its Response to CHIR No. 3, question 1, the Postal Service discusses the magnitude of the price increases
that would have to take effect to align this workshare discount with avoided cost, but it does not explain the nature

or extent of the rate shock a higher passthrough would avoid.
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Table VII—4—First-Class Mail Flats
Workshare Discounts and Benchmarks

FY 2012
. Year-End Unit Cost
Type of Worksharing Discount Avoidance Passthrough
(Benchmark)
(cents) (cents)
First-Class Mail Automation Flats
Barcoding & Presorting

Automation ADC Flats o
(Automation Mixed ADC Flats) 10.0 0.3 158.7%
Automation 3-Digit Flats o
(Automation ADC Flats) 2.6 04 103.7%
Automation 5-Digit Flats o
(Automation 3-Digit Flats) l7 2 23 12075

Source: PRC-ACR2012-R2.

The Commission finds that the Postal Service has not demonstrated that the excessive discount for Automation
ADC Flats qualifies for the exception cited. Accordingly, the Postal Service must either align the discount
with avoided cost when it files its next general market dominant price adjustment, or adequately support an

applicable statutory exception.

The passthrough for 3-Digit Automation Flats is 103.7 percent. The Postal Service does not offer justification for
the excessive passthrough. The Commission finds that the Postal Service has not demonstrated that this discount
qualifies for any of the exceptions authorized by section 3622(e)(2). In Docket No. R2013-1, the discount was

realigned with avoided cost. Therefore, no further action is required.

The First-Class Mail Automation Flats passthrough for 5-Digit Automation Flats is 121.7 percent. In Docket No.
R2013-1, the approved rates resulted in a 100 percent passthrough of avoided cost for 5 Digit Automation Flats.
However, the avoided cost calculation relied on FY 2011 costs. Based on the FY 2012 cost avoidance calculated
in the FY 2012 ACR, the passthrough exceeds 100 percent. The Postal Service justifies this passthrough with the
“rate shock” and “efficient operations” exceptions authorized by sections 3622(e)(2)(B) and (D). In its Response to
CHIR No. 3, question 1, the Postal Service discusses the magnitude of the price increases that would have to take
effect to align this workshare discount with avoided cost, but it does discuss any economic damage or disruption
to business plans that would result from such a change. Additionally, in its Response to CHIR No. 3, question 2, the
Postal Service claims that aligning the discount with avoided cost would impede the efficient management of the
postal business as a whole. It asserts that adjusting the discount up and down based on avoided cost, would cause
large year-to-year fluctuations in the amounts of volume sorted to the presort levels associated with the discount
and could possibly even drive portions of the presort market out of business. The Postal Service does not describe
what aspects of its operations would be impeded if discounts were adjusted to equal avoided costs, nor does it

describe the nature or the amount of rate shock that would result if discounts were reduced to equal avoided costs.
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The Commission finds that the Postal Service has not demonstrated that this discount qualifies for any of the
exceptions authorized by section 3622(e)(2). Therefore, the Postal Service must either align the discount with
avoided cost when it files its next general market dominant price adjustment, or adequately support an applicable

statutory exception.

Pitney Bowes contends that these passthroughs are based on inaccurate cost avoidance estimates. It notes that
under the Postal Service’s proposed changes to the flats cost avoidance model in Docket No. RM2012-8, these
passthroughs are much closer to 100 percent. Pitney Bowes urges the Commission to use the RM2012-8 flats cost

model in making its compliance determination. Pitney Bowes Comments at 7.

Additionally, Pitney Bowes suggests that the CRA appears to overstate the cost of First-Class Mail Presort Flats,
thereby understating the cost difference between Single-Piece and Presort Flats. Pitney Bowes urges the Postal
Service to review the accuracy of First-Class Mail Presort Flats cost data and propose improved costing methods

for use in future Annual Compliance Reports. /d.
Incentive Program

There was one incentive program in effect in FY 2012 that applied to First-Class Mail, the 2012 Mobile Commerce
and Personalization Program. The primary goal of the promotion was to generate awareness of ways in which
mobile technology can be integrated into mail campaigns. The program provided a discount on the eligible postage
for commercial First-Class Mail and Standard Mail letters, postcards, and flats that included a two-dimensional
mobile barcode inside or on the mailpiece. To qualify for the incentive, the mobile barcode was required to point
to a mobile-optimized website that either facilitated mobile commerce or was personalized to the recipient. The
program was in effect from July 1, 2012, to August 31, 2012. The Postal Service paid over $1.7 million in rebates for

229 million qualifying First-Class Mail pieces.

PERIODICALS
INTRODUCTION

The Periodicals class includes publications such as magazines, newspapers, journals, and newsletters. Eligibility
criteria include a minimum amount of editorial (non-advertising) content.® This requirement establishes the
Periodicals class as one with educational, cultural, scientific, and informational (ECSI) value. Periodicals is a
preferred class of mail and receives several statutory discounts as identified in 39 U.S.C. 3626, such as a five

percent discount for non-profit and classroom publications.

The Periodicals class is comprised of two products: Within County and Outside County. The Within County product
is typically used by smaller circulation weekly newspapers for distribution within the county of publication. Pricing
mainly reflects the number of pieces in a mailing, presort level, and total weight. The Outside County product

consists of publications with a wide variety of circulation sizes, distribution patterns, and frequencies. Pricing is

8 See Domestic Mail Manual: 707.4.0, Basic Eligibilty Standards; 707.6.0, Qualification Categories; and 707.4.13, Advertising Standards.
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based not only on number of pieces and weight, but also on other elements such as how it is prepared (bundles,

type of container), entry point, machinability, and automation capability.

The profiles of the two Periodicals products differ significantly in terms of volume and revenue. In FY 2012,
approximately 631 million copies of Periodicals were mailed at Within County prices, and generated approximately
$66 million in revenue for the Postal Service. In contrast, during the same year, 6.11 billion copies of Periodicals
were mailed at Outside County prices, and generated approximately $1.66 billion in revenue for the Postal Service.
The Postal Service filed several methodological changes to the Periodicals mail processing worksharing cost model
prior to filing its FY 2012 ACR. In Docket No. RM2012-8, filed September 28, 2012, the Postal Service proposed
changes to the Periodicals model, including the addition of allied operations. Those changes were approved by the
Commission in Order No. 1656 on February 14, 2013.

As discussed below, in FY 2012, Periodicals unit costs increased and revenue per piece declined. The Postal Service
should review its Periodicals operational strategy to assess what cost savings initiatives are working, and how
they can be improved. The current Periodicals pricing structure was implemented in FY 2007. In the past 5 years,
the Postal Service has not substantially changed worksharing discounts, sack, bundle or pallet charges. The Postal
Service should also review its pricing strategy to determine how to incentivize additional mailings that can be
efficiently processed by current or planned operations. The Postal Service should also take the initiative to work

closely with Periodicals mailers to pursue solutions to challenges relating to Periodicals.
The principal FY 2012 findings for Periodicals are:

®  Within County attributable costs exceeded revenues by $28 million, resulting in a cost coverage of
70.5 percent.

® Qutside County attributable costs exceeded revenues by $642 million, resulting in a cost coverage of
72.2 percent.

®m The Postal Service should leverage its pricing flexibility to incent more efficient mailer preparation to
ameliorate losses from Periodicals.

® The rates for Periodicals did not satisfy 39 U.S.C. 3622(c)(2).

B |n response to the Commission’s FY 2011 ACD, the Postal Service listed nine cost savings changes designed
to lower the cost of processing Periodicals. The Postal Service says that it has been unable to assess the
success of these initiatives. In FY 2012 the unit attributable cost of Periodicals increased 3.7 percent to 36.5
cents per piece.

® Eleven workshare discounts exceed avoided costs, but are not inconsistent with the statute due to the ECSI
exception in 39 U.S.C. 3622(e)(2)(C).

® The per piece revenue for Periodicals decreased slightly in FY 2012, even as the Postal Service implemented
a price increase. The Postal Service should revisit its “across the board” approach to Periodicals pricing.

® Prices were in compliance with the preferred rate requirements identified in 39 U.S.C. 3626.

®m The Postal Service needs to take the initiative to identify and implement solutions to Periodicals’ worsening
net revenue results. The Postal Service has not used its pricing tools to incent efficient Periodicals mailings
that reduce costs and increase net revenue.
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FiNANCIAL ANALYSIS

Background

Table VII-5 provides relevant financial data for Within County, Outside County, and the Periodicals class as a whole.
It contains volume, revenue, attributable costs, contribution to institutional costs, and cost coverage for each
Periodicals product in FY 2012.

Table VII-5 shows that Periodicals continue to make a negative contribution to institutional costs and continue to

have cost coverage below 100 percent.

Table VII-5—Periodicals Mail Volume, Revenue, and Cost by Product FY 2012

Volume Revenue Attributable | Contribution to | Revenue | Cost Per Unit Cost
Product (O(L;O) ($00(l)J) Cost Institutional Costs | Per Piece | Piece | Contribution | Coverage
($000) ($000) (Cents) | (Cents) (Cents)
Within County 631,286 67,269 95,398 (28,129)] 10.6558 | 15.1117 4.4559 70.51%
' 72.16%
Outside County | 6,110,064 | 664,217 2,306,204 (641,987)| 27.2373 37 7443 10.5070
Total 6,741,351 | 1,731,486 2,401,602 (670,116) 25.68 35.62 0.0994 72.10%

Source: PRC-ACR2012-[RT.

Note: numbers in this section may not add due to rounding.

Comments on Compliance with Title 39

Commenters primarily address one issue: whether Periodicals prices were in compliance with title 39 in FY 2012
and whether the Commission should find the Periodicals class out of compliance for FY 2012 and order above cap

price increases.

Valpak notes that the Postal Service losses related to Periodicals increased by 10 percent from FY 2011 to FY 2012.
In FY 2012, the loss in contribution from Periodicals is $670 million, the largest loss since passage of PAEA. Valpak
further notes that the Postal Service has lost $3.4 billion from Periodicals since the enactment of PAEA in FY 2007.
Valpak argues that in FY 2012, prices for the Periodicals class were out of compliance with title 39. Specifically,
Valpak contends that the FY 2012 prices violated section 3622(c)(2), section 101(d), section 101(a), section 3622(b)
(5), and section 403(c). Valpak Initial Comments at 129.

Valpak advances four arguments for why the Commission must make a finding of noncompliance and take remedial
action of increasing Periodicals prices. /d. First, the “Commission cannot and should not assume that Congress
wanted Periodicals to be subsidized indefinitely and irrespective of the amount of the losses.” Id. at 130. Second,
the Postal Service pricing flexibility is limited by the CPI cap, but the Commission’s authority to order remedies for
noncompliance is not limited by the CPI cap. /d. at 131. Third, the Postal Service reports that it has implemented
the cost savings strategies outlined in the Periodicals Mail Study, yet costs are still increasing faster than inflation.

As such, Valpak states, the “Commission cannot reasonably rely on future additional cost savings to justify again
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failing to make a finding of noncompliance.” Id. at 132. Fourth, the Commission’s concerns regarding the impact
of above-CPI price increases on Periodicals mailers do not justify inaction. Valpak states “if the Commission does
not act now to start resolving Periodicals and begin moving toward compliance, the Commission is helping to
guarantee that the PAEA ratemaking system is a failure, incapable of achieving the objectives and factors set forth
in PAEA Id. at 132.

Valpak urges the Commission to find the FY 2012 prices for Periodicals out of compliance with title 39 and that it
order Periodicals prices to be “increased in the range of CPI plus 5.0 percent annually, until Periodicals revenue

exceeds costs and makes some contribution to institutional costs (e.g., 105 percent cost coverage).” Id. at 134.

The Public Representative also notes the decline in Periodicals cost coverage from FY 2011 to FY 2012, which
occurred in “spite of the Postal Service’s claim that it has taken steps recommended in the Periodicals Mail Study
to improve cost coverage.” PR Comments at 26. The Public Representative requests the Commission direct the
Postal Service to investigate and report on how Periodicals costs increased despite the cost savings initiatives.
The Public Representative states that “to enable it to carry out its regulatory functions, the Commission should be
informed by the Postal Service why the implementation of so many cost-saving measures resulted in an additional

S60 million in negative contribution from Periodicals, the worst level since passage of the PAEA” /d. at 27.

Time urges the Commission to reject Valpak’s argument that “it is time for the Commission to take punitive action
against Periodicals mailers for failing to cover their costs again.” Time Reply Comments at 1-2. Time addresses
each of the four rationales provided by Valpak. First, Time notes that while Periodicals cost coverage has declined
under the PAEA, the Periodicals class failed to cover its costs for the ten years immediately preceding adoption
of the PAEA. Time states “in view of the history of Periodicals class, of which Congress was fully aware, there are
no grounds at all for thinking that the mere duration of its continuing difficulties outstrips anything that Congress
might have thought possible.” Id. at 4. Second, Time states that the Postal Service has leveraged its pricing flexibility
to the maximum extent possible. The Postal Service’s inability to increase prices within the constraints of PAEA is
“evidence of absence of grounds for a finding of noncompliance.” Id. at 6. Third, Time states that the Postal Service
is still in the process of implementing cost savings programs for Periodicals, and thus postal management has
not yet fully brought to bear changes which could improve Periodicals cost coverage. /d. at 8. Time also appends
comments by James O’Brien which discuss Periodicals costs savings programs. Fourth, Time states that Valpak has

provided no evidence that the above-CPI cap increases will not harm Periodicals mailers. /d. at 8-9.

Time also addresses Valpak’s argument that the Postal Service has discriminated against mailers in classes other than
Periodicals by forcing them to cross-subsidize Periodicals. Time states that “there is no reason to believe that any

non-Periodicals mailer has paid a penny more in postage than it would if Periodicals had been profitable.” Id. at 9.

Magazine Publishers of America, Inc. and the Alliance of Nonprofit Mailers (“MPA/ANM” Joint Comments) also
urge the Commission to reject Valpak’s argument that Periodicals prices were out of compliance with title 39 in
FY 2012. MPA/ANM note that the Public Representative’s request that the Postal Service further investigate and
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report on Periodicals cost is “not an unreasonable request.” MPA/ANM Reply Comments at 2. MPA/ANM state
that the Commission needs to “confront directly the elephant in the living room of Periodicals mail pricing: while
the cap has ensured rate predictability and stability, it has not yet forced the Postal Service to rein in the out-of-
control level of Periodicals costs despite large investments in automation equipment by the Postal Service, and

large increases in worksharing by periodical publishers and their mail service providers.” Id. at 2.

Regarding Valpak’s argument that Periodicals prices were out of compliance with title 39, MPA/ANM discuss
sections 3622(c)(2), 3622(b)(5), 403(c), 101(a), and 101(d). Concerning 3622(c)(2), MPA/ANM state that “for
Periodicals mail, the CPI cap of 39 U.S.C. 3622(d) trumps the attributable cost floor of 39 U.S.C. 3622(c)(2).” Id. at 3.
MPA/ANM further stated that “like the other ‘factors’ and ‘objectives’ of sections 3622(b) and (c), section 3622(c)
(2) is subordinate to the ‘out-of-bound’ lines’ established by the CPl-based cap on class prices (3622(d)).” Id. at
3. MPA/ANM state that 39 U.S.C. 3622(c)(2) does “not, without more, make Periodicals mail out of ‘compliance
with’ the Act as a whole.” Id. at 4. Regarding Valpak’s argument that Periodicals prices were out of compliance
with section 3622(b)(5), MPA/ANM state that the “CPl-based price cap of section 3622(d) outweighs all of the

objectives and factors combined.” Id. at 7.

MPA/ANM reject Valpak’s contention that Periodicals prices were out of compliance with section 403(c), arguing
that the discrimination and preferences covered by 403(c) are “limited to price or services differences among
mailers and services that are ‘like’ or similarly situated — a concept that is generally considered to be limited to
ratepayers within the same rate class.” /d. at 7. MPA/ANM state that the differences in cost coverage between
classes of mail are “governed by the rate reasonableness provisions of Section 3622, not the antidiscrimination
provision of Section 403(c).” Id. at 8.

Concerning Valpak’s contention that Periodicals prices were out of compliance with section 101(a) and 101(d),
MPA/ANM state that these “general policy desiderata are incorporated by reference into pricing in the catch-all
‘factor’ of section 3622(c)(14). Like section 3622(c)(2), section 3622(c)(14)—and, through it, section 101(a) and

101(d)—are subordinate to the CPI cap on class-average price increases imposed by section 3622(d).” /d. at 8.

In its Reply Comments, the Postal Service “concurs” with Valpak and urges the Commission to find Periodicals out
of compliance and “finally determine what its remedial powers are.” Postal Service Reply Comments at 4. The
Postal Service states that the cost coverage of Periodicals fell to 72.1 percent in FY 2012, and to defer the issue
until 2016 “would be irresponsible.” In response to the Public Representative’s criticism that it failed to quantify
the costs savings that have accrued from the efficiency measures implemented for Periodicals, the Postal Service
contends that “it is impossible to isolate the cost-saving effects of a single efficiency measure when there are so

many variables at play in flats processing.” Id. at 5.

Commission Analysis

In FY 2012, the cost coverage for Periodicals continued to decline. Periodicals revenue covered 72.1 percent of

the $2.4 billion in attributable cost incurred by the class in FY 2012. This resulted in a negative contribution to

@2 2012 ANNUAL COMPLANCE DETERMINATION —CHAPTER VII



institutional costs of $670 million. In the FY 2011 ACD, the Commission requested that the Postal Service continue
the examination of Periodicals costs begun in the Periodicals Mail Study® and provide additional information on its
progress in reducing Periodicals costs in FY 2012. While the Postal Service did not provide this information in its
initial FY 2012 ACR, it discussed, but did not quantify the impact of the programs implemented in FY 2011 and FY

2012 to reduce Periodicals costs in response to CHIR Nos. 1 and 5.

In its response to CHIR No. 1, question 1, it states that it did not perform any analysis to isolate the cost savings
resulting from the above initiatives because it may not be possible to isolate the cost savings from individual
initiatives. The Postal Service also referred to its response to Question 7(b) of CHIR No. 1 in Docket No. ACR2011,
filed on February 8, 2011. In that response, the Postal Service noted that its cost models are not designed to isolate
reductions in manual handling costs, particularly given the fact that mail volumes, mail processing operations, mail
classifications, and equipment sets change from year to year. The Postal Service added that while manual handling
costs are captured in 10CS tallies and in the flats costs models (to the extent that the data is available in inputs that

the models rely upon), the costs cannot be separated out.

Table VII-6 summarizes the financial results for Periodicals since the enactment of the PAEA.

Table VIl-6— Periodicals Historical Financial Results

(Millions)

Year Volume Revenue Cost Cost Coverage Contribution
200/ 8,795 $2,188 $2,636 83.01% $(448)
2008 8,605 $2,295 $2,732 84.00% $(437)
2009 7,953 $2,038 $2,680 76.04% $(642)
2010 7,269 $1,879 $2,490 75.46% $(611)
2011 7077 $1,821 $2,430 /4.94% $(609)
2012 6,741 $1,732 $2,402 72.10% $(670)

$(3,417)

Source: PRC-ACR2012-R4.

Since the enactment of the PAEA the cost coverage for Periodicals has declined from 84.0 percent to 72.1 percent.

Table VII-7 details the unit cost, revenue, and contribution for Periodicals over the same time frame.

®  Periodicals Mail Study, Joint Report of the United States Postal Service and Postal Regulatory Commission, September 2011 (Periodicals Mail Study).
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Table VII—7 —Periodicals Unit Cost, Revenue, and Contribution
FY 2007 —FY2012

Year Cost/Piece Revenue/Piece Contribution/Piece
2007 $0.2997 $0.2488 $(0.051)
2008 $0.3175 $0.2667 $(0.051)
2009 $0.3370 $0.2563 $(0.081)
2010 $0.3425 $0.2585 $(0.084)
2011 $0.3434 $0.2573 $(0.086)
2012 $0.3562 $0.2568 $(0.099)

Source: PRC-ACR2012-R4.

In FY 2012, the average contribution per piece for Periodicals was negative 9.9 cents per piece, an increase of
almost 15 percent over FY 2011. The cost coverage for Periodicals suffered both from increasing costs and slightly
decreasing revenues. In FY 2012, the unit cost of Periodicals increased 3.7 percent to 35.6 cents. Per piece revenue
for Periodicals decreased by 0.05 cents per piece to 25.68 cents. The decline in unit revenue in FY 2012 occurred

despite the price increase of Docket No. R2012-3.

The decline in unit revenue was driven, in part, by an ongoing decline in advertising pounds and an increase in
mailer worksharing.’® The ongoing decline in advertising pounds increases the editorial percentage of Periodicals,
which increased from 63.6 percent in FY 2011 to 64.7 percent in FY 2012. In market dominant price adjustments
from Docket No. R2009-2 to Docket No. R2012-3, the Postal Service has pursued an “across the board” price
increase strategy, aimed at “limiting the price increases for individual publications.”** The Postal Service has many

pricing tools at its disposal in Periodicals to incentivize efficient mailings and increase revenue.

In response to CHIR No. 3 question 6, the Postal Service provided USPS-FY12-NP33, referred to as the Periodicals
“publication database” in the Periodicals Mail Study.* The Commission has developed an analysis of this database
that replicates the information detailed on pages 23-30 of the Periodicals Mail Study for FY 2012, using the same
methodology as the Joint Study updated for FY 2012. Most of the analysis and conclusions presented at that time
remain accurate. One notable difference between FY 2009 and FY 2012 is that no Periodicals publication title

covered its cost in FY 2012.13

1 Qutside County Advertising ounces per piece declined 0.13 ounces, from 2.53 to 2.40, from FY 2011 to FY 2012. In FY 2012 62.96 percent of Outside
County Periodicals were mailed at Carrier Route prices, and increase from 61.02 percent in FY 2011.

1 Docket No. R2009-2, United States Postal Service Notice of Market Dominant Price Adjustment (February 10, 2009) at 19. Docket No. R2011-2, United
States Postal Service Notice of Market Dominant Price Adjustment (January 13, 2011) at 19. Docket No. R2012-3, United States Postal Service Notice of
Market Dominant Price Adjustment (October 18 2011) at 23 and 24.

2 Pperiodicals Mail Study at 23-30.

3 PRC-ACR2012-NP-LR2.
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This database is a valuable tool for assessing mailer usage of the postal network and should be leveraged by
the Postal Service to improve both cost and service. The database uses unique mailer identification numbers
to mask mailer identities. The identification numbers provided in USPS-FY12-NP33 are not crosswalked with
the identification numbers used in the analysis of the FY 2009 database. Analyzing changes in Periodical mailer
behavior between FY 2009 and FY 2012 could help further an understanding of the causes of declining revenue

per piece over that period.

The Postal Service has stated that its recent goal for Periodicals pricing is to ensure that most Periodicals publications
achieve near-CPI price increases.'* The current Periodicals pricing structure was implemented in FY 2007. In the
past five years, the Postal Service has not substantially changed worksharing discounts, or sack, bundle, or pallet
charges. The Publication database is a valuable tool for both measuring and projecting the distribution of price
increases. It is also a valuable tool for analyzing the opportunity to incentivize mailers to prepare mail that can
be efficiently processed by the Postal Service. The Postal Service should leverage this database in future years to

achieve both increased contribution and reasonable distribution of price increases by publication.

According to the Postal Service in response to CHIR No. 5 question 24, mail processing, delivery, and transportation
unit costs for Periodicals increased in FY 2012. Table VII-8 details Periodicals unit mail processing costs from FY
2010 to FY 2012 by functional area.

Table VII-8 —Periodicals OC Flats Mail Processing Cost 2010—2012

(cents per piece)

% Change
2010 2011 2012 2010 to 2012
Plant Manual Processing 1.19 1.20 1.21 2%
NONMods 5.10 4.71 4.89 -4%
Plant Mechanized Processing 3.48 4.80 5.22 50%
Bundle Processing 2.60 2.51 2.45 -6%
Plant Allied 4.34 4.10 4.30 1%
Other Allied 1.91 1.81 1.83 -4%
Total 18.62 19.12 19.92 7%

Source: PRC-ACR2012-[R4.

From FY 2010 to FY 2012, unit mail processing costs increased by 7 percent. This was driven by a large increase
in “Plant Mechanized Processing” which is calculated using the Automated Flats Sorting Machine (AFSM), flats
prep, Upgraded Flats Sorting Machine (UFSM), and Flats Sequencing System (FSS) cost pools. In response to CHIR
No. 5, question 24, the Postal Service attributes the increase in mail processing cost to the FSS, stating “FSS raised
costs for these three products as compared with FY 2010 costs,” referring to Periodicals, Standard Mail Flats and
Standard Carrier Route. The Postal Service also states “long-term initiatives often mean additional costs (capital

and additional operating costs) have been incurred while the associated savings take longer to realize.”

4 Docket No. R2011-2, United States Postal Service Notice of Market Dominant Price Adjustment, January 13, 2011, at 19.
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The increase in Periodicals mechanized processing costs is notable when evaluated in conjunction with mailing
trends. From FY 2010 to FY 2012, the percentage of Periodicals volume presorted to Carrier Route increased from
59 percent to 63 percent. Similarly, mailer use of pallets, as opposed to sacks, has also increased. All things being
equal, these improvements in mailer preparation and worksharing should decrease the cost of Postal Service
processing. The increase in Postal Service processing cost highlights the importance of the Postal Service identifying
and incentivizing mail that it can efficiently process. The ongoing decline in AFSM productivity also contributed to
the increase in mechanized processing costs. AFSM Incoming Secondary productivity declined 7.1 percent from FY
2011 to FY 2012, and has declined 17.7 percent since FY 2008.%

In FY 2011, the Postal Service eliminated “Hot2C” practices, as discussed in the Periodicals Mail Study.*® The goal of
ending this practice was to reduce manual handlings and the unit manual mail processing cost. From FY 2010 to FY
2012, the unit plant manual processing cost increased by two percent. In response to CHIR No. 5, the Postal Service
stated “[w]ith the interplay of other programs and initiatives...and value declines, it is not feasible to isolate the

effect of the elimination of Hot2C practices on manual processing.”

One functional processing section where unit costs have steadily decreased from FY 2010 to FY 2012 is “Bundle
Processing,” which is calculated using Automated Package Processing System (APPS), Small Parcel Bundle Sorter
(SBPS), Automated Parcel Bundle Sorter (APBS), and Pouching cost pools. The Postal Service has recently deployed
APBS as part of its “Flats Strategy.” With the automated machines, SPBS/APBS productivity improved by 4.4 percent
from FY 2011 to FY 2012.

As in FY 2011, Valpak’s concerns about cost coverage lead it to conclude that the Commission should make a

finding of noncompliance for Periodicals prices for FY 2012.

Despite the demonstrated cost coverage concerns raised by Valpak, the Commission does not find the rates and

fees for the Periodicals class to be out of compliance at this time.

The Commission agrees with the Postal Service that the Periodicals class did not meet the “requirement that each
class of mail or type of mail service bear the direct and indirect postal costs attributable to each class or type of
mail service.” 39 U.S.C. 3622(c)(2). The Postal Service has outlined substantial initiatives it has implemented to
address the high costs of processing and delivering Periodicals, following some of the recommendations from the
Periodicals Mail Study. The Commission recognizes that operational changes implemented by the Postal Service in
FY 2011 and FY 2012 will take time to achieve measurable results. Moreover, the Postal Service still has access to
pricing tools to incent efficient mailings that reduce costs and increase net revenue. However, it must take further
action now to address this situation. The Postal Service needs to take the initiative to identify and implement

solutions to Periodicals’ worsening net revenue results.

5 See CHIR No. 5, question 23.
6 Hot2C, also known as Hot Periodicals or Hot Pubs, was an unofficial practice that took place in many processing facilities and delivery units to create
awareness of selected publications. This practice resulted in selected publications receiving expedited mail processing via manual processing.
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The FY 2012 results for Periodicals highlight the importance of achieving measurable progress, and achieving
it quickly. While the Postal Service eliminated the “Hot2C” program encouraging manual mail processing of
Periodicalsin FY 2011, manual processing costs continued to increase. Further, the Postal Service has not developed
the information needed to assess and enhance the success of its cost savings initiatives. Generally, cost savings
programs or initiatives target one or more specific activities to produce cost savings. These programs should have
specific measurable targets by which the benefits of the program can be evaluated. The Postal Service did not
achieve higher Periodicals revenue per piece in FY 2012 despite its pricing flexibility and a price increase. At this
juncture, it does not appear that the strategy of “across the board” price increases for Periodicals allows the Postal

Service to take advantage of its opportunities to increase revenues from Periodicals.

The cost saving programs implemented by the Postal Service can be enhanced through use of the Postal Service’s
pricing flexibility. There is sufficient room within the price cap to apply different rate increases to different products
and rate categories. As discussed in the worksharing section, the Postal Service has not used its pricing flexibility to
incentivize more efficient mailer preparation. The Postal Service should be able to phase in substantial changes to
workshare discounts to align them better with the avoided costs. Bundle and container prices could also be altered
to better reflect costs experienced by the Postal Service. The Commission appreciates the concerns raised by all

the parties in this matter.

In the Periodicals Mail Study, the Commission committed to work with the Postal Service to improve the cost
coverage of Periodicals. In FY 2012, the Postal Service was unable to decrease unit cost, or increase unit revenue.
While the initiatives implemented by the Postal Service were not sufficient to prevent increases in Periodicals costs
in FY 2012, the Commission remains optimistic that, with Postal Service and industry support, these initiatives can

be leveraged to achieve measurable results.

The Postal Service must pursue the considerable opportunities identified in FY 2012 to reduce the costs of handling
flats. The Commission is open to further dialogue in FY 2013 to assist the Postal Service in making progress in

reducing Periodicals costs, and measuring that progress.

WORKSHARING Di1scouNTsS

One Within County passthrough exceeded 100 percent in FY 2012: High Density. Additionally, ten Outside County
passthroughs, identified in Table VII-9, exceeded 100 percent.

Discounts that exceed avoided costs are permissible if a statutory exception applies. See 39 U.S.C. 3622(e). The
Postal Service justifies the Periodicals discounts that exceeded 100 percent on the basis of section 3622(e)(2)
(C), which authorizes workshare discounts greater than avoided cost if provided in connection with a subclass
that consists exclusively of mail matter with ECSI value. 2012 ACR at 28. In FY 2012, one Periodicals worksharing
discount, the pre-barcoding of Nonmachinable Automation MADC Flats was 45 times the avoided cost. As recently
as FY 2009, this discount was under 100 percent of the avoided cost. Periodicals operations have changed since FY

2009. Specifically, the UFSM that was used in FY 2009 to sort non-machinable flats was not used in many facilities
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Table VII-9 —Periodicals Workshare Discounts Exceeding Avoided Costs in FY 2012

Type of Worksharing | Within Country Discount | Avoided Cost | Passthrough
High Density 1.6 1.6 101.1%
Type OF_ Workshcrmg. Outside County Discount | Avoided Cost | Passthrough
Presorting (dollars/piece)
Machinable Non-automation 5D Flats 10.0 9.2 108.7%
High Density 3.1 1.6 193.8%
Machinable Automation 5D Flats 8.7 8.3 104.8%
Non-machinable Non-auto ADC Flats 11.8 Q7 121.6%
Non-machinable Non-auto 3D/SCF Flats 7.6 2.0 380.0%
Non-machinable Automation 3D/SCF 6.2 0.7 885.7%
Flats
Barcoding (dollars/piece)
Non-machinable Automation MADC Flats 4.5 0.1 4500.0%
Presorting Automation Letters
(dollars/piece)
ADC Automation Letter 4.0 2.1 190.5%
3-Digit Automation Letter 2.1 0.4 525.0%
5-Digit Automation Letter 6.2 2.0 310.0%

Source: PRC-ACR2012-[R4.

in FY 2012. This has eroded the value of incentivizing mailers to prebarcode non-machinable flats. This example

highlights how the Postal Service has not updated Periodicals prices to reflect current operational reality.

Comments on Worksharing Discounts

Time comments that the Carrier Route passthrough was 71.3 percent in FY 2012. Both Time and MPA/ANM note
the increase in the percentage of Periodicals presorted to Carrier Route since the enactment of the PAEA. Time
asserts that the combination of high Carrier Route volume and low Carrier Route passthrough “should make
carrier route mail a significant contributor to cost coverage improvement.” Time Reply Comments at A-2. In the
“Mailflow Optimization Matrix” (“MOP”) presented by Time in the O’Brien appendix, Periodicals pricing signals
are discussed. Specific recommendations include 16 pricing changes within the current pricing structure and 19
price changes within a new pricing structure. Changes within the current structure include increasing the discount
between 5-digit and carrier route. Changes within a new pricing structure include creating FSS piece, bundle and

container prices (cost based).

Commission Analysis

The Periodicals class qualifies for ECSI consideration; therefore, the Commission finds that the Outside County

discounts that exceed avoided costs are consistent with section 3622(e). Nine categories that had passthroughs
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greater than 100 percent in Docket No. R2011-2 still have passthroughs greater than 100 percent with the prices
recently approved in Docket No. R2013-1.%” See Docket No. R2013-1, PRC-LR-2. While the Postal Service justifies
worksharing discounts of over 100 percent in Periodicals, citing 39 U.S.C 3622(e)(2)(C), other factors and objectives
highlight the importance of sending efficient pricing signals. As discussed above, the Postal Service has not fully
leveraged its pricing flexibility to maximize the contribution from Periodicals. In FY 2012, one Periodicals discount
was 45 times larger than the avoided cost. Better aligning discounts with avoided cost would allow mailers and the

Postal Service to maximize efficiency.

With regard to the carrier route passthrough focused on by Time, Table VII-10 details the passthrough for 5-Digit

Machinable Automation pieces and or Basic Carrier Route pieces since FY 2008.

Table VIl—10—Carrier Route and 5-Digit Automation Possthroughs

| FY 2008 | FY 2009 | FY 2010 | FY 2011 | FY2012
CR Basic | 88.15% 71.52% 71.05% 69.48% 71.33%
5-Digit Automation | 61.37% 06.63% 102.38% 106.17% 104.82%

Source: Dockets Nos. ACR2008 —ACR2012, Periodicals Library References.

The 9.8 cent differential between 5-Digit and Carrier Route has remained unchanged since FY 2008. The Periodicals
Mail Study found that Carrier Route presorted pieces were among “the rate elements that provide the most
contribution per piece.”*® The Periodicals rate elements provide the Postal Service with pricing flexibility. The Postal

Service has the option to incent Carrier Route presorted pieces to achieve more profitable mail in Periodicals.

As a higher percentage of Periodicals volume is processed on the FSS, Periodicals mail will have two sets of avoided
costs; one set of avoided costs for mail processed in an FSS environment and another set of avoided costs for mail
processed in facilities without the FSS. In FY 2012, 18.8 percent of all flats were processed on the FSS. The modeled
mail processing cost for Carrier Route Periodicals increased to 2.1 cents per piece in FY 2012 due to Carrier Route
mail processed on the FSS. In FY 2012, 17.3 percent of Carrier Route Periodicals were estimated to have been
processed on the FSS. The data required to obtain census level data regarding the class and presort level of the
mail processed on the FSS was not available in FY 2012. The cost of FSS processing was 12.1 cents per piece in FY
2012. Carrier Route should retain significant value to the Postal Service in non-FSS zones. Carrier Route mail will

continue to avoid expensive mechanical sorting operations in non-FSS zones.

The Postal Service has stated “it has no plans to adjust its Periodicals price schedules to differentiate between
FSS and non-FSS zones.”* The Postal Service may find it advantageous to reconsider. Utilizing FSS zone pricing
would allow the Postal Service to efficiently incentivize Carrier Route mail where the FSS is not available, and

7 Tables displaying the full range of discounts, avoided costs, and passthroughs for Within County and Outside County Periodicals, as well as prices,
bottom-up costs, and price-cost ratios for bundles, sacks, and pallets, appear in the tables at the end of this section.
8 Periodicals Mails Study at 26.

¥ Docket No. RM2012-2, Reply Comments of the Postal Service Regarding Proposal Eighteen (February 23, 2012), at 6.
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prevent counterproductive presorting of the mail where the FSS is available. The FSS requires very different mail
preparation characteristics to maximize its operational potential, and the Postal Service should fully explore pricing
to encourage mailer preparation that allows cost minimization. In a price cap environment, pricing to maximize

efficiency and contribution is particularly important.

While the Postal Service does not incentivize FSS prepared mail with a price signal, it does have pallet, bundle,
and piece presort options for Periodicals. In FY 2012, 2.6 percent of all Periodicals pallets were FSS facility or
FSS scheme, 1.9 percent of all Periodicals bundles were prepared as FSS bundles, and 4.3 percent of Periodicals
volume were presorted for processing directly on the FSS. The percent of Periodicals pieces prepared for efficient
FSS entry was greater than for Standard mail.?° The adoption of FSS entry options by Periodicals mailers highlights
the benefit of a price structure that sends efficient pricing signals to mailers. Periodicals mailers pay for each pallet
and bundle. The ability to prepare mailings for the FSS, instead of a Carrier Route, provides both the mailer and
the Postal Service savings. Efficient pricing signals would help the Postal Service maximize the benefit of its FSS
investment. The Commission recommends the Postal Service leverage its pricing flexibility to improve Periodicals
pricing options and worksharing passthroughs to incent more efficient mailer preparation and increase contribution

from Periodicals.

Price-Cost RATIOS FOR BUNDLES AND CONTAINERS

Discrete pricing for Outside County bundles, sacks and pallets was introduced in Docket No. R2006-1. The prices,
bottom-up costs, and ratios of price to bottom-up cost for each combination of item, presort level, and entry
level are shown in the tables at the end of this section. These price-cost ratios can be thought of as similar to
worksharing discounts, in the sense that they provide incentives for cost-reducing mail preparation behavior. Unlike
worksharing discounts they do not explicitly relate discounts to the costs avoided by greater mailer preparation.
Price-cost ratios are used to describe how much of a cost is recognized in a given price element. The price-cost
ratios for bundles, sacks, and pallets are significantly below 100 percent. Price-cost ratios range from a low of 7.2
percent for a mixed ADC pallet entered at the Origin Network Distribution Center (ONDC), to a high of 64.3 percent
for a 5-Digit pallet entered at the ONDC.

Comments

No commenter specifically discussed the pricing of Periodicals sacks, pallets, and bundles for FY 2012. The
IDEAlliance’s Mail Flow Optimization Matrix (MOP) provided by Time presented several future pricing ideas, such

as aligning container prices with cost avoidances and creating pallet pricing for FSS zones.

Commission Analysis

In the most recent market dominant price adjustment, Docket No. R2013-1, the Postal Service used its pricing
flexibility to increase the prices of pallets, on average, by 2.8 percent. The Postal Service increased sacks, on
20 In FY 2012, 0.19 percent of Standard Mail Flats and Standard Carrier Route pallets were prepared as FSS pallets. 0.09 percent of Standard Mail Flats and

Standard Carrier Route bundles were prepared as FSS bundles. 0.29 percent of Standard Mail Flats and Standard Carrier Route volumes were prepared
as FSS presorted pieces.
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average, by 2.3 percent. This means that the gap between sack price-cost ratios and pallet price-cost ratios will
grow in FY 2013.

In FY 2007, when the current Periodicals rate design was implemented, 24.7 percent of Periodicals were mailed
in sacks. By FY 2012, that number had declined to 14.5 percent. In FY 2007, 16.9 percent of Periodicals sacks
were entered at the Destination Bulk Mail Center (DBMC) or further downstream. In FY 2012, 20.5 percent of
Periodicals sacks were entered at the Destination Network Distribution Center (DNDC) or further downstream.
Although the Postal Service has not substantially altered the price relationship between sack and pallet charges
during this period, mailers have nevertheless responded to the nominal price signals. This suggests that stronger
price signals will induce even more efficient mailer behavior. Because the Postal Service has not substantially
changed the passthroughs for bundle, sack, and pallet prices since FY 2007, it may not be reasonable to change
prices to maximize efficiency in one price adjustment. For this reason, the Postal Service should work with mailers
to determine where best to begin increasing incentives to achieve efficiency gains as large as possible without a
substantial adverse effect on mailers. The Postal Service should work with mailers to identify and incentivize mail

that can be efficiently processed by current Postal Service operations.

The Commission recommends the Postal Service leverage its pricing flexibility to improve Periodicals bundle and

container pricing to incent more efficient mailer preparation and increase contribution from Periodicals.

Table VII-11-Within County Passthroughs, FY 2012

Type of Worksharing | Discount | Avoided Costs | Passthrough

Presorting (dollars / piece)

3-Digit Presort 1.2 3.6 33.2%

5-Digit Presort 1.3 12.2 10.6%

CR Basic 4.7 16.9 27 .9%

High Density 1.6 1.6 101.1%

Saturation 1.4 4.1 33.8%

3-Digit Automation Letter 1.0 1.5 66.7%

5-Digit Automation Letter 0.2 2.0 10.0%
Barcoding (dollars/piece)

Basic Automation Flats 1.6 6.3 25.4%

3-Digit Automation Flats 1.2 6.2 19.4%

5-Digit Automation Flafs 0.6 2.9 20.6%
Dropship (dollars/piece)

DDU Dropship I 1.2 65.9%

Source: PRC-ACR2012-R4.
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Table—VII-12-Outside County Passthroughs, FY 2012

Type of Worksharing Discount Avoided Costs | Passthrough

Pre-sorting (dollars/piece)

Machinable Non-automation ADC Flats 3.5 54 64.8%
Machinable Non-automation 3D/SCF Flats 1.7 4.0 42.5%
Machinable Non-automation 5D Flafs 10.0 9.2 108.7%
CR Basic 10.7 15.0 7 1.3%
High Density 3.1 1.6 193.8%
Saturation 2.0 4.1 48.8%
Machinable Automation ADC Flats 2.7 4.7 57.4%
Machinable Automation 3D/SCF Flats 1.5 3.5 42.9%
Machinable Automation 5D Flats 8.7 8.3 104.8%
Non-machinable Non-auto ADC Flats 11.8 97 121.6%
Non-machinable Non-auto 3D/SCF Flats 7.6 2.0 380.0%
Non-machinable Non-auto 5D Flats 12.0 14.1 85.1%
Non-machinable Automation ADC Flats 9.8 114 86.0%
Non-machinable Automation 3D/SCF Flats 6.2 0.7 885.7%
Non-machinable Automation 5D Flats 11.0 14.0 78.6%
Pre-barcoding (dollars/piece)

Machinable Automation MADC Flats 3.2 3.3 Q7.0%
Non-machinable Automation MADC Flats 4.5 0.1 4500.0%
Presorting Automation Letters (dollars/piece)

ADC Automation letter 4.0 2.1 190.5%
3-Digit Automation Letter 2.1 04 525.0%
5-Digit Automation Letter 6.2 2.0 310.0%

Source: PRC-ACR2012-R4.
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Table VII-13—OQutside County Bundle Price/Cost Ratios, FY 2012

Container Level

Mixed ADC

ADC

3-D/SCF

5-D/CR

Bundle Level

MADC
ADC
3-D/SCF
5D

Firm Bundle

ADC
3-D/SCF
5D

CR

Firm Bundle

3-D/SCF
5D

CR

Firm Bundle

5D
CR
Firm Bundle

Source: PRC-ACR2012-R4.

Price ($) Bottom-up Cost ($)
0.079 0.210
0.208 0.558
0.276 0.752
0.285 0.819
0.185 0.973
0.115 0.317
0.190 0.512
0.206 0.568
0.325 0.794
0.154 0.779
0.129 0.315
0.150 0.358
0.288 0.570
0.142 0.565
0.145 0.315
0.152 0.296
0.079 0.306

Price as Percent of Cost

37.6%
37.3%
36.7%
34.8%
19.0%

36.3%
37.1%
36.3%
40.9%
19.8%

41.0%
41.9%
50.5%
25.1%

46.0%
51.4%
25.8%

Table VI-14—Outside County Sack Price/Cost Ratios, FY 2012

Sack Level

Mixed ADC

ADC

3-D/SCF

5-D/CR

Entry Point

ONDC
OSCF
OADC

OSCF

OADC
ONDC
DNDC
DADC

OSCF

OADC
ONDC
DNDC
DADC

DSCF

OSCF
OADC
ONDC
DNDC
DADC
DSCF
DDU

Source: PRC-ACR2012-R4.

Price ($)

0.437
0.437
0.437

2.092
2.092
2.092
1.457
0.833

2.186
2.186
2.186
1.562
1.249
0.833

2.810
2.810
2.810
2.082
1.770
1.353
0.937

Bottom-up Cost ($)

2.759
2.250

6.430
6.266
5.52
4.113
2.25

6.893
6.572
5.735
4.237
4.000
2.250

8.699
7.996
7.207
5757
4.947
3.744
2.509

POSTAL REGULATORY COMMISSION

Price as Percent
of Cost

15.8%
19.4%

32.5%
33.4%
37.9%
35.4%
37.0%

31.7%
33.3%
38.1%
36.9%
31.2%
37.0%

32.3%
35.1%
39.0%
36.2%
35.8%
36.1%
37.3%
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Table VII-15— Outside County Pallet Price/Cost Ratios, FY 2012

Pallet Level

Mixed ADC

ADC

3-D/SCF

5-D/CR

Entry Point

ONDC
OADC
OSCF

OSCF
OADC
ONDC
DNDC
DADC

OSCF
OADC
ONDC
DNDC
DADC
DSCF

OSCF
OADC
ONDC
DNDC
DADC
DSCF
DDU

Source: PRC-ACR2012-R4.

Price ($)

3.365
3.365
3.365

33.375
33.375
33.375
23.127
12.803

39.505
39.505
39.505
24.572
21.372
11.460

50.875
50.875
50.875
32.936
31.180
21.062

1.652
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Bottom-up Cost ($)

46.647
26.378
46.000

70.756
63.318
55.306
46.647
26.378

84.136
78.161
64.918
51.028
45.665
25.142

104.413
@1.310
79.108
66.258
63.615
42.728

3.203

Price as Percent
of Cost
7.2%
12.8%
7.3%

47.2%
52.7%
60.3%
49.6%
48.5%

47.0%
50.5%
37.9%
41.9%
46.8%
45.6%

48.7%
55.7%
64.3%
49.7%
49.0%
49.3%
51.6%



STANDARD MAIL
INTRODUCTION

Standard Mail is a market dominant class that consists of six products: (1) Letters; (2) Flats; (3) Parcels; (4) Carrier
Route; (5) High Density and Saturation Letters; and (6) High Density and Saturation Flats/Parcels. In FY 2012
Standard Mail volume was 79.8 billion pieces, a decrease of 4.9 billion pieces from the 84.7 billion pieces in FY
2011. Despite the decrease in volume, Standard Mail accounted for 50.3 percent of total mail volume, and 22.7
percent of total contribution to institutional costs. Standard Mail’s contribution as a share of total contribution has
decreased from 23.4 percent in FY 2011.

The principal FY 2012 findings for Standard Mail are:

® Standard Mail contributed $5.5 billion to institutional costs.

® Standard Mail Flats had an 80.9 percent cost coverage, 1.4 percentage points higher than FY 2011, but
resulting in a $528 million loss.

®m Standard Mail Parcels had an 85.5 percent cost coverage, 0.5 percentage points lower than FY 2011, resulting
in a $49.0 million loss.

m Sixteen workshare discounts exceeded avoided costs.

®  Four discounts were properly justified under section 3622(e).

® Six commercial discounts were not properly justified under section 3622(e).

® Four nonprofit discounts were not properly justified under section 3622(e).

® The Commission was unable to evaluate whether one commercial discount and one nonprofit discount were

consistent with the statute.
FinANCIAL ANALYSIS

In FY 2012, the total revenue for Standard Mail was $16.7 billion, which covered its attributable costs of $11.2
billion, and resulted in a 149.0 percent cost coverage (see Table VII-16). Standard Mail contributed $5.5 billion to
institutional costs, a 3.5 percent decrease from FY 2011.

The overall cost coverage for Standard Mail increased slightly to 149.0 percent from 147.6 percent in FY 2011.
Standard Mail volume decreased 5.8 percent, or nearly five billion pieces. Unit revenue and unit cost decreased
from FY 2011 by 0.1 cents and 0.2 cents, respectively. Despite a 0.1 cent increase in unit contribution, the decrease

in volume resulted in Standard Mail contributing $252 million less to institutional costs compared to FY 2011.
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Table VII-16—Standard Mail Fiscal Year 2012 Volume,
Revenue, Cost Contribution, and Cost Coverage by Product

Contribution
Attributable | to Institutional | Revenue | Cost Per Unit
Volume Revenue Cost Cost Per Piece Piece | Contribution Cost
(000) ($000) ($000) ($000) (Cents) (Cents) (Cents) Coverage
il Dy & 5563550  770.882| 346973 423908| 1386| 6.24 762| 222.2%
Satfuration Letters
High Density & o
: 11,770,275 1,955,823 Q00,140 1,055,683 16.62 /.65 8.971 217.3%
Saturation Flats & Parcels
Carrier Route 9,119,946 2,249,836 | 1,720,605 529,231 24.67| 18.87 5.80| 130.8%
Letters 47,102,691 9,213,404 5,149,404 | 4,064,000 19.56| 10.93 8.63| 1/8.9%
Flats 5,939,635 2,233,730 2,761,670 (527,940) 37.61 46.50 -8.89 80.9%
Parcels 303,559 288,894 337,853 (48,959) Q5171 111.30 -16.13 85.5%
Inbound Infl. Negotiated 1,345 702 148 554 5221 1101 2.19| 474.0%
Serv. Agreement Maill
Total Standard Mail 79,801,009 | 16,713,271 | 11,216,793 5,496,477 20.94 14.06 6.89 | 149.0%
Source: PRC-ACR2012-[RT.
Figure VII-1 demonstrates the decreased contribution provided by Standard Mail in FY 2012.
Figure VII-1 —Standard Mail Trends
25
20.8 20.6
20/
17.4 173 17.8
16.7
2 15
(@] 13.2 13.2
é 12.2 11.8 12.1
[aa] 11.2
10/ |
7.6 74
5 52 5.5 57 5.5
0
2007 2008 2009 2010 2011 2012
Fiscal Year
Il Revenue [ Attributable Cost [l Contribution
Source: 2007 ACD at 87, 2008, ACD at 59, 2009 ACD at 83, 2010 ACD at 102, 2011 ACD at 111, and Table VIF16.
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Standard Mail as a class contributed $5.5 billion to institutional costs, but two products within the class did not
cover attributable costs. Figure VII-2 shows the unit contribution of each Standard Mail product for FY 2011 and
FY 2012. Figure VII-2 also demonstrates the increased unit contribution from Flats, High Density and Saturation
Letters and High Density and Saturation Flats and Parcels compared to FY 2011 and the reduced contribution of

the remaining products.

Figure VII-2—Unit Contribution by Standard Mail Product FY 2011 and FY 2012
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Source: 2011 ACD at 112, and Table VIF16.

It is noteworthy that contribution decreased by $251 million. As in the case of First-Class Mail, the loss in volume
accounts for much of the decreased contribution.