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EXECUTIVE SUMMARY

This report reviews the Postal Service’s performance in Fiscal Year (FY) 2018, fulfilling the
Commission’s responsibility to produce an annual assessment of Postal Service rates and
service mandated by Title 39, section 3653, of the United States Code (U.S.C.). It is based on
information the Postal Service is required to provide within 90 days after the close of the
fiscal year and on comments subsequently received from the public. Specific Commission
findings and directives are identified in italics in each chapter.

Consistent with the approach adopted in past years, the Annual Compliance Determination
(ACD) focuses on compliance issues as defined in 39 U.S.C. §§ 3653(b)(1) and (b)(2). These
statutory subsections require the Commission to make determinations on whether any
rates and fees in effect during FY 2018 were not in compliance with chapter 36 of Title

39 of the United States Code and whether any service standards in effect during FY 2018
were not met. The Commission’s review in this year’s ACD is based on the rates approved
in Docket No. R2018-1 and all the rates in effect during FY 2018 for Competitive Products.

The financial analysis that had been incorporated in ACDs prior to 2013 is expanded in the
Financial Analysis of United States Postal Service Financial Results and 10-K Statement 2018.
The Commission will also issue a separate report on the Postal Service’s FY 2018 Annual
Performance Report and FY 2019 Performance Plan to fulfill its statutory responsibilities
under 39 U.S.C. § 3653(c).

A. Principal Findings: Market Dominant Rate
and Fee Compliance

In Chapter 2, the Commission identifies compliance issues related to 23 workshare
discounts, finding that 3 of the discounts did not comply with section 3622(e). Workshare
discounts that exceed avoided costs adversely affect Postal Service finances because they
incentivize mailers to perform worksharing that the Postal Service could have done on a
less costly basis.

e For 2 of the 3 workshare discounts that were not in compliance with section 3622 (e),
the prices approved in Docket No. R2019-1 align the discounts with avoided costs;
therefore, no further action is required.

e For the 1 workshare discount remaining out of compliance with section 3622(e), the
Postal Service must either align the workshare discount with its avoided cost in the
next Market Dominant price adjustment or provide support for an applicable statutory
exception.

Additionally, for the Periodicals class, the Commission finds that the Postal Service
meaningfully addressed the FY 2017 ACD directives to report on the cost and contribution
impact of worksharing and progress in improving pricing efficiency. The Commission
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directs the Postal Service to continue reporting on Periodicals pricing issues in its FY 2019
ACR.

B. Principal Findings: Market Dominant
Noncompensatory Products

In Chapter 3, the Commission identifies 8 noncompensatory Market Dominant products:
Periodicals In-County, Periodicals Outside County, USPS Marketing Mail Flats, USPS
Marketing Mail Parcels, Inbound Letter Post, Media Mail/Library Mail, Stamp Fulfillment
Services, and the Market Dominant negotiated service agreement (NSA) with PHI
Acquisitions, Inc. (PHI).

With respect to Periodicals In-County and Periodicals Outside County, the Commission
finds that additional transparency is necessary to hold the Postal Service accountable. The
Commission will continue to explore cost and service issues related to flats in Docket

No. RM2018-1.

For USPS Marketing Mail Flats, the Commission finds that an advanced remedy is needed to
address the Postal Service’s continuing failure to comply with the Commission’s FY 2010
ACD directive to increase the cost coverage as USPS Marketing Mail Flats remains in
violation of 39 U.S.C. § 101(d). In the next generally applicable Market Dominant price
adjustment, the Postal Service must propose a price increase for USPS Marketing Mail Flats
that is at least 2 percentage points above the class average for the USPS Marketing Mail
class. Additionally, the Postal Service must continue responding to the requirements of the
FY 2010 ACD directive by reducing USPS Marketing Mail Flats’ costs and continue to
comply with the FY 2015 directive. For USPS Marketing Mail Parcels, the Commission finds
that revenue was not sufficient to cover attributable cost in FY 2018 and strongly
recommends an advanced remedy in light of the repeated failure of USPS Marketing Mail
Parcels to covers its costs.

For the Special Services product Stamp Fulfillment Services, the Commission finds that
revenue was not sufficient to cover attributable costin FY 2018.

For Inbound Letter Post, the Commission finds that FY 2018 revenue for Inbound Letter
Post was not sufficient to cover attributable cost. The Commission recommends that the
Postal Service, in coordination with the Department of State, negotiate bilateral and
multilateral agreements that contain rates for UPU letter post mail that are more
compensatory than terminal dues. The Commission further recommends that the Postal
Service file rates for the Competitive Inbound Small Packets and Bulky Letters product as
soon as possible.

For Media Mail/Library Mail, the Commission finds that the Postal Service’s approach to
improve cost coverage through above-average price increases is appropriate and
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encourages the Postal Service to explore opportunities to further reduce the unit cost of
Media Mail/Library Mail.

For the PHI NSA, the Commission finds that the PHI NSA did not meet the criteria of
39 U.S.C. § 3622(c)(10)(A) in Contract Year 4. The Postal Service terminated the agreement
during Contract Year 4, therefore, the Commission finds that no further action is necessary.

C. Principal Findings: Competitive Products
Rate and Fee Compliance

In Chapter 4, the Commission finds that revenues for 6 Competitive products did not cover
attributable costs and, therefore, did not comply with 39 U.S.C. § 3633(a)(2). The
Competitive products that did not cover attributable costs are: two domestic NSAs,
International Priority Airmail (IPA), International Money Transfer Service—Inbound
(IMTS—Inbound), International Ancillary Services, and Officially Licensed Retail Product
(OLRP). The Commission directs the Postal Service to take corrective action, including
monthly reporting, reporting on an investigation of cost estimates, reporting on an
investigation of rate and revenue discrepancies, and provide an update on the status of the
request to seek authority to terminate or renegotiate agreements.

D. Principal Findings: Service Performance
and Customer Access

In Chapter 5, the Commission finds that FY 2018 service performance results decreased for
a majority of products compared to FY 2017 results. Most products failed to meet their
service performance targets for FY 2018.

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

e Service performance results for all First-Class Mail products, both Periodicals
products, USPS Marketing Mail High Density and Saturation Flats/Parcels, USPS
Marketing Mail Carrier Route, USPS Marketing Mail Letters, USPS Marketing Mail
Flats, USPS Marketing Mail Every Door Direct Mail—Retail, Bound Printed Matter
Flats, Media Mail /Library Mail, and Post Office Box Service did not meet their
targets.

In the FY 2017 ACD, the Commission directed the Postal Service to provide specific
information developed from its First-Class Mail Single-Piece Letters/Postcards metrics as
part of its FY 2018 ACR. The Postal Service has made progress in developing quantitative
analysis linking its root cause assessments with the impact on service performance results
for this product and other First-Class Mail and USPS Marketing Mail products.
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The Commission directs the Postal Service to continue reporting specific information
developed from its First-Class Mail metrics within 90 days of the issuance of this report and
as part of its FY 2019 ACR. Additionally, the Commission directs the Postal Service to
provide more transparency regarding the progress and effects of its existing multi-year
national service performance improvement strategies.

E. Principal Findings: Flats Cost and Service
Issues

In Chapter 6, the Commission finds that unit costs for flats have continued to rise,
contribution losses have continued to grow, and flats products have still not met their
service performance targets. The Commission continues to be concerned that the Postal
Service does not have a specific plan to address flats cost and service issues. In Docket
No. RM2018-1, the Commission proposed reporting requirements to increase the
transparency of information related to flats, and the accountability of the Postal Service
when it reports on operational initiatives designed to reduce flats costs. This information
should provide more insight into the specific areas that impact flats, as well as the impact
of operational initiatives on flats costs and service issues over time. The Commission
anticipates that the data reporting will lead to the development of measurable goals to
decrease the costs and improve the service of flats. In the meantime, the Commission will
continue to encourage the Postal Service to use its data to ensure it is making cost-effective
decisions.
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CHAPTER 1: INTRODUCTION
A. Statutory Context

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

The Commission has decided to again report separately on the Postal Service’s financial
condition and its performance plans and program performance.? It will issue both its
financial analysis and its analysis of the performance plans and program performance,
required by 39 U.S.C. § 3653(d), in the second quarter of 2019. This ACD focuses on the
requirements of 39 U.S.C. §§ 3653(b)(1) and (b)(2).3

For regulations governing rates and fees, Congress divided mail categories and services
between Market Dominant and Competitive products. Sections 3622 and 3626 of Title 39
pertain to rates and fees for Market Dominant products; section 3633 pertains to
Competitive products.

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

Chapter 6 contains a follow-up discussion of the Commission’s directives in the FY 2015
ACD regarding cost and service issues for flat-shaped mailpieces (flats).

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

% See Notice Regarding the Postal Service FY 2018 Annual Performance Report and FY 2019 Annual Performance Plan, January 3, 2019 (Order
No. 4967).

® The Commission addresses only rates and fees that have been challenged by Commenters, or otherwise present compliance issues.
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There are three appendices to this ACD. Appendix A provides the status of Commission-
directed actions from past ACDs and new Commission-directed undertakings in this ACD.
Appendix B contains a list of Commenters. Appendix C contains an index of acronyms and
abbreviations.

B. Timeline and Review of Report

The Postal Service must file the ACR no later than 90 days after the end of each fiscal year
(i.e.,, 90 days after September 30). The Commission must complete the ACD within 90 days
of receiving the ACR. The Postal Service filed the FY 2018 ACR on December 28, 2018. On
January 14, 2019, the Commission suspended operations due to a lapse in appropriations
and reopened two weeks later on January 29, 2019. As a result of the two-week lapse in
appropriations, the Commission issues this ACD on April 12, 2019.

C. Focus of the ACR

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

§ 3652(b).

D. Other Reports

In conjunction with filing the ACR, the Postal Service must also file its most recent
Comprehensive Statement on Postal Operations, its FY 2019 Performance Plan, and its FY
2018 Performance Report. 39 U.S.C. § 3652(g).

E. Commission Responsibilities

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

On December 28, 2018, the Postal Service filed its FY 2018 ACR, covering the period from
October 1, 2017, through September 30, 2018.4 The ACR included an extensive narrative
and a substantial amount of detailed public and non-public information contained in
library references. The library references include the Cost and Revenue Analysis (CRA), the
International Cost and Revenue Analysis (ICRA), cost models supporting workshare
discounts, and volume information presented in billing determinants. The library
references also include the Postal Service’s “Roadmap Document” to the FY 2018 ACR,
which contains a list of special studies and a discussion of obsolescence in accordance with
39 C.F.R.§3050.12.5

The Postal Service concurrently filed its 2018 Annual Report and Comprehensive Statement
on Postal Operations as part of Library Reference USPS-FY18-17, December 28, 2018, to the
FY 2018 ACR.6

On December 31, 2018, the Commission issued an order establishing Docket No. ACR2018
to consider the ACR, appointing a Public Representative to represent the interests of the
general public, and establishing January 31, 2019 and February 11, 2019, as the deadlines
for comments and reply comments, respectively.” On January 29, 2019, due to the lapse of
appropriations resulting in suspension of Commission operations, the Commission
extended the deadline for filing comments to February 14, 2019, and the deadline for filing
responses to February 25, 2019.8

On January 9, 2019, and January 10, 2019, United Parcel Service, Inc. (UPS) and the
Association for Postal Commerce (PostCom), respectively, filed motions for access to
certain non-public library references filed as part of the FY 2018 ACR.? On January 28,
2019, the Postal Service filed responses to the motions, partially opposing the requests for

* FY 2018 Annual Compliance Report, December 28, 2018 (FY 2018 ACR). The Postal Service made other filings that revise the FY 2018 ACR and
select library references. Notice of the United States Postal Service of Revisions to Certain Pages of the FY 2018 Annual Compliance Report —
Errata, February 11, 2019; Notice of the United States Postal Service of Revisions to Multiple Annual Compliance Report Folders — Errata,
February 11, 2019. Unless otherwise noted, references to the Postal Service’s FY 2018 ACR are to its ACR and accompanying library references
as revised.

s Library Reference USPS—FY18-9, December 28, 2018.

® 2017 Annual Report and Comprehensive Statement of Postal Operations, December 28, 2018. The Postal Service includes as parts of Library
Reference USPS—FY18-17 the FY 2018 Annual Performance Report and its FY 2019 Performance Plan.

7 Notice of Postal Service's Filing of Annual Compliance Report and Request for Public Comments, December 31, 2018 (Order No. 4960); see also
84 FR 826 (January 31, 2019). On January 3, 2019, the Commission established separate comment dates for the Postal Service’s FY 2018
Performance Report and FY 2019 Performance Plan. See Order No. 4967.

& Order Extending Comment Deadlines, January 29, 2019 (Order No. 4988).

® United Parcel Service, Inc.’s Motion Requesting Access to Non-Public Materials Under Protective Conditions, January 9, 2019, at 1 (UPS Motion
for Access); Motion of Association for Postal Commerce for Access to Nonpublic Materials, January 10, 2019, at 1 (PostCom Motion for Access).
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access to some of the library references.1? On January 30, 2019, PostCom filed a reply to the
Postal Service’s opposition.11 On January 31, 2019, UPS filed a motion to supplement its
motion for access,'? and on February 4, 2019, it filed a reply to the Postal Service’s
opposition.13

On January 30, 2019, the Commission granted PostCom’s motion in part, allowing access to
the library references to which the Postal Service did not oppose.1* On February 1, 2019,
the Commission similarly granted UPS’s motion in part.15> On February 8, 2019, the
Commission issued an order granting access to all of the library references requested in
both UPS’s and PostCom’s motions.16

G. Methodology Changes

The FY 2018 ACR generally employs the methodologies used most recently by the
Commission unless the Commission has approved a change in methodology.17 In this ACR
proceeding, the Postal Service relies upon eight approved or partially approved
methodology changes.18

Docket No. RM2018-5 (Proposal Two) proposed new sampling and weighting procedures
for the city carrier portion of the In-Office Cost System (IOCS). The new sampling design
includes the use of city carrier Time and Attendance Collection System (TACS) workhours
to weight sampling data by zone (large and small) for weekday/Saturday IOCS morning
readings and to create city carrier cost control totals for morning and afternoon costs and

'° United States Postal Service Response to United Parcel Service Inc.’s Motion Requesting Access to Non-Public Materials Under Protective
Conditions, January 28, 2019 (Response to UPS Motion for Access); United States Postal Service Response to Association for Postal Commerce’s
Motion Requesting Access to Non-Public Materials Under Protective Conditions, January 28, 2019 (Response to PostCom Motion for Access).

™ Motion for Leave to Reply and Reply of the Association for Postal Commerce to United States Postal Service Response to Motion Requesting
Access to Non-Public Materials, January 30, 3019 (PostCom Reply to Postal Service Opposition for Motion for Access).

2 United Parcel Service, Inc.'s Motion to Supplement its January 9, 2019 Motion Requesting Access to Non-Public Materials Under Protective
Conditions, January 31, 2019 (UPS Motion to Supplement).

B United Parcel Service, Inc.'s Motion for Leave to Reply and Reply to the United States Postal Service's Response to Motion Requesting Access
to Non-Public Materials, February 4, 2019 (UPS Reply to Postal Service Motion for Access).

 Order Granting in Part Motion for Access, January 30, 2019 (Order No. 4994).
> Order Granting in Part Motion for Access, February 1, 2019 (Order No. 4996).

% Order Granting Motions for Access, February 8, 2019 (Order No. 4998). The Commission also extended the deadline for UPS and PostCom to
file initial comments to February 19, 2019, and extended the time for reply comments responding to issues raised in those comments to March
1, 2019. Order No. 4998 at 28.

Y7 See FY 2018 ACR at 4-6.

'8 Library Reference USPS-FY18-9, December 28, 2018. See Docket No. RM2018-4, Order on Analytical Principles Used in Periodic Reporting
(Proposal One), July 13, 2018 (Order No. 4712); Docket No. RM2018-6, Order on Analytical Principles Used in Periodic Reporting (Proposal
Three), July 19, 2018 (Order No. 4719); Docket No. RM2018-7, Order on Analytical Principles Used in Periodic Reporting (Proposal Four), August
13, 2018 (Order No. 4757); Docket No. RM2018-8, Order on Analytical Principles Used in Periodic Reporting (Proposal Five), September 21,
2018 (Order No. 4827); Docket No. RM2018-9, Order on Analytical Principles Used in Periodic Reporting (Proposal Six), August 28, 2018 (Order
No. 4798); Docket No. RM2018-10, Order on Analytical Principles Used in Periodic Reporting (Proposal Seven), October 12, 2018 (Order No.
4855); Docket No. RM2019-1, Order on Analytical Principles Used in Periodic Reporting (Proposal Eight), November 28, 2018 (Order No. 4894);
Docket No. RM2018-5, Order Approving in Part Proposal Two, January 8, 2019 (Order No. 4972).
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day of week group (distinguishing Sundays/holidays from weekdays/Saturdays).
Additionally, the Postal Service proposed that the Product Tracking and Reporting (PTR)
scan data be used as the product distribution key for city carrier Sunday/holiday costs and
as a methodology for city carriers acting as supervisors on Sundays/holidays costs.

The Commission approved the use of TACS workhours to develop Sunday and holiday city
carrier cost control totals, the use of the PTR scan data as a distribution key for
Sunday/holiday city carrier costs, and the sampling and weighting methodology for city
carrier IOCS morning readings in small zones. Order No. 4972 at 29-30.

Additionally, the Postal Service identifies the methodological change regarding product
costs discussed in response to Commission Order No. 3506,1° and the approach for
reporting group incremental cost estimates used by the Commission in the FY 2017 ACD.20
As a result, the Postal Service’s FY 2018 CRA reports group incremental cost estimates
when available as the attributable costs of combinations of products, including the Market
Dominant classes. FY 2018 ACR at 5. As a consequence, the costs labeled as attributable
costs in each row of the FY 2018 CRA are not directly comparable to costs reported with
the same label in the CRAs filed prior to FY 2017. Id. at 6.

The Postal Service uses a new methodology to distribute the revenues received from
inbound LC/AO mail, reported as the Inbound Letter Post and Inbound Market Dominant
Multi-Service Agreements with Foreign Postal Operators 1 products.2! The Commission did
not previously approve this new methodology. Although the Commission uses this
methodology for assessing compliance in this ACD, it directs the Postal Service to file a
petition for the initiation of a proceeding to consider this proposed change in analytical
principles within 90 days of issuance of this ACD.

H. Product Analysis

The Postal Service provides an analysis of each Market Dominant product, including Special
Services, and domestic and international NSAs active during FY 2018. 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 references to standards under 39 U.S.C.

§ 3633 and 39 C.F.R. § 3015.7. Last, the Postal Service discusses two Competitive market
tests conducted in FY 2018.22

'® Docket No. RM2016-2, Order Concerning United Parcel Service, Inc.’s Proposed Changes to Postal Service Costing Methodologies (UPS
Proposals One, Two, and Three), September 9, 2016 (Order No. 3506); see also Docket No. RM2016-2, Notice of Errata, October 19, 2016.

% pocket No. ACR2017, Annual Compliance Determination, March 29, 2018, at 8-10 (FY 2017 ACD).

% See Responses of the United States Postal Service to Questions 1-28 of Chairman’s Information Request No. 6, February 8, 2019, question 17
(Responses to CHIR No. 6).

2 FY 2018 ACR at 75.
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In addition, the Commission posts the most current workshare cost avoidance models on
its website. The Commission used those models in its preparation of this ACD.

I. Service Performance

The ACR also included information regarding service performance, customer satisfaction,
and consumer access, as required under 39 U.S.C. § 3652(a)(2) and 39 C.F.R. § 3055.23

J. Confidentiality

Commission rules require the Postal Service, when it files non-public materials with the
Commission, to simultaneously file an application for non-public treatment. 39 C.F.R.

§ 3007.200. The application for non-public treatment must clearly identify all non-public
materials and fulfill the burden of persuasion that the materials should be withheld from
the public by showing that the information is commercially sensitive and by identifying the
nature, extent, and likelihood of commercial harm that would result from disclosure. Id.

§ 3007.201. The FY 2018 ACR included such an application with respect to certain
Competitive and international Market Dominant products. FY 2018 ACR at Attachment 2.

UPS and PostCom submitted motions for access to library references concerning these
products, and the Postal Service opposed the motions in part. The motions included a list of
non-public library references to which UPS and PostCom requested access, specified that
access was necessary for the purpose of filing comments in this ACR, and provided the
requisite statements of protective conditions and signed certifications from each individual
for whom UPS and PostCom sought access. See Order No. 4998 at 16. Accordingly, the
Commission found that the motions satisfied the Commission’s rules for seeking access to
non-public information. Id.; 39 C.F.R. § 3007.301.

The Postal Service’s opposition to the motions failed to show good cause for denying access
to the non-public library references. Order No. 4998 at 18-28. The Commission found that
the presence of commercially sensitive information alone is not grounds to deny access,
that Commission rules and protective conditions adequately safeguard the Postal Service
and third parties from potential harms, and that granting access does not negatively impact
the Postal Service’s ability to contract with customers. Id. The Commission found that
“denying access to non-public materials would significantly restrict the ability of interested
persons to comment on the Postal Service’s compliance under the PAEA.” Id. at 28.
Accordingly, the Commission granted UPS’s and PostCom’s motions for access. Id. at 29.

» FY 2018 ACR, chapter |II.
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K. Requests for Additional Information

Twenty-six Chairman’s Information Requests (CHIRs) were issued with respect to the ACR
from January 4, 2019, to April 5, 2019. The Postal Service responded to the CHIRs, often
filing supplemental information in support of the responses.24

* several of the Postal Service’s CHIR responses were accompanied by motions requesting late acceptance. E.g., Motion of the United States
Postal Service for Late Acceptance of Response to Question 16 of Chairman’s Information Request No. 1, January 28, 2019. Each of the Postal
Service’s motions for late acceptance is granted.
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CHAPTER 2: MARKET DOMINANT
PRODUCTS: PRICING REQUIREMENTS

A. Introduction

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

§ 3622(e)(2), and a cap on preferred rates, id. § 3626 (a)(4)-(7). Chapter 2 discusses these
requirements.

B. The Class-Level Price Cap

The Commission approved price adjustments that went into effect during FY 2018, which
complied with the price cap provision, in accordance with 39 C.F.R. § 3010.23.”

C. Workshare Discounts

Workshare discounts provide reduced prices for mail that is prepared or entered in a
manner that avoids certain activities the Postal Service would otherwise have to perform.
These discounts are based on the estimated avoided costs that result from the mailer
performing the activity instead of the Postal Service. 39 U.S.C. § 3622(e)(2) directs the
Commission to ensure that workshare discounts do not exceed the costs the Postal Service
avoids as a result of the worksharing activity.26 The statute provides four exceptions to this
requirement. See 39 U.S.C. §§ 3622(e)(2)(A)-(D).

PostCom disagrees with the Commission’s requirements for reporting on passthroughs
that exceed 100 percent, suggesting that it “causes the Postal Service to err on the side of
reducing passthroughs below 100 [percent]” at the expense of the Postal Service’s pricing
flexibility.2” PostCom points out that “despite estimated passthroughs that exhibit
considerable volatility due to methodological changes, postal inefficiency, and normal
variation, the Postal Service and the Commission continue to use only one technique -
higher prices - to attempt to achieve compliance[.]” PostCom Comments at 2. Furthermore,
PostCom suggests that the PAEA “does not establish an absolute requirement that

* Docket No. R2018-1, Order on Price Adjustments for First-Class Mail, USPS Marketing Mail, Periodicals, Package Services, and Special Services
Products and Related Mail Classification Changes, November 9, 2017 (Order No. 4215).

% The workshare discount divided by the avoided costs and expressed as a percentage is referred to as the passthrough. Passthroughs above
100 percent indicate discounts that are greater than avoided costs. Passthroughs below 100 percent indicate discounts that are below avoided
costs.

¥ Comments of the Association for Postal Commerce, February 19, 2019, at 5-6 (PostCom Comments).
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workshare discounts never exceed 100 percent of avoided costs,” and therefore, the
Commission should allow passthroughs to exceed 100 percent if one of the statutory
exceptions applies, without encouraging the Postal Service to work towards reducing the
passthrough amount. Id. at 4, 9. The Postal Service disagrees with PostCom'’s suggestion
that the Postal Service prioritizes pricing efficiency over operational efficiency and notes
that its approach is consistent with the Commission’s direction and section 3622 (e).28

The Commission analyzes discounts to determine whether they comply with applicable
statutory provisions. Section 3653(b)(1) of Title 39 requires the Commission to base its
determinations on rates and fees “in effect” during FY 2018. The prices in effect in FY 2018
were the prices approved in Docket No. R2017-1 (through January 20, 2018) and R2018-1
(after January 20, 2018). The discounts evaluated for compliance are the Docket No.
R2018-1 prices. Workshare discounts that were not greater than the associated avoided
costs were in compliance for FY 2018.

As the Commission has previously acknowledged, although passthroughs below 100
percent are lawful, they send inefficient pricing signals to mailers. FY 2017 ACD at 15.
Passthroughs set as close as possible to 100 percent to promote pricing efficiency, lower
the total combined costs for mailers and the Postal Service, and encourage the retention
and growth of the Postal Service’s most profitable products. In instances where the
Commission finds that discounts set above avoided costs are nonetheless lawful because
they promote operational efficiency (39 U.S.C. § 3622(e)(2)(D)), the Commission
encourages the reduction of those discounts to promote pricing efficiency. If the
operational efficiency results in cost savings to the Postal Service, the Postal Service should
quantify the impact of the operational efficiency in its cost avoidance models. The
Commission commends the Postal Service for reducing the number of passthroughs above
100 percent in FY 2018. Two classes of mail are fully compliant with the section
3653(b)(1) requirement—this has not been achieved by even one class of mail in any year
since the Commission’s ACD began reporting on each class individually.

The sections below review, for each class of mail, workshare discounts that are greater
than the avoided costs associated with the discounts.

1. First-Class Mail

No First-Class Mail workshare discounts exceeded the avoided costs of the corresponding
mailer worksharing activity in FY 2018 and, therefore, all discounts were consistent with
39 US.C. § 3622(e) in FY 2018. Tables II-1, II-2, and II-3 below demonstrate the compliance
for this class.

Pitney Bowes Inc. (Pitney Bowes), NAPM, and Idealliance suggest that the workshare
discounts for certain First-Class Mail products should be set closer to 100 percent of the

% postal Service Reply to UPS and PostCom Comments, March 1, 2019, at 6-7 (Postal Service Reply Comments to UPS and PostCom).
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avoided costs.?° Pitney Bowes notes that all workshare discounts are in compliance with
the worksharing provisions in 39 U.S.C. § 3622(e)(2), but suggests that “the rate design
does not maximize pricing and operational efficiency as intended by the [PAEA].” Pitney
Bowes Comments at 2. NAPM and Idealliance suggest that their members “could sell
presort services to even more businesses if the incentive reflected the full costs avoided by
the Postal Service,” which would result in a shift to more efficient products.

NAPM /Idealliance Comments at 4.

In its reply comments, the Postal Service notes that these commenters do not dispute the
compliance of the workshare discounts and states that it “will continue to seek
opportunities to align workshare discounts with avoided costs where appropriate and
advisable.”30

In this proceeding, the Commission evaluates workshare discounts for compliance with
statutory provisions. The Commission finds the discounts for First-Class Mail were less than
avoided costs and were thus consistent with 39 U.S.C. § 3622(e) in FY 2018.

» See Comments of Pitney Bowes Inc., February 14, 2019, at 2 (Pitney Bowes Comments); Comments of the National Association of Presort
Mailers and Idealliance, February 14, 2019, at 3-4 (NAPM/Idealliance Comments).

% Reply Comments of the United States Postal Service, February 25, 2019, at 2-3 (Postal Service Reply Comments).
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Table 1I-1

First-Class Presorted Letters/Cards
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount | Avoidance | Passthrough
(Cents) (Cents)
First-Class Mail Automation Letters: Barcoding & Presorting
Automation Mixed AADC Letters (Metered Letters) 4.6 6.7 68.7%
Automation AADC Letters (Automation Mixed AADC Letters) 1.6 2.4 66.7%
Automation 5-Digit Letters (Hybrid Automation AADC/3-Digit 3.0 3.4 88.2%
Letters)
First-Class Mail Non-automation Letters: Barcoding
Non-automation Presort Letters (Metered Letters) 1.2 7.5 16.0%
First-Class Mail Automation Cards: Barcoding & Presorting
Automation Mixed AADC Cards (Non-automation Presort Cards) 0.6 1.0 60.0%
Automation AADC Cards (Automation Mixed AADC Cards) 0.6 0.7 85.7%
Automation 5-Digit Cards (Hybrid Automation AADC/3-Digit Cards) 1.1 1.1 100.0%

Source: PRC-LR-ACR2018/3.
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Table 11-2
First-Class Mail Flats
Workshare Discounts and Benchmarks

First-Class Mail Automation Flats: Barcoding & Presorting

Automation ADC Flats (Automation Mixed ADC Flats) 7.3 11.2 65.2%
Automation 3-Digit Flats (Automation ADC Flats) 3.9 5.0 78.0%
Automation 5-Digit Flats (Automation 3-Digit Flats) 11.9 17.2 69.2%

Source: PRC-LR-ACR2018/3.

Table 11-3
First-Class Single Piece Letters/Cards
Workshare Discounts and Benchmarks

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

QBRM (Handwritten Reply Mail) | 15 | 1.8 83.3%
First-Class Mail Single Piece Cards: Qualified Business Reply Mail Barcoding
QBRM (Handwritten Reply Cards) | 1.5 | 1.8 83.3%

Source: PRC-LR-ACR2018/3.
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2. Periodicals

a. Fiscal Year 2018 Periodicals Workshare Discounts
(D) Passthroughs over 100 percent

One In-County Periodicals workshare discount and eight Outside County Periodicals
workshare discounts exceeded the avoided costs of the corresponding mailer worksharing
activity in FY 2018. Table 1I-4 identifies these nine passthroughs.

Table lI-4
Periodicals Workshare Discounts Exceeding Avoided Costs®!

Year End Unit Cost
Type of Worksharing Discount Avoidance Passthrough
(Cents) (Cents)
Outside County
Presorting
Saturation 2.1 2.0 105.0%
Machinable Non-automation 3-Digit/SCF Flats 5.8 5.7 101.8%
Machinable Automation 3-Digit/SCF Flats 5.1 5.0 102.0%
Non-machinable Non-automation 5-Digit Flats 13.2 9.3 141.9%
Non-machinable Automation 5-Digit Flats 13.2 9.6 137.5%
Presorting Automation Letters
Automation ADC Letters 3.7 1.8 205.6%
Automation 3-Digit Letters 2.0 0.4 500.0%
Automation 5-Digit Letters 6.8 2.2 309.1%
In-County
Presorting Automation Letters
Automation 3-Digit Letters ‘ 1.0 0.6 166.7%

Source: PRC-LR-ACR2018/5.

Workshare discounts are allowed to exceed avoided costs if a statutory exception applies.
See 39 U.S.C. § 3622(e). The Postal Service justifies Periodicals workshare discounts that
exceeded 100 percent passthroughs on the basis of 39 U.S.C. § 3622(e)(2)(C), which
authorizes workshare discounts greater than avoided costs if provided in connection with a
subclass that consists exclusively of mail matter with educational, cultural, scientific, or
informational (ECSI) value. FY 2018 ACR at 38.

* The Periodicals pricing structure differs from the other Market Dominant classes, in that it includes piece, pound, bundle, and container
elements. See PRC-LR—ACR2018/5 for a comprehensive display of all Periodicals prices and worksharing relationships for FY 2018.
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(2) Commission Analysis
(a) Statutory Considerations for Passthroughs

Because the Periodicals class consists exclusively of ECSI mail, the Commission finds that
the Periodicals workshare discounts that exceeded avoided costs in FY 2018 were
consistent with 39 U.S.C. § 3622(e). However, given that the Periodicals class does not
cover costs, sending efficient price signals is particularly important. Although 39 U.S.C. §
3622(e) allows workshare discounts to exceed avoided costs if a statutory exception
applies and does not prohibit the Postal Service from offering workshare discounts with
passthroughs that are less than 100 percent, other statutory requirements and objectives
focus on sending efficient pricing signals to mailers. This concept is relevant to all
workshare discounts, including those in subclasses that consist exclusively of ECSI value.
Generally, prices must “enable the Postal Service, under best practices of honest, efficient,
and economical management, to maintain and continue the development of postal services
of the kind and quality adapted to the needs of the United States.” 39 U.S.C. § 404(b).
Moreover, the Market Dominant ratemaking system is designed to achieve nine objectives,
of which one is “[t]o maximize incentives to reduce costs and increase efficiency.” 39 U.S.C.
§ 3622(b)(1). Therefore, the Postal Service should, in all cases, consider whether such
passthroughs send efficient pricing signals to mailers.

Inefficient pricing signals may contribute to Periodicals revenues not covering costs if the
price does not incentivize mailers to prepare Periodicals mailings efficiently. Continued
improvement of the relationship between discounts and avoided costs should signal to the
mailer the mail preparation method that is most efficient for both the Postal Service and
the mailer. The Commission emphasized in past ACDs that, as a general principle,
passthroughs closer to 100 percent would send better pricing signals to mailers and would
increase contribution and cost savings to the Postal Service.32

In Docket No. R2018-1, the Postal Service adjusted prices for sacks and trays to improve
cost coverage, adjusted prices for bundles and pallets based on estimated bottom-up costs,
and increased the price difference between Carrier Route and Machinable Automation 5-
Digit Flats to encourage preparation of more Carrier Route pieces.33 In Docket No. R2019-1,
the Postal Service proposed above-average increases for trays and sacks to boost their cost
coverage, proposed above-average increases for all bundles and pallet containers to raise
their cost coverage and encourage operational efficiency, increased the price difference
between basic Carrier Route and Machinable Automation 5-Digit Flats to encourage
preparation of Carrier Route pieces, and increased piece prices to bring all workshare

32 5ee Docket No. ACR2009, Annual Compliance Determination, March 29, 2010, at 76 (FY 2009 ACD); Docket No. ACR2010, Annual Compliance
Determination, March 29, 2011, at 96-97 (FY 2010 ACD); Docket No. ACR2011, Annual Compliance Determination, March 28, 2012, at 108-110
(FY 2011 ACD); Docket No. ACR2012, Annual Compliance Determination, March 28, 2013, at 100-101 (FY 2012 ACD); Docket No. ACR2013,
Annual Compliance Determination, March 27, 2014, at 21-23 (FY 2013 ACD); Docket No. ACR2014, Annual Compliance Determination, March
27,2015, at 14-16 (FY 2014 ACD); Docket No. ACR2015, Annual Compliance Determination, March 28, 2016, at 17-19 (FY 2015 ACD); Docket No.
ACR2016, Annual Compliance Determination, March 28, 2017, at 18-20 (FY 2016 ACD); FY 2017 ACD at 20-23.

%3 Docket No. R2018-1, Notice of Market Dominant Price Adjustment, October 6, 2017, at 23.
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discount passthroughs down to 100 percent or below.3* While the Commission notes that
some improvements have been made, continued improvement of Periodicals pricing
efficiency would maximize contribution (or in this case, minimize negative contribution)
and cost savings.

(b)  Sending Efficient Pricing Signals

Since FY 2013, the Commission has highlighted the growing disparity between the Postal
Service's pricing signals that appear to encourage 5-Digit presortation and discourage
Carrier Route presortation.3>

Most Outside County Periodicals volume is presorted to Machinable Automation 5-Digit or
Carrier Route Basic. Figure II-1 details changes in passthroughs for Carrier Route Basic and
Machinable Automation 5-Digit piece presorting from FY 2008 to FY 2018.

Figure lI-1
Carrier Route Basic and Machinable Automation 5-Digit Passthroughs

124.0%

121.6%

Passthrough

Legend
. Machinable Automation 5-Digit
B Carrier Route Basic

Fiscal Year

Source: PRC-LR-ACR2018/5.

* Docket No. R2019-1, United States Postal Service Notice of Market-Dominant Price Change, October 10, 2018, at 25.

% See FY 2013 ACD at 21; FY 2014 ACD at 15; FY 2015 ACD at 18; FY 2016 ACD at 19; FY 2017 ACD at 22.
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Comments. MPA and ANM contend that the Commission should require the Postal Service
to set workshare passthroughs at or near 100 percent to promote lowest combined costs.36
They also state that passing through 100 percent of the Carrier Route Basic cost avoidance
will translate into real, measurable cost savings and help the Postal Service retain the most
efficient Periodicals mail. MPA/ANM Comments at 6. The Postal Service replies that
passthroughs below 100 percent are permissible under the PAEA, and there is no statutory
basis to force the Postal Service to pass through more of the cost avoidance than it
currently does. Postal Service Reply Comments at 6. The Postal Service states that it will
continue to use its pricing flexibility to encourage efficient preparation of Periodicals
through price signals, workshare discount adjustments, and other initiatives consistent
with statutory requirements. Id. at 6-7.

Commission Analysis. In FY 2018, the gap between the passthroughs for Machinable
Automation 5-Digit and Carrier Route shrunk considerably. Both passthroughs are now
under 100 percent.

However, prices that yield more passthroughs closer to 100 percent would further
promote Periodicals pricing efficiency. Discounts are most efficient when they are set at
their corresponding avoided costs. Passthroughs set under 100 percent generally reflect a
situation where the discount offered to mailers is less than the Postal Service’s avoided
cost. A discount that is “too small” discourages efficiency if a mailer could perform the work
at a lower cost than the Postal Service, but does not do so because the cost to the mailer for
performing the work required to receive the discount exceeds the amount of the discount.

b. Fiscal Year 2017 ACD Directives

In the FY 2017 ACD, the Commission directed the Postal Service to include an updated
version of the FY 2017 ACD Periodicals Pricing Report in its FY 2018 ACR. FY 2017 ACD at
24. The updated report was to include an analysis of how the pricing in Docket No. R2018-1
impacted the cost, contribution, and revenue of Periodicals in FY 2018 and whether the
new pricing improved the efficiency of Periodicals pricing in FY 2018. Id.

The Postal Service filed this updated report as Library Reference USPS-FY18-44,
December 28, 2018, Update to Periodicals Pricing Report (Periodicals Pricing Report).

Comments. The Public Representative comments that she appreciates the provision of the
Periodicals Pricing Report, which, together with the previous reports, allows for a better
understanding of the dynamics and impacts of Periodicals pricing.37 She states that she
does not have any recommendations specific to the Periodicals class at this time. PR
Comments at 47.

% Comments of MPA - The Association of Magazine Media and the Alliance of Nonprofit Mailers, February 14, 2019, at 2 (MPA/ANM
Comments).

% public Representative Comments, February 14, 2019, at 47 (PR Comments).
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Commission Analysis. In the Periodicals Pricing Report, the Postal Service discusses two
significant initiatives intended to improve Periodicals pricing: (1) pricing pieces, bundles,
and containers closer to estimated unit processing costs to improve the efficiency signals
given to customers, and (2) making modifications to the container preparation hierarchy to
encourage the preparation of 5-Digit Carrier Routes pallets. Periodicals Pricing Report at 3.

The Postal Service states that by establishing prices at or near estimated unit processing
costs, a customer’s mailing decisions will be based on the assessment of whether the
customer or the Postal Service can perform necessary sortation more efficiently. Id. In
Docket No. R2018-1, the Postal Service increased the price difference between Basic
Carrier Route and Automation 5-Digit rates. Id. at 5. The Postal Service reports that, in the
aggregate, customers responded to this incentive by increasing the volume of pieces not
needing piece sortation (Carrier Route, High Density, and Saturation presorting) by
approximately 1 percent. Id. The Postal Service also states that comparing Quarters 3 and 4
of FY 2017 with Quarters 3 and 4 of FY 2018 indicates that the low cost preparation profile
of Periodicals Outside County has increased. Id. at 6-7.

The Postal Service contends that the pricing incentives designed to encourage the
preparation of 5-Digit Carrier Route pallets appear to be successful. Id. at 3. In comparing
Quarter 3 of FY 2017 and Quarter 3 of FY 2018, the Postal Service states that the
proportion of Periodicals mail prepared on 5-Digit Carrier Route pallets increased from 6.3
percent to 10.1 percent. Id. However, the Postal Service provides that it is not feasible to
isolate the impacts of these price changes from the multitude of other co-variates that
affect customers’ mailing decisions and from the evolution of the Periodicals class. Id. at 4.

The data provided by the Postal Service show that the mail processing cost per piece,
bundle, and container decreased after the price change in Docket No. R2018-1. Id. at 7. At
the same time, the delivery and transportation cost per piece, bundle, and container
increased.3® The revenue per piece, bundle, and container decreased. Id. at 8. In total,
because the overall costs increased while the revenue decreased, Periodicals contribution
deteriorated in FY 2018.

The Commission concludes that, on the whole, the Postal Service’s report meaningfully
responds to the Commission’s directive. In the Periodicals Pricing Report, the Postal
Service provided a robust narrative and workpapers containing quantitative analyses. By
performing a quantitative analysis of changes in cost, contribution, and revenue after
implementation of new prices, the Postal Service has begun to make progress in analyzing
the pricing efficiency of Periodicals. Such analysis provides a useful tool for the Postal
Service to more fully understand potential impacts of new prices on cost, revenue, and
contribution. In future rate changes, such analysis can aid in increasing Periodicals pricing
efficiency.

%8 See PRC-LR-ACR2018/5, Excel file “FY18 Periodicals Cost Coverage.xlsx.”



Docket No. ACR2018 -22-

The Commission directs the Postal Service to provide an updated version of the Periodicals
Pricing Report in its FY 2019 ACR. The report must include an analysis of how the pricing in
Docket No. R2019-1 impacted the cost, contribution, and revenue of Periodicals in FY 2019
and whether the new pricing improved the efficiency of Periodicals pricing in FY 2019.

3. USPS Marketing Mail*

Fourteen USPS Marketing Mail workshare discounts exceeded the avoided costs of the
corresponding mailer workshare activity in FY 2018. These fourteen workshare discounts
are in the Letters, Flats, Parcels, Carrier Route, and High Density and Saturation Letters
products.

a. Letters

The following five workshare discounts for Letters exceeded avoided costs in FY 2018:

e Automation Mixed automated area distribution center (AADC) Letters
¢ Non-automation 3-Digit Non-machinable Letters

¢ Non-automation 5-Digit Non-machinable Letters

e Destination network distribution center (DNDC) dropship Letters

e Destination sectional center facility (DSCF) dropship Letters

Each is discussed below. All remaining discounts offered for Letters were less than or equal
to avoided costs, and were thus consistent with 39 U.S.C. § 3622(e) in FY 2018.40 Table II-5
shows the workshare discounts for the Letters product for FY 2018.

*In FY 2018, all USPS Marketing Mail commercial and nonprofit discounts were equal. See, e.g., Docket No. R2013-1, Order on Standard Mail
Rate Adjustments and Related Mail Classification Changes, December 11, 2012, at 8 (Order No. 1573) (“[Dlisparities between commercial and
nonprofit discounts are impermissible unless supported by a rational justification that the differential treatment is ‘specifically authorized’ by
another section of the statute.” (citation omitted)).

“% pitney Bowes comments that discounts for USPS Marketing Mail Automation Letters (specifically, the discounts for Automation AADC Letters
and Automated 5-Digit Letters) should be increased so that these discounts would be set closer to avoided costs. Pitney Bowes Comments at 1-
2. The Commission has noted before that workshare discounts set substantially below avoided costs send inefficient pricing signals to mailers
and reduce pricing efficiency. See Chapter II.C., supra. The Commission therefore encourages the Postal Service to increase such discounts.
Nevertheless, for purposes of compliance with 39 U.S.C. § 3622(e) such discounts are lawful. See id.
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Table 1I-5

USPS Marketing Mail Letters (Commercial and Nonprofit)
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail Automation Letters: Barcoding (Cents/Piece)
Automation Mixed AADC Letters 0
(Non-automation MAADC BC-Benchmark)* 13 0-6 216.7%
USPS Marketing Mail Automation Letters: Presorting (Cents/Piece)
Automation AADC Letters (Automation Mixed AADC Letters) 13 1.8 72.2%
Automation 5-Digit Letters (Weighted Average Automation o
AADC & 3-Digit Letters)* 23 2.7 85.2%
USPS Marketing Mail Non-automation Letters: Presorting (Cents/Piece)
Non-automation AADC Machinable Letters
. . . 13 2.5 52.0%
(Non-automation Mixed AADC Machinable Letters) ?
Non-automation ADC Non-machinable Letters
. . . 7.3 7.5 97.3%
(Non-automation Mixed ADC Non-machinable Letters) ?
Non-automation 3-Digit Non-machinable Letters
. . 23 2.2 104.5%
(Non-automation ADC Non-machinable Letters) °
Non-automation 5-Digit Non-machinable Letters
. . . 7.1 7.0 101.49
(Non-automation 3-Digit Non-machinable Letters) %
USPS Marketing Mail Letters: Dropship (Cents/Piece)
DNDC Letters (Origin Letters) 2.4 1.9 126.3%
DSCF Letters (Origin Letters) 3.1 2.3 134.8%

Source: PRC-LR-ACR2018/4.

(1)  Automation Mixed AADC Letters

The passthrough for Automation Mixed AADC Letters was 216.7 percent in FY 2018, down
from 1300.0 percentin FY 2017. FY 2018 ACR at 20. The Postal Service explains that this

decrease was due to a significant increase in cost avoidance resulting from the
methodology changes approved in Docket No. RM2019-1.43 Although this passthrough
remains above 100 percent, the Postal Service justifies it pursuant to 39 U.S.C.

*! See Order No. 4894 at 7-8.

*2 See Docket No. RM2012-6, Order Revising Benchmark Used to Calculate the Costs Avoided by Automation First-Class 5-Digit Cards and

Standard Regular 5-Digit Letter Mail, July 29 2013, at 5 (Order No. 1793).
3 Id.; see also Order No. 4894.
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§ 3622(e)(2)(D), asserting that it encourages mailers to provide Intelligent Mail barcodes
(IMbs) on their mailpieces, which improves operational efficiency. FY 2018 ACR at 20. The
Postal Service further states that Full-Service IMbs allow for data collection which provides
insight into mail processing operations and can be used to improve mailers’ preparation
processes.** The Postal Service asserts that such implicit benefits are difficult to capture in
the cost avoidance models. January 28 Responses to CHIR No. 3, questions 7.a.-b. The Postal
Service expresses its intent to gradually lower this passthrough in the next Market
Dominant price adjustment. Id. question 7.c.

The Public Representative agrees that this excessive passthrough has been substantially
reduced as a result of the methodology changes approved in Docket No. RM2019-1. PR
Comments at 59. She concludes that even though this passthrough continues to exceed 100
percent, it is justified pursuant to 39 U.S.C § 3622(e)(2)(D). Id.

The Commission finds that the Automation Mixed AADC Letters discount was adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(D) in FY 2018. The Postal Service should continue
its FY 2016 commitment to align the discount with avoided cost.*>

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

The discounts for Non-automation 3-Digit Non-machinable Letters and Non-automation 5-
Digit Non-machinable Letters had passthroughs of 104.5 percent and 101.4 percent,
respectively, in FY 2018. FY 2018 ACR at 20-21. In Docket No. R2019-1, the Postal Service
reduced these discounts by 0.1 cents for Non-automation 3-Digit Non-machinable Letters
and 0.3 cents for Non-automation 5-Digit Non-machinable Letters. Id. The Postal Service
asserts that when the Docket No. R2019-1 prices take effect, both passthroughs will be at
or below 100 percent. Id.

The Public Representative asserts that no statutory exception was cited to justify these
excessive passthroughs, and they were therefore out of compliance for FY 2018. PR
Comments at 63-64. Nevertheless, she agrees with the Postal Service that both of these
passthroughs will have been brought into compliance once the Docket No. R2019-1 price
adjustment is implemented. Id. at 64. Accordingly, she states that no further action is
necessary to bring these passthroughs into compliance. Id.

The Commission finds that these discounts were not in compliance in FY 2018. Due to the
discount approved in Docket No. R2019-1, the Commission finds that no further action is
required for the Non-automation 3-Digit Non-machinable Letters and Non-automation 5-
Digit Non-machinable Letters discounts.

** Responses of the United States Postal Service to Questions 1-20 of Chairman’s Information Request No. 3, January 28, 2019, question 7
(January 28 Responses to CHIR No. 3).

* See United States Postal Service FY 2016 Annual Compliance Report, December 29, 2016, at 39 (FY 2016 ACR).
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(3) DNDC and DSCF Dropship Letters

In FY 2018, the passthroughs for DNDC dropship Letters and DSCF dropship Letters were
126.3 percent and 134.8 percent, respectively, down from 152.9 and 161.9 percent,
respectively, in FY 2017. FY 2018 ACR at 19. The Postal Service justifies these excessive
discounts pursuant to 39 U.S.C. § 3622(e)(2)(B), on the grounds that they are necessary to
mitigate rate shock. Id. In Docket No. R2019-1, the Postal Service reduced both of these
passthroughs by at least 10 percentage points.#¢ The Postal Service states that it intends to
reduce these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment. FY 2018 ACR at 19.

The Public Representative agrees that these excessive passthroughs are justified under
39 U.S.C. § 3622(e)(2)(B). PR Comments at 60. She states that the Postal Service has
followed through with its plan to reduce these passthroughs by at least 10 percentage
points in each Market Dominant rate case. Id. at 59-60.

NAPM and Idealliance ask the Commission to consider whether further reductions in
passthroughs for DNDC and DSCF dropship Letters might “have unintended adverse effects
on the Postal Service’s operational efficiency.” NAPM /Idealliance Comments at 5-6.

The Postal Service replies that its approach to reducing passthroughs over time is
consistent with the direction that has been provided by the Commission. Postal Service
Reply Comments at 5. The Postal Service asserts that it “recognizes that a balance must be
struck between encouraging efficient entry of Marketing Mail volume by mailers, exercising
the Postal Service’s pricing flexibility subject to price cap limitations at the class level, and
maintaining compliance with the Commission’s interpretation of the worksharing
requirements of Section 3622(e).” Id.

The Commission concludes that a substantial one-time reduction in the DNDC and DSCF
dropship Letters passthrough percentages would likely adversely affect users, and that the
Postal Service took adequate steps in Docket No. R2019-1 to continue to phase out these
excessive passthroughs. Thus, the Commission finds that these discounts were adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(B) in FY 2018. The Commission expects the Postal
Service to align these discounts with avoided costs consistent with its plan. If the Postal
Service deviates from its plan, it must provide a detailed analysis and explanation in support
of that deviation.

“® Docket No. R2019-1, Order on Price Adjustments for First-Class Mail, USPS Marketing Mail, Periodicals, Package Services, and Special Services
Products and Related Mail Classification Changes, November 13, 2018, at 33 (Order No. 4875).



Docket No. ACR2018 -26-

b. USPS Marketing Mail Flats

Two workshare discounts for USPS Marketing Mail Flats exceeded avoided cost in FY 2018:

e Automation Mixed ADC Flats
e Automation 3-Digit Flats

All remaining discounts offered for USPS Marketing Mail Flats were less than or equal to
avoided costs, and thus were consistent with 39 U.S.C. § 3622(e). Table I1I-6 shows the
discounts for the USPS Marketing Mail Flats product for FY 2018.

Table 11-6

USPS Marketing Mail Flats (Commercial and Nonprofit)*’
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount | Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail Automation Flats: Barcoding (Cents/Piece)
Automation Mixed ADC Flats (Non-automation Mixed ADC Flats) 3.6 1.9 189.5%
USPS Marketing Mail Automation Flats: Presorting (Cents/Piece)
Automation ADC Flats (Automation Mixed ADC Flats) 3.1 6.0 51.7%
Automation 3-Digit Flats (Automation ADC Flats) 6.7 6.5 103.1%
Automation 5-Digit Flats (Automation 3-Digit Flats) 10.7 12.9 82.9%
USPS Marketing Mail Non-automation Flats: Presorting (Cents/Piece)
Non-automation ADC Flats (Non-automation Mixed ADC Flats) 3.2 4.1 78.0%
Non-automation 3-Digit Flats (Non-automation ADC Flats) 5.2 5.6 92.9%
Non-automation 5-Digit Flats (Non-automation 3-Digit Flats) 8.4 9.7 86.6%
USPS Marketing Mail Flats: Dropship48 (Cents/Pound)
DNDC Flats (Origin Flats) 20.5 35.7 57.4%
DSCF Flats (Origin Flats) 26.1 38.6 67.5%

Source: PRC-LR-ACR2018/4.

*’ Table 11-6 does not list commercial and nonprofit discounts separately because in FY 2018 all commercial and nonprofit USPS Marketing Mail

Flats discounts were set equal.

“ Passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discount divided by total pounds. See Docket No. RM2017-11, Order on
Analytical Principles Used in Periodic Reporting (Proposal Seven), November 20, 2017 (Order No. 4227).
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(1)  Automation Mixed ADC Flats

The passthrough for Automation Mixed ADC Flats was 189.5 percent in FY 2018, down
from 190.0 percentin FY 2017. FY 2018 ACR at 21-22. The Postal Service justifies this
excessive passthrough pursuant to 39 U.S.C. § 3622(e)(2)(D), on the grounds that it
encourages mailers to place IMbs on mailpieces, which improves operational efficiency. Id.
In Docket No. R2019-1, the Postal Service aligned this discount with its FY 2017 avoided
cost.#9 However, avoided costs increased 0.1 cents in FY 2018.50 Using the discount from
Docket No. R2019-1, the passthrough drops significantly—down to 105.3 percent. FY 2018
ACR at 21-22. The Postal Service elaborates that Full-Service IMbs allow for data collection
which provides insight into mail processing operations and can be used to improve mailers’
preparation processes. See January 28 Responses to CHIR No. 3, question 8.a. (citing
question 7a.-b.). The Postal Service asserts that these benefits are difficult to capture in the
cost avoidance models. Id. The Postal Service expresses its intent to align this discount with
its avoided cost in the next Market Dominant price adjustment. Id. question 8.d.

The Public Representative asserts that once the new rates approved in Docket No. R2019-1
take effect, this passthrough will fall to 105.3 percent. PR Comments at 60. She concludes
that “[because] the Postal Service will most likely file the next [M]arket [D]Jominant rate
case with existing avoided costs, . .. the Postal Service should be able to eliminate the
excessive passthrough for this product in FY 2019.” Id. Therefore, she states that this
passthrough is adequately justified under 39 U.S.C. § 3622(e)(2)(D). Id.

The Commission finds that the Automation Mixed ADC Flats discount was adequately justified
pursuant to 39 US.C. § 3622(e)(2)(D) in FY 2018. Consistent with its plan, the Postal Service
must either align the discount with its avoided costs in the next Market Dominant rate
adjustment, or provide support for an applicable statutory exception.

(2)  Automation 3-Digit Flats

The passthrough for Automation 3-Digit Flats was 103.1 percent in FY 2018, up from 72.4
percentin FY 2017. FY 2018 ACR at 21. The Postal Service explains that a decrease in this
rate category’s unit cost avoidance led to this passthrough exceeding 100 percent in FY
2018. Id. When prices from Docket No. R2019-1 take effect, this passthrough will increase
to 113.8 percent. Id. The Postal Service intends to realign this discount with its avoided cost
in the next Market Dominant price adjustment, or else cite an appropriate statutory
exception. Id.

The Public Representative asserts that the Postal Service does not cite any statutory
exception for this excessive passthrough, and that it was therefore out of compliance for
FY 2018. PR Comments at 65.

* see Docket No. R2019-1, United States Postal Service Notice of Market-Dominant Price Change, October 10, 2018, at 16-18.

0 See Library Reference USPS—FY18-3, December 28, 2018, Excel file “FY18.3 Worksharing Tables.xlsx.”
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The Commission finds that the Automation 3-Digit Flats discount was not in compliance
during FY 2018. The Postal Service must either align this discount with its avoided cost in the
next Market Dominant price adjustment, or provide support for an applicable statutory
exception.

C. Parcels

Three workshare discounts for Parcels exceeded avoided costs in FY 2018:

e Mixed NDC Machinable Barcoded Parcels
e Mixed NDC Irregular Barcoded Parcels
e Mixed NDC Barcoded Marketing Parcels

These discounts are discussed together below. All remaining discounts offered for Parcels
were less than avoided costs, and thus were consistent with 39 U.S.C. § 3622(e). Table II-7
and Table II-8 show the discounts for the Parcels product for FY 2018.
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Table 1I-7

USPS Marketing Mail Parcels (Commercial and Nonprofit)
Presort and Barcode Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
Nonprofit USPS Marketing Mail Parcels: Presorting (Cents/Piece)
NDC Machinable Parcels (Mixed NDC Machinable Parcels) 39.6 55.8 71.0%
5-Digit Machinable Parcels (NDC Machinable Parcels) 28.6 82.3 34.8%
NDC Irregular Parcels (Mixed NDC Irregular Parcels) 25.0 30.0 83.3%
SCF Irregular Parcels (NDC Irregular Parcels) 38.1 66.1 57.6%
5-Digit Irregular Parcels (SCF Irregular Parcels) 16.2 91.0 17.8%
Nonprofit USPS Marketing Mail Parcels: Barcoding (Cents/Piece)’"
Mixed NDC Machinable Barcoded Parcels
. 4.1 141.59
(Mixed NDC Machinable Non-barcoded Parcels) >-8 >%
Mixed NDC Irregular Barcoded Parcels
. 5.8 4.1 141.5%
(Mixed NDC Irregular Non-barcoded Parcels) ?
USPS Marketing Mail Parcels: Presorting (Cents/Piece)
NDC Marketing Parcels (Mixed NDC Marketing Parcels) 33.4 43.0 77.7%
SCF Marketing Parcels (NDC Marketing Parcels) 314 39.6 79.3%
5-Digit Marketing Parcels (SCF Marketing Parcels) 9.3 87.3 10.7%
USPS Marketing Mail Parcels: Barcoding (Cents/Piece)
Mixed NDC B ded Marketing P I
ixe arcoded Marketing Parcels 58 41 141.5%

(Mixed NDC Non-barcoded Marketing Parcels)

Source: PRC-LR-ACR2018/4.

*! The Postal Service charges a surcharge for non-barcoded pieces.
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Table 1I-8
USPS Marketing Mail Parcels (Commercial and Nonprofit)
Dropship Workshare Discounts and Benchmarks>>

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance Passthrough
(Cents) (Cents)
Nonprofit USPS Marketing Mail Machinable Parcels: Dropship (Cents/Pound)
DNDC Machinable Parcels (Origin Machinable Parcels) 24.5 52.8 46.4%
DSCF Machinable Parcels (Origin Machinable Parcels) 52.6 75.6 69.5%
DDU Machinable Parcels (Origin Machinable Parcels) 70.5 101.7 69.4%
USPS Marketing Mail Marketing Parcels: Dropship (Cents/Pound)
DNDC Marketing Parcels (Origin Marketing Parcels) 25.7 52.8 48.7%
DSCF Marketing Parcels (Origin Marketing Parcels) 52.2 75.6 69.1%
DDU Marketing Parcels (Origin Marketing Parcels) 74.1 101.7 72.9%
Nonprofit USPS Marketing Mail Irregular Parcels: Dropship (Cents/Pound)
DNDC Irregular Parcels (Origin Irregular Parcels) 24.5 52.8 46.4%
DSCF Irregular Parcels (Origin Irregular Parcels) 52.6 75.6 69.5%
DDU Irregular Parcels (Origin Irregular Parcels) 70.5 101.7 69.4%

Source: PRC-LR-ACR2018/4.

Mixed NDC Machinable Barcoded Parcels, Mixed NDC Irregular Barcoded Parcels, and Mixed
NDC Barcoded Marketing Parcels. Mixed NDC Machinable Barcoded Parcels, Mixed NDC
Irregular Barcoded Parcels, and Mixed NDC Barcoded Marketing Parcels each had a
passthrough of 141.5 percent in FY 2018. FY 2018 ACR at 22. The Postal Service justifies
these excessive passthroughs pursuant to 39 U.S.C. § 3622(e)(2)(D), on the grounds that
they encourage mailers to pre-barcode parcels, thereby increasing operational efficiency.
Id. In Docket No. R2019-1, the Postal Service reduced each of these passthroughs by at least
10 percentage points. Order No. 4875 at 33-34. The Postal Service states that it intends to
reduce these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment. FY 2018 ACR at 22-23.

The Public Representative notes that while the Commission has previously accepted the
Postal Service’s justification for these excessive passthroughs based on the Postal Service’s
commitment to decrease them by at least 10 percentage points in each Market Dominant
price adjustment, under the discounts and rates approved in Docket No. R2019-1 and the

%2 passthroughs for discounts in this table use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are
calculated using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.
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unit avoided cost estimates from FY 2018, these passthroughs will only be reduced by 9.8
percentage points. PR Comments at 61. In light of the Postal Service’s expressed intent to
lower these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment, she expresses the view that “it is reasonable to expect the Postal Service
to modify discounts in the next [M]arket [D]Jominant rate case to reduce these three
passthroughs by the anticipated amount.” Id. Therefore, she states that these three
passthroughs have been adequately justified in FY 2018 pursuant to 39 U.S.C.

§ 3622(e)(2)(D). Id.

The Commission finds that the Mixed NDC Machinable Barcoded Parcels, Mixed NDC Irregular
Barcoded Parcels, and Mixed NDC Barcoded Marketing Parcels discounts were adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(D) in FY 2018. The Commission expects the Postal
Service to follow its plan to reduce these passthroughs by at least 10 percentage points in
future Market Dominant price adjustments.

d. Carrier Route

Two workshare discounts for Carrier Route Letters exceeded avoided costs in FY 2018:

e DNDC dropship Letters
e DSCF dropship Letters

These discounts are discussed together below. All remaining discounts offered for Carrier
Route were less than avoided costs, and thus were consistent with 39 U.S.C. § 3622(e).
Table I1-9 shows the discounts for the Carrier Route product for FY 2018.
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Table 1I-9
USPS Marketing Mail Carrier Route (Commercial and Nonprofit)*>
Dropship and Presort Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail Carrier Route Letters: Dropship (cents/piece)
DNDC Letters (Origin Letters) 2.7 1.9 142.1%
DSCF Letters (Origin Letters) 3.5 2.3 152.2%
USPS Marketing Mail Carrier Route Flats: Dropship (cents/pound)™
DNDC Flats (Origin Flats) 15.2 35.7 42.5%
DSCF Flats (Origin Flats) 20.0 38.6 51.8%
DDU Flats (Origin Flats) 36.6 43.7 83.8%
USPS Marketing Mail Carrier Route Flats: Presorting (cents/piece)
Origin Flats on 5-Digit Pallets (Other Origin Flats) 1.9 1.9 100%
DNDC Flats on 5-Digit Pallets (Other DNDC Flats) 1.9 1.9 100%
DSCF Flats on 5-Digit Pallets (Other DSCF Flats) 19 19 100%
DDU Flats on 5-Digit Pallets (Other DDU Flats) 1.9 1.9 100%
USPS Marketing Mail Carrier Route Flats: Dropship (cents/pound)
DNDC Flats on 5-Digit Pallets (Origin Flats) 14.3 35.7 40.0%
DSCF Flats on 5-Digit Pallets (Origin Flats) 17.8 38.6 46.1%
DDU Flats on 5-Digit Pallets (Origin Flats) 22.3 43.7 51.1%

Source: PRC-LR-ACR2018/4.

Carrier Route Dropship DNDC and DSCF Letters. In FY 2018, passthroughs for Carrier Route
Dropship DNDC and DSCF dropship Letters were 142.1 percent and 152.2 percent,
respectively. FY 2018 ACR at 23. The Postal Service justifies these excessive passthroughs
pursuant to 39 U.S.C. § 3622(e)(2)(B), on the grounds that they are necessary to mitigate
rate shock. Id. In Docket No. R2019-1, the Postal Service reduced these passthroughs by at
least 10 percentage points. Order No. 4875 at 34. The Postal Service states that it intends to
reduce these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment. FY 2018 ACR at 23.

>3 Table 11-9 does not list commercial and nonprofit discounts separately because in FY 2018 all commercial and nonprofit discounts for USPS
Marketing Mail Carrier Route were set equal.

** passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.

%> passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.
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The Public Representative notes that in FY 2018 the Carrier Route DNDC dropship Letters
passthrough decreased by 34.4 percentage points compared to the year before, and the
DSCF dropship Letters discount decreased by 28.8 percentage points. PR Comments at 62.
She also notes the Postal Service’s representation that these passthroughs will decrease
even further once the new discounts and rates approved in Docket No. R2019-1 take effect.
Id. Therefore, she states that these passthroughs were adequately justifi