Postal Rate Setting and the Rate Case Process

This paper discusses issues relevant to the rate setting process.  It discusses at length the current process and supplies lists and statistics suggesting the enormity of information and resources consumed by that process.  The paper concludes with the Postal Service’s suggestions for reforming the system.

A.  Background – The Current Rate Setting Process

Up until the Postal Reorganization Act of 1970 (the Act), postal rates were set by Congress.  The Postal Reorganization Act shifted authority for setting rates to the Postal Service and an independent Postal Rate Commission (PRC).

Postal ratemaking involves a formal process that requires the Postal Service’s Board of Governors to initiate a request for a change in rates before the Postal Rate Commission.  Consistent with the PRC’s rules, this request includes a set of proposed rates that meet the requirements of the Act.  The Act provides that the Postal Service must meet a financial breakeven constraint, or revenue requirement, with rates that are designed to cover the costs attributable to each class of mail and special service.  The PRC, after conducting a hearing on the record, issues a recommended decision to the Governors for their action.

The Act established the basic principles on which Postal rates are to be determined.  First, and foremost, is the requirement that the Postal Service as a whole attain financial breakeven - that is, total revenue must equal total cost.  Second, the rates for each mail class of service are to be designed to insure that the revenue from that class exceeds the costs attributed to that class.  Finally, the Act sets out specific criteria to be considered in the determination of the level and the design of rates for each service.

The financial breakeven requirement has been interpreted by the courts to require breakeven over a period of years.  However, within a rate case, the breakeven requirement is still expressed as breakeven for a single prospective year, known as the “test year”.  The breakeven condition is met by determining the revenue requirement in the “test year”, and designing rates that will yield that amount of revenue.

The revenue requirement includes projected operating costs, an amount to offset operating losses suffered in prior years, and a contingency amount.  Operating and related expenses include all operating expenses, depreciation, and interest on debt. Operating expense estimates for the “test year” are developed based on projections from the most recently reported annual costs.  An amount for prior year loss recovery is provided to achieve breakeven over the long term.  It constitutes a vehicle to assist in the restoration of equity.  The provision for prior year loss recovery is an absolute dollar amount usually representing one ninth of the historical losses.  That amount is added to the total operating expenses in determining the revenue requirement.  A reasonable provision for contingencies is allowed to provide for the impact of unforeseen events on costs or revenues which could adversely affect future finances.  The contingency has ranged from 2 percent and 4 percent of the forecasted operating expenses in the test year in most rate filings.
The Postal Service proposes rates for each class of mail.  As required by the Act, rates for each class of mail service cover the costs that can be directly or indirectly attributed to the provision of that service.  A feature of the process of attributing costs to the classes of mail is that it does not allocate the total costs of the Postal Service.  The remaining costs, which are known as “institutional” costs, must be recovered by increasing rates over the level suggested by attributable costs alone.

In addition to establishing the principles by which Postal rates are set, the Act also established the independent Postal Rate Commission (PRC).  The responsibilities for determining Postal Rates are divided between the PRC, the Board, and the Governors.  There are nine Postal Governors, appointed by the President with the advice and consent of the Senate.  The nine Governors, plus the Postmaster General and the Deputy Postmaster General, make up the Postal Service’s Board of Governors (BOG).

The Act created the independent Postal Rate Commission to recommend postal rates and classifications based on rates and classifications proposed by the Postal Service.  In accordance with the Act, the Governors make the final decision on rates.  Three groups within the Postal Service play a role in setting rates:  management, the 11-member Board of Governors and the nine Presidentially appointed Governors.  Postal Service management, in consultation with the Board of Governors, proposes rates for each class of mail.  As required by the Postal Reorganization Act, the rates for each class cover all attributable costs of that class, and a share of the “institutional” or fixed costs of running the Postal Service.  With the approval of the Board of Governors, the proposed rate and classification changes, along with extensive evidence justifying those proposals, are sent to the Postal Rate Commission.  Over an allotted 10 month period, the PRC conducts hearings and receives evidence and arguments from the Postal Service and interested intervenors on the rationale underlying the Postal Service’s proposals, as well as any alternative proposals and arguments made by intervenors.  Intervenors include such parties as mail customers, competitors, and consumer advocate groups, including consumer advocates appointed by the PRC from its own staff.  Many intervenors who are mailers center their efforts on shifting the burden of Postal rate increases to others, while reducing their own rates.  Conversely, intervenors who are competitors center their efforts on raising the postal rates with which they compete, while reducing other postal rates.  After holding these public hearings and examining the evidence and proposals from all interested parties, the Postal Rate Commission issues a recommended decision to the Postal Service’s Governors.

Only the Presidentially appointed Governors vote on the recommendation.  It is the full Board of Governors, however, that determines when rate changes are to go into effect.  By law, the PRC is allotted 10 months to issue its recommended decision.  If a decision in a rate case is not issued within 10 months, the Governors may implement temporary rates.

The Governors have only three options once they receive the Postal Rate Commission’s “Opinion and Recommended Decision”:

· They can accept the PRC’s recommendations.

· They can reject the recommendations, leaving current rates in effect.

· They can implement the recommendations under protest, and seek different rates, by asking the PRC to reconsider the recommendations, or by appealing to the courts.

A fourth option is available if the process is further pursued:

· If, after receiving the PRC’s recommendations following a prior rejection and reconsideration, the Governors still believe the recommended rates would yield insufficient total revenue, they may, by unanimous written vote, modify the rates.

The Postal Service believes that this process is one of the most lengthy, most burdensome and complex price regulation processes in existence today.  In the 33 years since Postal Reorganization, other similar processes have been eliminated or substantially streamlined in industry after industry.  There is no other postal administration that has anywhere near the same level of ratemaking process and delay between formulation and implementation of pricing proposals. 

B.  What the Process Has Grown to Be
In order to prepare for the hearings and comply with detailed rules promulgated by the PRC, the Postal Service must invest approximately five to six months of effort preparing a general rate case before a case is filed.  When there has not been a major settlement agreement(only twice in the last 33 years), the PRC has consumed all but a few days of the ten months allotted by the statute for considering Postal Service rate requests.  When time for Governor and Board action on PRC recommended rates is included (up to three months), it takes approximately 18 months from the start of Postal Service rate case preparation to actual implementation of those rates.  

The Postal Service literally sends a truck over to the PRC’s H Street offices in order to transport the materials required to file a rate case.  Using the Docket No. R2000-1 rate filing as a representative example, the following is a partial reflection of the resources, level of activity and commitment required to participate in the postal rate process as it is currently designed.

Docket No. R2000-1 Statistics

1. Postal Service Testimony.  In order to comply with Postal Rate Commission rules, the Postal Service had 40 witnesses in its direct case, sponsoring 41 pieces of testimony.  The Postal Service also filed 26 pieces of rebuttal testimony.  Each piece of testimony is typically supported by voluminous exhibits, workpapers and/or library references.

2. Intervenor Testimony.  Other interested parties filed 67 pieces of testimony supporting their alternative rate proposals or challenging the Postal Service’s rate request.

3. Supplemental Testimony.  Pursuant to Commission Orders issued during the case, there were 13 pieces of supplemental testimony filed, largely relating to efforts to change the Postal Service’s filing to reflect events occurring during the litigation.

4. Library References.  The Service filed 493 library references and intervenors filed 63 library references.

5. Total Page Count.  Transcripts of evidence totaled 22,500 pages.  The official “certified” administrative record was 45,000 pages.  When all filings and submissions are considered, the Postal Service tracked 5,207 separate documents in Docket No. R2000-1, reflecting an estimated 145,000 page count, excluding library references.

C. Other Periodic Reporting Which the PRC Determined Was Required Between Rate Cases 

The data and information adduced in a rate case supplements a wealth of other data and information that is supplied on a periodic basis, prior to filing.  This includes Accounting Period Trial Balance data, reflecting thousands of accounting entries for every four week period of every fiscal year, on an ongoing basis.  This information represents more transparency and these periodic reports give data and information which goes far beyond what publicly traded companies make available under the laws governing securities regulation.

Further required submissions include the following annual reports:

(1)  Cost and Revenue Analysis Report. This supplies product line information on the Postal Service’s costs and revenues.

(2)  Cost Segments and Components.  This supplies detailed cost data by product for dozens of different cost components.

(3)  City Delivery Information.  This includes the number of routes by type, the number of possible deliveries by type, the number of collection boxes and businesses served.

(4)  Rural Carrier Information including the number of routes by type and miles, stops, boxes served and mail pieces by route type.

(5)  Civil Service Retirement Fund Deficit Report.

(6)  Worker's Compensation Report including summary workpapers.

(7)  Annual Report of the Postmaster General.

(8)  Congressional Budget Submission including workpapers. 

(9)  Audit Adjustment Vouchers.

(10)  Billing determinants, at the level of detail employed in the 

most recent formal request for a change in rates or fees.  This supplies detailed volume and revenue data, literally at the individual rate element data, individually representing thousands of different elements of the Postal Service’s product line.

The Postal Service submits the following quarterly reports:

(1)  Revenue, Pieces and Weight by Classes of Mail and Special Services.  This supplies detailed piece volume, revenue and weight product line data.

(2)  Origin/Destination Information Report National Service Index.

(3)  Investment Income Statements.

The Postal Service submits the following accounting period reports (there are 13 four-week long accounting periods in each fiscal year):

(1)  Cash Flow Statement. 

(2)  Summary Financial and Operating Report.

(3)  National Payroll Hours Summary.

(4)  National Consolidated Trial Balances and the Revenue and Expense Summary.

The Postal Service files the following miscellaneous reports:


(1)  Before/After Pay Increase Reports.


(2)  Before/After COLA Cost Report.

   (3)  A master list of publications and handbooks including those

   related to internal information systems or data collection procedures.

               (4)  Notice of Changes in Data Reporting Systems.

In addition to satisfying formal reporting requirements, the Postal Service informally supplies the Postal Rate Commission on a regular basis with reams of additional data.  These include the Postal Service’s annual Household Diary Study reports, the Integrated Financial Plan, and the detail underlying the Postal Service’s Total Factor Productivity (TFP) and Labor Productivity data.

D.  Areas for Reform

The Postal Service would support reforms that would streamline the ratemaking process and orient it more towards business processes and customer needs.  Areas for reform include the following:  

1.) Allow the Postal Service to accumulate retained earnings.  This would help the Postal Service to generate capital needed to support investments in the postal system, and would relieve pressures that have historically caused a break even constrained Postal Service to increase rates most severely during downturns in the business cycle;

2.) Adopt either a process which can be achieved to accommodate annual increases, for business mailers, similar to others in the industry, or S a post rate-change review for adversarial litigation processes.  The existing hearing on the record requirements draw out the ratemaking process and consume enormous human and other resources.  The most significant public policy issue that most needs to be addressed in a ratemaking process is whether there is cross-subsidization between reserved and non-reserved services.   This issue can be addressed through a post rate change, audit-oriented process;

3.) Increase flexibility.  Subject to reasonable limits the Postal Service ought to be able to experiment and negotiate business arrangements with customers without forcing those customers to navigate through an on-the-record hearing process.

4.) Support market practices with respect to price changes.  Competitors, including UPS and FedEx, publish and implement regular annual price increases for commercial mail.  Their commercial customers have come to expect these price changes and can readily plan and budget their activities around these price changes.

5.) Recognize the different needs of individual consumers where convenience is particularly important.  Processes which allow them to use stamps for longer periods of time and are more focused on easier to use stamp denominations may serve consumers needs more and should be investigated.
6.) Reconsider the governance provisions for postal rate setting. In my personal opinion, if the Governors are the primary responsible entity for ensuring the financial viability of the Postal Service they should determine postage rates, with review limited. There would, of course, be judiciary review as to process.
The Postal Service believes that making progress in each of these areas can help preserve the postal services to which Americans have become accustomed. This would also help to forestall significant changes in current service levels given the competitive and electronic alternatives to mail. Without this latitude those responsible for the nation’s mail service may only the option to reduce service.
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