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ORDER

Summary

The Rural Service Improvement Act of 2002, (RSIA), signed into law August 5, 2002, made significant changes to the intra-Alaska mail system for the carriers transporting the mail, the United States Postal Service and the Department of Transportation.  By a series of orders
 the Department set final intra-Alaska bush mail rates until further notice for all the classes of mail carriage (a single terminal rate and four separate linehaul rates for Amphibious, Part 135, and Part 121 regular and short-runway operations) and directed parties to show cause why those findings should not be made final through the next annual update.  In response to requests by several carriers, we granted extensions to the comment period, the latest through October 20, 2004.  All parties have now commented, we have reviewed those comments, and are setting new final rates through December 31, 2004, or until further Department action, whichever comes later.  

ISSUE 1: EXCLUSION OF MAINLINE ROUTE DATA

Orders 2004-6-3 and 2004-6-4 excluded the data of bush carriers operating over mainline routes.  The tentative decision to exclude such data came from “linking several separate definitions and directives from different parts of RSIA.  This link is a logical relationship when looking at the statute as a whole.”  (Order 2004-6-3, pages 3 and 4).  The relevant parts of the law (39 U.S.C. 5402) were cited as follows on page 4 of that order:

(h)(6)(A) -- The Secretary shall establish new bush rates for passenger carriers operating in the State of Alaska receiving tender of nonpriority bypass mail under this subsection.

(a)(4) -- [T]he term ‘bush carrier’ means a carrier operating aircraft certificated within the payload capacity requirements of subsection (g)(1)(D)(i) [under 7,500 pounds payload] on a city pair route;

(a)(5) -- [T]he term ‘bush passenger carrier’ means a passenger carrier that meets the requirements of subsection (g)(1)(D)(i) and provides passenger service on a city pair route;

(a)(6) -- [T]he term ‘bush route’ means an air route in which only [emphasis added] a bush carrier is tendered nonpriority bypass mail between the origination point, being either an acceptance point or a regional hub, as determined by the Postal Service, and the destination city.

Based on that interpretation, we excluded from the calculation the data for Frontier Flying Service, (Frontier), Era Aviation (ERA), and Peninsula Airways (PenAir) when those bush carriers’ operations overlapped operations by mainline carriers, or, in ERA’s case, overlapping service with its own mainline service.

Comments of Postal Service, November 1, 2004

Final comments were due from the parties by October 20.  Without objection we will include the Postal Service late-filed comments.  The Postal Service argues as follows:  

While RSIA includes instructions regarding the operations for which such rates are to be paid, it includes no directive to change the methodology for calculating the rates.  Thus the Department’s decision to exclude Part 121 bush carriers’ data on the basis of routes derives not from a direct instruction in the RSIA -- again there is none -- but from the connection of various definitions, of which the critical definition in the Department’s linkage is contained in 39 U.S.C Section 5402(a)(6): (T)he term ‘bush route’ means an air route in which only a bush carrier is tendered nonpriority bypass mail…  But this language arises in the context of operations for which relevant rates are to be paid.  We believe it is an unwarranted leap to find that it also reflects an implicit expectation that the Department will exclude operation of bush carriers from the calculation of rates where there happens to be service by a mainline carrier.  (Page 3).

Decision

We disagree with the Postal Service.  These definitions of bush carrier and bush route apply to the entire statute, and not to just the particular section in which they are found.  The Postal Service’s position is that a definition in one section of the law should be ignored in a separate part of the same statute, even when there is no indication in the statute that the definition is limited to that section.  

The Postal Service notes that the Department’s long-standing equalization policy used a different definition of bush and mainline service when implementing its equalization policy.  The Department “define[d] mainline service as service by aircraft with over 7,000 pounds of maximum payload capacity, and bush service as service by aircraft with 7,000 pounds or less maximum payload capacity.  …[A]n ‘equalized’ bush rate is nevertheless a bush rate -- just at a lower level for competitive reasons -- and therefore does not fall within the term ‘mainline service mail rate.” (Page 2 of Postal Service comment.)  

The Postal Service’s two-fold argument is that definitions in separate parts of RSIA should not bear on each other, but definitions determined many years ago by the Department in the context of equalization should control in the new statute.  We find the Postal Service’s position inapposite.  Equalization refers to a bush carrier’s voluntarily accepting mail at a lower rate; it does not bear on our ratemaking methodology.  Furthermore, it is reasonable to presume, unless the statute otherwise directs, that the way a rate is calculated should coincide with the way it is paid.  The statute is clear: we are to set bush rates for bush carriers serving bush routes.  We therefore affirm our tentative decisions in Order 2004-6-3 and 2004-6-4 to exclude from the calculation of the rate the data of bush carriers operating on routes where there is mainline equipment.

ISSUE 2: PART 121 CLASS RATE

Order 2004-6-3 carved out a separate Part 121 class for operations to short runway airports where fast and therefore less expensive 19-seat Part 121 aircraft could not safely operate.  It also introduced a mileage taper
 to both Part 121 mail rate classes.  

Comments of PenAir, September 3, 2004

PenAir expressed  opposition to Orders 2004-6-3 and 2004-7-11.  It objects that it receives significantly decreased mail revenue from the Postal Service as a result of those rates; that there is no statutory support for the introduction of a mileage taper or for separate Part 121 rates for short runway airports because RSIA is silent on those issues; that the mileage taper and separate short-runway rate are too complex; that the Department has never used a mileage taper; and that the Department has not applied that taper to any other rates in Alaska.  PenAir argues as follows:
First, the linehaul mileage-taper regression model adopted by the Department (without prior notice and an opportunity to comment before implementation) severely discriminates against and unfairly penalizes PenAir’s long-haul services.  The Department has never before applied a “mileage taper” to Alaska bush mail rates, and it is arbitrary and capricious for the Department to apply that methodology -- specifically and admittedly designed to lower compensation paid to PenAir on its 121 bush mail routes -- while continuing to use the longstanding average cost methodology for every other Alaska mail rate, including the 135 Bush rate, the Amphibious Rate, and the just established 121 mainline rate.  

Second, even if the Department were to continue to apply a mileage taper, the Department’s regression equations must be modified because [PenAir has constructed] a significantly more accurate model…which recognizes that there is both a fixed and variable component to linehaul costs, and that unit costs do not trend continuously downward toward zero.  (Pages 1 and 2)

Comments of Postal Service, September 20, 2004

The Postal Service supports the elimination of both the mileage taper and the short runway 
Part 121 rate.  It notes that PenAir proposes a revised methodology for calculating the mileage taper merely as a fallback to eliminating it and the separate Part 121 rate for short-runway operations completely.  

The Postal Service states the following:

…the currently effective Part 121 aircraft multiple-rate structure is an unacceptably radical departure from class rate principles and is not representative of the Part 121 class of bush carriers.  Further, the Part 121 rate must be revised to include all operations of all of the Part 121 carriers, including Era Aviation, so that it is truly representative of all members of the class, as disparate as their operations may currently be.  The implementation of a single Part 121 class rate based on average costs without a taper will benefit all parties in the long run.  Such a rate will clearly be in compliance with the RSIA, which contemplates a single Part 121 rate as one of the three rates which it directs.  A single rate will engender less confusion about future conversions to Part 121 service and will be more conducive to the expanding Part 121 class that the RSIA anticipates.  It will also remove the problems for carriers and the Postal Service associated with equalization situations currently arising because under the rate taper, in some [very short haul] situations the Part 135 rate is lower than the Part 121 rate.  (Page 3)

In addition, in its comments dated September 3, 2004, the Postal Service indicates it “fails to understand” why the Department first weights freight at 0.75 before determining the linehaul.  It notes that this reduces the load factor for Frontier from 44.06 percent to 43.26 percent, and for ERA from 45.16 percent to 44.82 percent.  (Page 9).  “In aircraft capacity utilization, a pound is a pound.  The load factor calculation must treat each pound of payload equally.”  
(Footnote 5).

Rebuttal of Era Aviation, Inc., (ERA), to PenAir, September 20, 2004

Unlike PenAir and the Postal Service, ERA supported both the mileage taper and a separate rate at short runway airports.  In its comments, it rebuts PenAir’s several (underlined) objections as follows:

[The Mileage Taper and Short Runway Part 121 Rate Caused PenAir to Lose 

Mail Revenue]  PenAir positioned itself almost exclusively in the lower cost, longest haul sector of the Part 121 Bush market, and has for years enjoyed compensation beyond its actual costs by virtue of the [then effective] class rate methodology.  This previous methodology enabled PenAir to “average” its low costs
 with the higher costs experienced by Frontier and ERA in their shorter haul markets, and specifically ERA’s high cost short-runway airport markets.  PenAir has thus received higher rates than were justified by the cost of its own operations.  This resulted not from any improper conduct or actions on PenAir’s part, but merely as an artifact of the methodology used.  The mileage taper recently implemented by the Department is an effort to match the rate more closely to the cost structure of the specific mail route.  Thus, while PenAir may now be realizing lower mail revenues under the new methodology, it is only because the new methodology is a closer fit to its actual costs than the prior methodology. (Page 3).

[The Department is not Authorized by RSIA to Introduce a Mileage Taper or a Separate Rate for Short Runway Airports]  The Department has ample legal authority to select and utilize a rate making methodology that produces the closest fit between carrier cost and carrier payment.  There are a myriad of economic and physical characteristics of mail routes throughout Alaska served by Mainline 121, Bush 121, Bush 135, and Amphibious operations.  The authority to create rate structures that best fit these different circumstances is a matter that courts traditionally leave to the discretion of the agency possessing the expertise and knowledge to evaluate these issues.  Nowhere within RSIA did Congress alter the Department’s pre-existing authority in this regard.  The Department’s decision to apply a mileage rate taper for the Bush 121 rate determination, but not in the other rate analyses, is not in and of itself erroneous or in conflict with the provisions of RSIA.  While PenAir is free to argue why it disagrees with the particular mileage taper methodology (which it has done), the mere fact that a mileage taper has not been applied in the other rate determinations does not render its application here inappropriate.  (Page 4). 

The Methodology Is Not Simple and Creates Unneeded Complexity

Contrary to PenAir’s assertions, the regular and short-runway Part 121 Bush rates developed by the Department are neither complex nor difficult to understand.  PenAir should certainly have no difficulty understanding which rates would apply to any of their given operations, nor should anyone else.  In markets where there are both 

Part 135 and either regular or short-runway Part 121 bush operations, the rule that a lower Part 135 Bush rate will apply
 whenever it yields a lower cost to the Postal Service is easy to understand and apply.  PenAir’s continual reference to the short runway rate as a “special, preferential class rate” is inartful rhetoric.  As stated previously, where there is overlap with Part 135 Bush operations at a short runway, the lower of the two rates will apply.  In addition, the Part 121 short-runway rate only applies where the short runway is not served by other Part 121 aircraft types.  Neither of these conditions makes the short runway rate “special” or “preferential,” just different.  (Pages 4 and 5).

Rebuttal of Era Aviation, Inc., (ERA), to Postal Service, September 20, 2004

The Postal Service claims that separate rates for short runway airports is an ill-advised departure from the class rate structure, and that it inappropriately supplants market forces.  ERA rebuts the Postal Service as follows:

Class rate structures work well when there is sufficient competition and some uniformity of physical and economic challenges to enable most participants to perform at costs that are not highly divergent from the cost average.  Where operators have available to them a range of operational choices (such as aircraft type, market locations, stage length choices, market densities, or marketing practices) they can make these choices in ways that will hone the cost efficiency of their organizations. ….  The Part 121 Bush operations of PenAir, Frontier, and ERA [the carriers currently providing Part 121 bush operations], are a case study for inappropriate use of the class rate structure methodology.  The wide divergence in their respective operations both in aircraft type, stage lengths, and infrastructure support yields ridiculous results when a [single] class rate structure is used.  For example, no amount of dunning ERA with low rat
es would cause it to be able to reconfigure its Part 121 operations into a lower cost operation serving the Bethel hub.  The only choice would be to stop flying, leaving the market without Part 121 service because the other two competitors physically cannot fly into those same airports.  The Postal Service bolsters this conclusion by stating: “If ERA does not wish to accept the Part 121 rate for its Twin Otter operation serving markets with limited runways, those markets can subsist on Part 135 service until other less expensive STOL [Short Takeoff and Landing] Part 121 aircraft can be deployed or runways can be lengthened to accommodate larger Part 121 aircraft.”  Luckily for Bush Alaska, RSIA directed different results, and this draconian approach was not adopted by the Department.  The Department was intellectually nimble enough to develop an alternative methodology to accomplish its goal of fairly compensating the operators without grossly over-compensating [two of the carriers] and grossly under-compensating another [ERA].  (Pages 6 and 7).

Decision

Retain the Mileage Taper

We believe that ERA’s rebuttals to the objections of PenAir and the Postal Service regarding the mileage taper and establishing a separate Part 121 class rate for short-runway operations are convincing, and we will therefore not reiterate them.  We further note that while the Postal Service objects to the mileage taper and to the exclusion of PenAir’s data, it continues to argue (see Issue 1) that the Department should exclude the data of bush carriers operating on mainline routes, which led us to introduce a mileage taper in the first place.  However, the Postal Service was silent on what they would have us do regarding the mileage taper if we rejected their arguments in Issue 1 above.  Further, we note that in its comments dated March 2, 2000, which prompted the Department to reexamine its update methodology even before the advent of RSIA, the Postal Service proposed that the Department weight carriers’ costs by cruise speed.  This reflected the Postal Service’s recognition at the time that it costs carriers less on a unit basis to serve long-haul markets.  The mileage taper we have introduced, which could not have been introduced before the data available from the T-100 segment report became available (those data first became available on a reliable basis in July 2002), systematically incorporates the Postal Service’s earlier recognition that it costs less to serve long haul markets.  
PenAir argues that the  mileage taper is unfair to PenAir because it is only applied to the Part 121 rates.  While we do, in fact, apply a taper only to the Part 121 rates, we note that all other categories of service, both mainline and bush, include markedly different aircraft types:
  the mainline rate includes jets and large piston aircraft; the Part 135 rate includes single- and twin-engine piston and turboprop aircraft.  Constructing a mileage taper from such a disparate group would be impossible.  PenAir maintains that the Department has never before employed a mileage taper.  While it is true that we have never used a mileage taper for Alaska mail rates, the Department continues to update, every six months, for IRS purposes, the Standard Industry Fare Level.  That update includes a mileage taper established by the Civil Aeronautics Board in recognition of the fact that unit costs decrease with distance.
 
Peninsula objects that the Department did not provide it sufficient notice before acting.  However, it is longstanding policy, supported by all the parties, that final rates be in place at all times.  Since rates are, thus, not retroactively adjustable, the Department has a responsibility to issue final rates timely; otherwise either the Postal Service or carriers are underpaid.  It was our judgment that the delay necessitated by allowing for prior comment would have caused inappropriately high rates to be in place for an extended period.  In addition, all parties here, in fact, have now had a full opportunity to comment in this proceeding.
Finally, as discussed below, PenAir developed its own mileage taper regression based on the same data as used by Order 2004-6-3.  As shown in Appendix E, PenAir’s preferred solution of eliminating the taper altogether provides a far inferior match of costs and rates to either its own regression or that in Order 2004-6-3, and thus is a convincing demonstration of the need for a mileage taper.  

Revise the Linehaul Regression

While PenAir clearly favors eliminating the mileage taper altogether, it recognized that the mileage taper might be retained, and therefore developed its own mileage-taper regression based on the same data.  It argues that its regression is superior to that developed in Order 2004-6-3 because it has a higher adjusted R2 and thus provides a better overall fit to the data.  Also, its regression, unlike that in Order 2004-6-3, systematically establishes a fixed-cost element and a floor to the rate.  It notes that at extremely long stage lengths the Department’s regression approaches zero costs
 per revenue ton mile (RTM), notwithstanding that at some stage length any carrier would have to begin tankering fuel, which would limit the payload capacity of the carrier, such that there would actually be an upward slope to the cost line at extreme distances.
  Finally, we reproduce as Appendix F a PenAir exhibit, which shows a near perfect fit for the revised regression and PenAir’s actual costs in eligible long-haul markets.  

Our original model, an exponential model based on cost per RTM, had an R2 of 0.7898.  PenAir’s model, a linear model based on cost per ton, had an R2 of 0.875.  Although not identical, the models are equivalent.  As shown in Appendix E, the two models closely match each other over medium ranges, but diverge as distances increase.  Also, as shown in that appendix, the regression line developed using Frontier’s data produces an extraordinarily close fit for PenAir’s actual costs at the five markets PenAir claims should be treated as bush markets with no overlapping mainline competition.
  Upon reconsideration, we agree that PenAir’s specification of the mileage taper is modestly better based on the available data.  Therefore, based on current data, we will favor PenAir’s specification of the regression.

In a related matter, the Postal Service states that it did not understand our weighting of freight at 0.75 for the linehaul in Order 2004-6-3, because it was not done in Order 2004-2-12.  We disagree.  Page 5 of Order 2004-2-12 notes that we weighted freight at 0.75, and the computation is shown in the appendix.  Such weighting of freight is longstanding Department policy
.
  It reflects our determination in the mainline base rate investigation that because of its lower boarding priority, freight has lower cost-causative attributes than mail or passengers, RTMs of which are weighted at 1.0.  The actual load factor is, of course, unaffected by our weighting of freight.  However, by weighting freight at less than one and reducing the load factor used to determine mail rates, the rate is thereby increased.  

ISSUE 3: TERMINAL RATE

Order 2004-7-11 used regression techniques to determine the terminal portion of the mail rate.
  The result produced a drop in the terminal rate to $516.18 per ton from $722.80 as had been determined by Order 2002-8-8.
  As discussed below, upon reconsideration we will increase the terminal rate to $625.85 per ton.

Comments of PenAir, September 3, 2004

PenAir argues that the regression model in Order 2004-7-11 is technically deficient and does not represent PenAir’s costs, as follows:  

PenAir is such an outlier in this analysis that the model is wholly inappropriate and demonstrably unfair to PenAir….The difference between the DOT model’s predicted cost for PenAir, and PenAir’s actual costs (per ton of traffic enplaned), is $1,883,187,
 or an astounding 33.4%.
  Sixteen (16) of the 25 carriers gained a windfall above their reported costs, and most of the other carriers that lost out to the regression did so by trivial amounts.  

Correction for Higher Cost of Operating into Large Airports

PenAir states that part of this deficiency is because the DOT regression ignores the asserted fact that terminal costs are higher at large airports than at small airports because it costs more in personnel, facilities, landing fees, and other expenses on a unit basis to serve large airports.  To correct for this, PenAir developed an index of airport size for each carrier
 and regressed that index against terminal cost per enplaned ton of traffic for each carrier.  PenAir then determined the cost per enplaned tons of total traffic (passengers, freight, and mail combined) for three “large airport” carriers (PenAir, Frontier, and Arctic Circle) and for the remaining group of carriers operating to small airports, as determined by the airport index it developed.  As argued by PenAir and shown in Appendix C-6, the three carriers with the highest index also had the greatest cost per enplaned ton [except for four other carriers: Yute, Servant, Larry’s, and Alaska Seaplane].  PenAir acknowledges that “the R2 [of its regression] is only 0.39 because for many carriers serving only small airports, or predominately small airports, the cost/airport size relationship is largely random [emphasis added].  However, for carriers whose air service is mixed or heavily weighted toward large airports [PenAir, Frontier Flying Service, and Arctic Circle], the correlation is reasonably good.” (Pages 19 and 20).

PenAir then determines the weighted average cost per ton enplaned for those three “large airport” carriers ($280.48) and for the other “small airport” carriers ($150.62), or $190.73 for the combined total.  It recommends that PenAir, and presumably the two other large airport carriers, “be accorded a 47 percent ($280.48/$190.73) rate premium.  PenAir argues that this approach is consistent with the Department’s policy of no longer averaging ERA’s high linehaul Part 121 bush costs into those of the other Part 121 bush carriers.
  

Correction for Not Specifying a Freight Variable

PenAir recommends that instead of using the traditional 2-variable regression consisting of all nonmail traffic and mail, the regression use three independent variables, thereby splitting nonmail traffic into its component parts of passengers and freight.  It notes that when separated into three variables, the T-statistic for freight is very low, and that freight’s coefficient is, in fact, negative, a counter-intuitive result indicating departure related costs decrease as more freight is carried.  To combine non-mail traffic, freight and passengers, as was done by Order 2004-7-11, thus omitted a third independent variable but “does not correct the problem, it only disguises it.”  (Page 24).  Alternatively, PenAir states that the Department could ignore freight volumes altogether in its regression given the low T-Statistic for freight volumes.

The Slope Intercept Should not be Forced to Zero

PenAir recommends that the regression not force the slope intercept to zero, as follows:

The DOT chose to calibrate its model in a way that eliminates the constant term.  PenAir believes that such treatment is wrong in this instance.  The fixed term (intercept) simply represents the amount of variance that is not explained by the model.
  PenAir urges that the best solution is to discard [forcing the slope intercept to zero] and not allocate it arbitrarily to each of the independent variables.  Since it is unexplained variance, the DOT has no idea what a fair and reasonable allocation to mail, passengers, and freight should be.  (Page 25).

Comments of the Consolidated Carriers (CC), September 24, 2004

General Comments on the Regression Results

CC indicated that in general the regression results for Order 2004-7-11 were “very good,” as follows:

With an R2, and R2 adjusted for degrees of freedom of 0.8194 and 0.8037
 respectively, slightly over 80% of the variance from the mean expense is explained for the coefficients.  One of the important expenses, traffic related expense, was eliminated, as was passenger liability insurance.  Additionally, as required by law, only passenger carriers were included in the rate setting.  These exclusions made the group more homogeneous.  The high F-Value and miniscule Pr>F show that the analysis as a whole is very good in establishing cost relationships.  The only shortcoming in the regression is that the T-Value of the cost of mail handling [2.06] is lower than one would hope for, and the Pr |T| score is [only] slightly above the 5 percent level used by statisticians to eliminate the chance that the coefficient is random.  (Page 3).

Nonscheduled Mail Should be Combined with Scheduled Mail Rather than Passenger/Baggage

CC notes that the data on Appendix A-3 of Order 2004-7-11 show some small amounts of mail moved on a nonscheduled basis.  While the DOT regression combined such nonscheduled mail into the nonmail independent variable, CC believes it should be combined with regular, scheduled mail.  

Freight Should be Weighted at 0.75 Before Running the Regression

CC notes that the Department has historically weighted freight at 0.75 for the sake of freight’s lower loading priority.  It recommends that the Department should first weight each ton of freight at 0.75 before running the regression.  If this is done, the statistical significance of the mail coefficient improves.  

Rebuttal to PenAir’s Arguments for a “Large Airport” Factor

CC notes that many of PenAir’s arguments are based on the assumption that something is wrong with the new terminal rates because PenAir is getting a lot less mail revenue than before.  CC notes that the Department has used a class rate to develop average costs for carriers, and has been reluctant to carve out exceptions for particular carriers, such as “large airport” operators, otherwise the concept of having a class rate, and the competition it encourages would be diluted.

Several times in its arguments, PenAir asserts that by law the mail rate should fairly and accurately compensate “each carrier” for its mail costs.  Actually, neither law nor policy requires compensating each carrier for its costs.  The theory of the class rate, and what is implicit in RSIA, is that the industry be compensated fairly and accurately for the costs of mail carriage as a whole.  The regression lines are defined by the total of the individual costs of the members of the total, and represent industry weighted averages.  If each carrier were to be fully compensated for mail related costs, high cost or less efficient carriers would be paid more than low cost or more efficient carriers.  This diametrically opposes the theory of the class rates.  (Page 10.)

CC also notes that PenAir’s argument concentrates on the absolute difference between its actual terminal costs (for passengers, mail and freight combined), rather than overall measures of the regression’s validity or the percentage variance.  While the $1,883,187 absolute difference between PenAir’s actual costs and those predicted by the regression are larger than for any other carrier, the 33.4 percent variance is exceeded by several carriers.  In other words, the $1,883,187 difference is merely a result of PenAir being one of the largest carriers.  Overall, CC asserts that the validity of the regression line is very good.  

In addition, CC asserts that there is no conceptual basis for believing that it costs more to operate at large airports than at small airports.  CC notes that there are many fixed costs of operating at small stations that cannot be spread over large volumes of traffic, and so it is not at all clear that operations at large airports are more expensive than at small airports.  For instance, village mail agents are not only paid per pound, but have monthly minimums.  “If the major hub argument had validity, all carriers operating from Anchorage would exhibit similarly high unit costs.”  (Page 15).

Comments of the Postal Service, October 6, 2004

The Postal Service encourages the Department to maintain the methodology presented in 

Order 2004-7-11.  Regarding a separate terminal handling rate for PenAir, the Postal Service concurs with CC, as follows:

In addition to the carriers’ objections on statistical and operational grounds, the Postal Service believes the most important reason for denying a separate bush terminal handling rate is that the proposal contravenes the class rate concept.  It is the nature of a class rate for some carriers to have above average costs and some carriers to have below average costs.  If every anomaly is taken out and treated individually, the benefits of a class rate system will not be realized.  The Postal Service recommends that the Department maintain only one class rate for terminal handling and not adopt a markup as PenAir suggests.  (Pages 3 and 4).

Comments of ERA, October 6, 2004
ERA asserts that PenAir’s definition of what constitutes a large airport is “vague and suspect.”  (Page 11).  The majority of PenAir’s mail is hauled from Anchorage, and its definition places inordinate emphasis on what is patently the largest terminal in Alaska.  

“Not until you perform a convoluted function of multiplying total enplaned tons of all carriers at each airport by total number of scheduled departures of each carrier at each airport and then summing the results for all airports and then dividing by total departures for all airlines at all airports do you derive the variable which PenAir calls the “Composite Index of Airport Size”.  This variable apparently produces the results desired by PenAir in its regression analyses.  What the variable actually means is illusive and given its very low correlation coefficient of 0.3882, we likely cannot tell.”  (Pages 11 and 12).

Decision

We have decided, as outlined below, to make several adjustments to the terminal regression model used in Order 2004-7-11.  These adjustments produce a mail coefficient of $466.34 per mail ton enplaned.  Consistent with the methodology used in Order 2004-7-11, we will increase this amount by 12.91 percent to reflect a pro rata increase for capacity related expense and by an additional 18.86 percent to reflect a return and tax markup.  This produces a terminal rate of $625.85 per ton enplaned -- an increase of 21.2 percent from that determined in Order 2004-7-11.

As recommended by PenAir, we have corrected the expense inputs of the regression for Cape Smythe, ERA, Grant, Iliamna, and PenAir used for computing the regression, and we no longer force a zero-intercept on the regression.  As recommend by CC, we have combined the small volumes of mail reported as being carried on nonscheduled service with scheduled mail.  As we discuss in detail below, we reject
 PenAir’s recommendations that we establish a third independent variable for freight and increase the rate for the higher cost it asserts it faces from operating to large airports.  

The parameter results of the various regressions are summarized below and are drawn from Appendix C.  Appendix C-1 is the regression we have decided to rely on.

	Appendix
	Adjusted R2
	Mail’s T-Value
	F-Value
	Terminal Mail Rate

	C-1, 2 Variables, Intercept NOT forced 
	74.634 percent
	2.8279
	36.308
	$46.63

	C-2, 2 Variables, Intercept FORCED
	69.999 percent
	2.606
	35.279
	$37.26

	C-3, 3 Variables, Intercept NOT forced
	73.465 percent
	2.637
	23.149
	$47.80

	C-4, Same as C-1, except n-skd. mail combined with freight
	74.631
	2.8273
	36.301
	$46.61

	C-5 (Order 2004-7-11 with revised Data
	69.999 percent
	2.606
	35.278
	$37.26


Other things being equal, a regression is superior the larger the R2, the larger the T-Value, and the larger the F-Value.  By these internal parameters, C-1 is superior to all the others, though there is negligible difference by each criterion between C-1 and C-4.  We note, too, that there is negligible difference between the mail rate (last column) produced by these two appendices.

Zero-Intercept Not Forced

The terminal regression in the prior mail rate investigation, Order 90-10-34, forced the intercept to zero, and the regression in Order 2004-7-11 followed that lead.  However, the basis for using a zero or forced intercept in that order depended on the particular regression results of those data, not some overriding theoretical requirement, as follows:

We have therefore reexamined [from the tentative decision in Order 89-7-51] the original model and compared it to an alternate model with a forced zero-intercept.  As shown in Appendix K, the zero-intercept form of the model had a significantly higher R2 and higher F- and T-Ratios for the regression as a whole and for the parameter estimates.  Since the zero-intercept form of the regression is statistically superior to our original model….we have determined to adopt the zero-intercept form of the regression model.  (Order 90-10-34, page 8).

By not forcing the intercept to zero, we must confront the issue of what to do with the intercept value (-220,840.20 in Appendix C-1.)  PenAir recommends that it be treated as a disturbance factor, and therefore simply ignored.  Alternatively, this value could be added back to the calculation to either or both of the mail and non-mail components, which would reduce the rate from $46.63 to $42.52.
  The Postal Service did not focus in its rebuttal on what to do with the disturbance term.  

In our judgment, PenAir’s recommendation is correct.  As noted in Order 2004-7-11, we excluded the data for the bush all-cargo carriers as directed by the statute.  Were those data to be included, as shown in Appendix C-9, terminal costs would be higher and the regression results, in total, superior.  While this does not mean that we should include all-cargo data against RSIA’s directive, it does support our decision to NOT add back in the disturbance term of the slope intercept.  

In addition, in response to show-cause Order 2004-8-26, the Postal Service argues that, because the bush terminal rate determined in Order 2004-7-11 is lower than the mainline priority terminal rate (Page 3, September 15, 2004, Docket 14695), the Department should reduce the mainline terminal rate.  However, this result rather supports a judgment that the bush rate determined by the regression in Order 2004-7-11 is too low.  Mainline carriers are able to load mail on pallets and use capital equipment such as forklifts to load the mail in bulk onto the aircraft.  The smaller cargo holds of bush aircraft preclude such efficiency.  In addition, we note that the regression techniques we have used have always been an attempt to overcome the lack of data supplied by the bush carriers to determine bush rates.
  

Finally, internal data supplied by Alaska Airlines
 in conjunction with the annual mainline mail updates show that it costs considerably more for Alaska Airlines to load mail onto aircraft than for the mainline all-cargo operators or for that determined in Order 2004-7-11 for the bush carriers.  Because Alaska Airlines’ more sophisticated accounting system directly assigns terminal handling costs between passengers and cargo, and those results coincide with results which do not add back those values, this further supports our judgment that PenAir is correct in arguing that we should not deduct from the mail rate the value of the intercept.  

Three Independent Variables: Passengers, Freight, and Mail

As noted, PenAir recommends that we use three variables, rather than combine the two non-mail variables, passengers and freight.  PenAir indicates that Order 2004-7-11 may have buried freight, rather than separately specifying it as an independent variable because the coefficient for freight using the original, uncorrected data, was negative, indicating that the more freight was carried, the lower a carrier’s total costs would be, a nonsensical result.  In addition, there was virtually no significance to the freight coefficient as indicated by the low T-Value.  PenAir recommended that we consider having a separate variable for freight, because combining freight with passengers into one variable merely disguises the problem, rather than resolving it.  However, no theory says that it costs less than nothing to load freight, so it would be inappropriate to omit this variable.  When regression results argue against sound theory, it is best to rely on sound theory, so we will not delete freight.  Also, with the revised data, the freight parameter is no longer negative, merely statistically insignificant.  There are clearly factors affecting terminal costs, such as freight, besides the variables we have relied on here.  That does not mean that every possible variable should be added or that the regression is mis-specified.  By adding variables to the regression, the possibility of multi-collinearity increases.  For that reason, and because combining freight with passengers produces a superior regression, as shown in the chart above, we will not separately break out freight traffic.

Combine Nonscheduled Mail with Scheduled Mail in One Variable

CC recommends that we combine these two variables, as we have done in Appendix C-1.  As shown by comparing Appendices C-1 and C-4, combining all the mail in one category produces a marginally better model, with marginally different results.  The Postal Service, in its comments dated October 1, 2004, agrees with CC that we should combine all mail traffic into one independent variable, and that the Department clarify the reporting requirements for this type of traffic.  Because the regression parameters are slightly better, we will combine reported scheduled and nonscheduled mail. We will discuss with the parties and clarify the reporting requirement before the next scheduled investigation.

Weight Freight at 0.75

CC recommends that we weight freight traffic at 0.75 to reflect its lower boarding priority than mail.  It asserts that we have traditionally weighted freight in this manner.  Moreover, this will improve the regression results.  This recommendation overlooks the fact that we use the regression to weight the cost-causative weights of mail and non-mail traffic, which finds that it costs much more to load mail than a like volume of passengers, baggage, and freight.  To apply a factor of 0.75 to freight before running the regression would prejudge the results, much as it would to delete freight altogether, as recommended by PenAir.  

Increased Costs for Operating to Large Airports

CC argues that, contrary to PenAir’s assertion, it costs more to operate to small than to large airports.  ERA notes that PenAir’s regression results are weak because the R2 value of 0.39 is low.  We are unconvinced as well.  

PenAir states that it excludes ERA from its regression because ERA operates a significant amount of mainline service.  However, ERA’s mainline aircraft are not substantially larger than PenAir’s Saab 340s, and without objection Order 2004-7-11 included a pro-rata portion of ERA in the calculation of the terminal rate for the bush carriers, even though ERA’s mainline and bush terminal costs are not separately broken out.
  If operating into large airports is such an important factor, it should also affect ERA’s costs.  We have used the same methodology as PenAir to calculate an Airport Size Index, as shown in Appendix C-7, for ERA and for several other carriers that were omitted by PenAir.
  By including these additional carriers, especially ERA, it is clear from Appendix C-6 that Airport Size is an extremely poor predictor of terminal operating costs.  Adjusted R2 is -0.0359, and the T-Value for the Airport Index is -.410808.  ERA’s concentration in large airport operations is significantly higher than PenAir’s, with an index of 66,136 vs. 20,609, yet ERA’s terminal costs per enplaned ton are among the lowest of all of the carriers.  Yute has the highest cost per enplaned ton at $573.09, but a relatively low Airport Size Index of 1,416.  In addition, Servant, Larrys, and Alaska Seaplane have higher costs and far lower Airport Size Indices than Frontier, one of the three carriers PenAir characterizes as being large airport operators.  (See Appendix C-6).  

PenAir asserts that large airport operators (PenAir, Frontier, and Arctic Circle) should be paid higher terminal costs than carriers serving smaller communities, and that such special treatment is consistent with the Department’s carving out a separate class rate for short runway operations.  We disagree.  Class rates require that carriers operating consistent with the particular class share in that rate.  Thus, all carriers operating 19-seat Part 121 aircraft into short-runway airports with STOL aircraft would be paid the same rate.  PenAir would limit the higher rate for large airport operators to three carriers, regardless that many carriers provide some operations to the two large airports, Anchorage and Fairbanks.  Besides not demonstrating that such higher costs exist, PenAir does not calculate what such specific rates would be.  Essentially, PenAir wants a higher terminal rate to be applied as a “carrier” rate, rather than as a “class” rate available to all operators meeting the criteria of that class.  
ISSUE 4: AMPHIBIOUS RATE 

Order 2004-3-34 established a linehaul rate for amphibious operations.  As contemplated by RSIA, the rate increased significantly, from $11.1627 per RTM to $19.0081 per RTM.  The previous rate blended the much higher cost of operating amphibious aircraft with the rest of the bush rate.  

CC objects to this rate because it excluded the data of Taquan Air Service, one of the largest amphibious carriers.  Also, CC maintains that we should have filtered the data to exclude any service to non-water points, consistent with our exclusion of bush service on mainline routes.  

The Postal Service, consistent with its interpretation of RSIA under Issue 1, Exclusion of Data, maintains that RSIA does not require such a filter, because the basis on which the rate is calculated need have no connection with the way the rate is paid.  

Decision
Order 2004-3-34 excluded Taquan because its circuity factor approached 300 percent, clearly indicating erroneous data.  After that order issued, the Department’s Bureau of Transportation Statistics (BTS) and CC reviewed Taquan’s data and, after corrections, Taquan’s circuity factor stands at a high but reasonable 26.37 percent, and so we will now include its data in the calculations.  The next highest factor, now that Larry’s Flying Service has ceased operations is for Arctic Circle, at 25.36 percent.  By including Taquan, the amphibious rate increases to $22.0951 per RTM.  

Regarding CC’s second objection, we believe the issue is moot because the overall impact on the rate is de minimis.  First, carriers rarely provide service with amphibious aircraft to land points and when they do, the difference between the cost of such an operation and the cost of operating to a seaplane base is minimal.  

Finally, we have maintained that the Postal Service need not pay the amphibious rate where amphibious service is not required.  As background, there are several regional hubs that have seaplane bases in addition to their land runways, including Ketchikan, Anchorage, and Kodiak.  Our intention was that the Postal Service pay the same (lower) rate to all carriers that operate to communities served with wheeled airports, regardless that one competitor may have operated from the downtown seaplane base.  We understand that the Postal Service has common-rated some water-only villages with nearby wheeled-point villages.  It is clear that the Postal Service has the authority to truck mail from wheeled villages to those villages whose only airports are seaplane bases.  However, if carriers provide direct air service to villages where only amphibious service is possible, the Postal Service must pay the amphibious rate.

ISSUE 5: RATE OF RETURN

All of the rates in place include the rates of return developed in the last base-rate investigation, 9.46 percent for the linehaul and 18.86 percent for the terminal rate.  (See Order 90-10-34, pages four and five.)  Only the Postal Service objects to our use of these markup figures.  It reiterates its earlier arguments that such rates exceed the five percent plus interest standard the Department applies for Essential Air Service awards and the two percent operating margin achieved by Everts Air Cargo and Northern Air Cargo, two large intra-Alaska mainline all-cargo carriers that rely heavily on mail.  Finally, the Postal Service maintains that, in lieu of using the five percent plus interest standard, the Department should require updated information from the carriers to allow the Department to calculate return using more recent industry conditions, rather than rely on data that are now almost twenty years old.

Decision

As discussed in Order 2004-6-3, 49 U.S.C 41734(e) sets a minimum return at five percent of operating costs for the essential air service program.  Also, we cannot rely on the system financial results of mainline all-cargo carriers: mail revenue is such a large portion of their operation that the fact they achieved only two percent return over operating expense might rather be an argument that we should increase the mainline mail rate applicable to them.  

Nevertheless, we share the Postal Service’s concern that the basis for the markups is dated, and should not be extended indefinitely.  Calculating the rate of return requires Balance Sheet information not currently reported by the bush carriers.  Even if the required Balance Sheet data were reported, there would still be difficult theoretical issues in determining the carriers’ implicit cost of capital.  In addition, there continues to be the issue of the appropriate capital structure for the carriers.  The Department simply assumed in the last investigation an optimal capital structure of 60 percent debt and 40 percent equity, rather than what the carriers actually experienced.  Also, even were Balance Sheet data available, one must determine what constitutes an appropriate investment base.  For determining the investment base, besides aircraft and ground equipment, the last investigation used net spare parts and notes payable in lieu of the difference between current assets and current liabilities as a proxy for working capital.  Other issues of defining an appropriate investment base would have to be examined.  

Financial information for the next update will not be available on a timely basis.  For this rate and for the next rate update based on YE 6/30/04 data, we will continue to use the markups determined in Order 90-10-34.  At the next air carriers’ association meeting in March of 2005, we will discuss with the parties the Postal Service’s position of relying on the Postal Service’s proposed returns of 5 percent plus interest, or some variant thereof.  We note that the carriers do not currently report interest expense, and instead of requiring them to report such information, we might discuss simply increasing the five percent figure for some estimate of interest.  However, we will maintain the status quo for the current base-rate investigation and the next update.
ISSUE 6: REGULAR UPDATES AND INFLATION
Order 2004-6-3 suggested that it might be less burdensome on all parties for the Department to do away with annual updates, and instead make the update biennially, consistent with the biennial base-rate investigation.
  

CC indicates that no matter how less burdensome this might be, RSIA contemplates that the Department will conduct annual updates, as follows:  

(k)(1) At least once every 2 years, in conjunction with annual updates, the Secretary shall review the need for a bush mail rate investigation.  The Secretary shall use show cause procedures to speedily and more accurately determine the cost of providing bush mail service. In determining such rates, the Secretary shall not take into account the cost of passenger insurance rates or premiums paid by the passenger carriers or other costs associated with passenger service.

Decision

Upon reconsideration, consistent with our longstanding update policy we intend to conduct annual updates.  We intend to make the new rate effective six months after the end of the reporting period.  The current data are from YE 6/30/03 so the next update would be based on data for Year Ended 6/30/04.  

Order 2000-4-1 found there to be serious flaws with the update methodology we were then using, and so fixed the rates then in effect as final until additional data, such as the T-100 Reports, became available to permit the Department to develop a better methodology.  The rates then in place have remained in effect since then, except for fuel updates, until we issued 
Order 2004-2-12.  Until Order 2000-4-1 issued, the annual update was determined by calculating linehaul costs on the basis of changes in unit cost per aircraft block hour (unadjusted for size or speed of aircraft) and terminal costs on weighted departures, tied to an index of those costs in the base period.

We anticipate developing the next linehaul updates based on the same costing methodology we have employed here, (unit cost per RTM) merely updated for new data.  It is not clear at this time how we will update terminal costs, although the Postal Service recommends that we simply repeat the regression techniques we have used here.  It is clear that we will not be able to immediately develop a long-term inflation trend based on the more detailed T-100 report as those data have been reported for only about two years.  Whether we revert to relying, as a stop-gap measure, to the year-over-year methodology we previously discarded, until we have sufficient data to determine a long-term trend, or using some other technique, awaits our development of updated costs from the carriers.  Such data were required to be submitted by August 10, 2004, four months ago.  Because carriers are not tendered mail without reporting the T-100 Market report, all of the carriers have been timely in submitting that report.  However, several carriers have not submitted the required four quarters of financial data on Schedule F-2 that, coupled with the T-100 Market and Traffic Reports, are also necessary for determining the updated rate.  We therefore await their data, but in the meantime we have referred them to our Bureau of Enforcement.  
ISSUE 7: CIRCUITY ADJUSMENT
Order 2004-2-12 introduced a markup for circuity.  In brief, the Postal Service applies the mail rates we have calculated on the basis of nonstop great circle miles -- the shortest possible distance between two points, regardless of how much the actual itinerary exceeded that standard.  The Department calculates mail rates by dividing mail-related expenses by actual miles flown, which can sometimes exceed, but never be less than great circle miles.  That order introduced a circuity adjustment to help correct for this feature.

The Postal Service has objected to a circuity markup on both conceptual and empirical bases.  Conceptually, they oppose recognizing the extra flying and expenses reflected by circuity.  They maintain the Postal Service does not require such flying, and it should therefore not be burdened with such expenses.  

CC addresses circuity at length.  It notes that Postal Service letter carriers deliver packages to residences by making multi-stop drop offs to the ultimate residential destinations, and that delivering mail on such routings is obviously less expensive than requiring letter carriers to operate on a nonstop, turnaround basis from each Post Office to each local residence.  In other words, a cost conscious operator, such as the Postal Service or the bush carriers, will often rely on longer, linear service to minimize costs.  If the Postal Service required nonstop, turnaround air service to each village, there would be no circuity, but carriers’ costs and therefore the mail rates, under that scenario would be greatly increased over the current rate.  Clearly, recognizing the small additional costs incurred by operating linear routes in conjunction with delivering passengers, freight, and mail reduces Postal Service expenditures compared to requiring and paying the carriers to operate all mail service on a nonstop, turnaround basis.

Decision

On an empirical basis, the Postal Service doubts that our measurement of circuity is accurate for all carriers.  While some level of circuity indicates that a carrier’s data may be unreliable, we have examined each carrier’s calculation closely.  The Postal Service notes that PenAir, Cape Smythe, and Skagway reported negative circuity, a mathematical impossibility.  We have reviewed PenAir’s reports, and have determined that the carrier sometimes failed to file accurate T-100 Segment reports by reporting its segment traffic as if the originating traffic that continued on a multi-stop flight actually deplaned after traversing the first segment of the flight.
  The unit costs of those carriers that reported negative circuity were reduced accordingly.  As we have done in the past where we have discovered that carriers have filed inaccurate (or untimely) reports, we will in the future refer any carrier that reports negative circuity to our Enforcement Office for appropriate action.

  Circuity can be overstated as well, though we cannot say precisely at what threshold a circuity factor is so large as to be unreasonable.  The carrier with the highest (accepted) circuity factor had been Larry’s Flying Service, with a reported circuity of 158.24 percent.  That carrier has ceased operations, and its circuity factor should not be a concern in future updates.
  None of the remaining carriers, with the exception of Arctic Circle,
 reported a circuity factor exceeding 12 percent.  It thus appears that circuity reported by the carriers is reasonable.

ISSUE 8: THIRD-PARTY LIABILITY INSURANCE
In its comments on September 3, 2004, page 11, the Postal Service indicates that it continues to believe that mail should not be assigned a pro-rata portion of third party liability insurance.  

Decision
This expense is required by 49 U.S.C 4112, whether a carrier operates as a mail-only carrier or as a combination passenger-mail-freight carrier.  It reflects the risk that carriers may injure third parties (neither the customer nor the airline nor its agents).  We do not accept the logic of the Postal Service position.  
ISSUE 9: MARKUP FOR CAPACITY-RELATED EXPENSE (OVERHEAD)

Overhead markup is calculated by dividing overhead by total operating expense, excluding overhead itself.  CC proposes that we increase the overhead markup by excluding passenger liability insurance from total operating expense.  It argues that overhead is not related to the amount of liability insurance.

Decision

Currently we determine the overhead markup by calculating it as a percentage of all other operating expense.  CC’s proposal would not be sound ratemaking.  It may be true that there is little demonstrated relation between liability insurance and overhead, but it cannot be demonstrated that, by and large, overhead should be associated with any other part of operating an airline.  As such, it would be inappropriate to burden the Postal Service with more than a pro-rata share of overhead as determined on a fully allocated basis.

ISSUE 10: ALL-CARGO OPERATORS

Order 2004-6-3 did not set up a separate class rate for all-cargo operators.  As noted, in that order (page 17), to set up a separate rate for all-cargo carriers would depart from our long-standing practice of having only one rate apply in a market at any particular point in time.  

In its September 3 response, Arctic Transportation Services, Inc., (ATS), an all-cargo operator, argues that because RSIA set aside 20 percent of the mail volume for qualified freight carriers, it makes prudent “sense to include qualified freight carriers in the mail rate-making process.”  (Page 1).  ATS further notes that the costs of its village mail agents should be directly assigned in their entirety to the mail rate, because those agents’ primary function is to deliver mail, and they have minimal freight associated duties, because freight consignees pick up the freight at airports.  Such expenses are significant, because agents comprise 8 percent of ATS’ total operating expense.  

Decision

ATS now objects that its costs should be included in the calculation of the rate.  However, as stated in Order 2004-6-3, RSIA clearly states that data from such carriers must be excluded.  Subsection 5402 (h)(6)(B) states that “The Secretary shall establish a bush rate based on data collected under subsection (k) from 121 bush passenger [emphasis added] carriers.”  We have no statutory basis for including all-cargo costs in the determination of rates to be paid bush passenger carriers.
ISSUE 11: INTER-VILLAGE MAIL

Decision

Order 2004-6-3 requested comments on a proposal by BTS to begin counting inter-village mail to determine which carriers qualify for mail tender.  We received no objections, and BTS will therefore begin calculating Inter-Village mail.

ACCORDINGLY,

1. We make the rates shown in Appendix A for regular 19-seat Part 121 operations final, effective the first Saturday after the service date of this order until further Department action;  

2. We make the rates shown in Appendix B for 19-seat Part 121 operations to short runways final, effective the first Saturday after the service date of this order until further Department action;  

3. We extend the Part 135 rate of $11.5022 per RTM, as determined in Order 2004-6-4, as final until further Department action; 

4. We terminate the Amphibious rate determined in Order 2004-3-34 and 2004-10-2, and make final the rate of $22.0951 per RTM, as determined in Appendix D, effective on the first Saturday after the service date of this order, until further Department action;

5. We terminate the terminal rate determined in Order 2004-7-11, and make final the rate of $625.85 per ton enplaned, as determined in Appendix C, effective on the first Saturday after the service date of this order, until further Department action, or until the first Saturday after December 31, 2004, whichever comes later;

6. We will serve this order on the parties to this proceeding; and
7. We will serve this order upon all parties on the Service List for this Docket.

By: 

KARAN K. BHATIA

Assistant Secretary for Aviation

   and International Affairs

(SEAL)

An electronic version of this document is available

on the World Wide Web at http://dms.dot.gov

� Order 2004-3-34, March 31, 2004, Amphibious; Order 2004-6-3, June 8, 2004, Part 121; 


Order 2004-6-4, June 8, 2004, Part 135, and Order 2004-7-11, July 15, 2004, terminal. 


� For 19-seat Part 121 operations, we excluded 753,608 ERA Twin Otter RTMs (62 percent), 1,883,714 Frontier RTMs (72 percent), and 4,898,593 PenAir RTMs (100 percent).


� Before the mileage taper was introduced, the linehaul rate varied directly with mileage.  Thus a 400-mile haul received exactly four times as much linehaul mail compensation as a 100-mile haul.  The mileage taper recognized that short haul operations are more expensive than long haul on a per-mile basis.  Thus, while a longer haul would always receive more compensation than a shorter haul, there would be somewhat less than a four-fold difference in the compensation between a 400-mile and a 100-mile haul.


� We note that PenAir is not the lowest cost carrier.  PenAir’s lower cost, as reflected in its overall costs per RTM, is merely a result of the longer stage lengths over which it operates.  Order 2004-2-12 determined the cost per block hour for PenAir’s 19-seat aircraft to be the highest of any Part 121 operator: $1,022.46 vs. $860.82 for Frontier and $908.71 for ERA.  


� In general either Part 121 rate is significantly less than the Part 135 rate.  However, for regular or short-runway Part 121 markets shorter than 36 or 22 miles, respectively, the Part 135 rate is less than the Part 121 rate. 


� The taper essentially reflects the greater speed of aircraft over longer stage lengths and therefore their lower costs per RTM.  


� See the Civil Aeronautics Board’s Domestic Passenger Fare Investigation.


� This is factually true, but only at absurdly exceptionally long stage lengths.


� In fact, there is not a great deal of difference between the two regressions for the stage lengths that we are dealing with here, as shown in Appendix F, which is taken from PenAir’s Exhibit KS-111, in its September 20 filing.  Furthermore, although manufacturer data, reproduced on KS-113, shows that Peninsula’s Saab 340 aircraft begins to tanker fuel at 400 miles, Peninsula’s own T-100 data for stage lengths out to 792 miles, showed no evidence of such tankering, because its payload per departure was the same regardless of stage length.  Although we do not directly use payload, as reported on the T-100 Segment report, in the calculation of the rate, carriers, and especially PenAir should review their reports to make sure that they accurately reflect the average payload for the various aircraft operated at varying stage lengths.


� There may have been no mainline operations overlapping particular segments of these routes, but there was, in the base year, overlap on some portions of the route because of mainline service to Dutch Harbor during the base year.


� Some of PenAir’s data that were excluded because of overlap with mainline service may be included in the future as mainline carriers drop service.  Specifically, Alaska Airlines used to provide mainline service to Dutch Harbor, but it no longer does.


� See Order 89-7-51, Page 10.


� See Order 89-7-51 and 90-10-34 which introduced regression techniques to determining the mail rate.  


� In our annual updates of the mail rate since the last base-rate investigation, we did not use a regression each year.  Rather, we indexed the rate determined in Order 90-10-34 to departure-related expenses per weighted departure.  Departures were weighted by gross takeoff weight.  


� We note that PenAir is not claiming that it “lost” $1.8 million as a result of the regression.  Rather, that the Regression predicts that its total station cost would be $1.8 million lower than its actual result when the regression is applied to PenAir’s reported volumes of passenger, freight, and mail.  Since mail is only a portion of PenAir’s total operation (passengers, freight, and mail), the impact of the reduced mail rate was considerably less.


� We note that PenAir’s cost per block hour for its 19-seat aircraft, as determined in Order 2004-2-12, are $1,022.46 vs. $860.82 for Frontier, almost 19 percent higher.  PenAir’s 33.4 percent higher terminal costs do not appear so out of line in this context.


� It omitted Island Air Service, Servant, Spernak, and Yute, from its calculations because it states that it could not find the required data for these carriers.  It also omitted ERA, because it states that much of ERA’s operations were mainline rather than bush.


� In other words, since the Department enhanced the precision of the linehaul Part 121 rate by separately determining a higher-cost Part 121 rate, it should enhance the precision of the terminal rate by separately determining a higher-cost “large airport” rate.


� PenAir here confuses statistical disturbance and the intercept.  However, the result is the same because the T-Statistic for the intercept is statistically insignificant.  We thus may choose to ignore this value, based on our judgment.


� We note that this parameter is better than what we have relied on, as discussed below, when we input revised data.  However, one should not use better regression parameters to support using data which are clearly flawed.  In addition, as shown in Appendix C-5, the Standard Application Statistical Service (SASS) regression package we used in Order 2004-7-11 produces a slightly higher R-Square than the package we are using here.  However, both R-Squares are very good.


� From Appendix C-1: 16.73*1,080,481 PBF + 46.63*264,180 Mail less 220,840.20*25 carriers = 


24,874,155 DR.  220,840.2*25 carriers = 5,521,005; 5,521,005/(1,080,481 PBF + 264,180 Mail) = 4.11.


� The bush carriers’ schedule F-2 does not separate departure-related expense between mail and non-mail components.  The regression attempts to make this assignment.  


� Alaska Airlines is the only passenger carrier in the pool of mainline carriers (the other three carriers are all-cargo carriers).


� We have included only 26 percent of ERA’s system in the bush terminal regression on the basis of its bush linehaul vs. mainline linehaul traffic.


� Peninsula states it excluded several carriers besides ERA because it was unable to determine how many departures were scheduled by those carriers in a particular period of time.  In Appendix C-7, we calculated that information for those carriers.  We also calculated the Airport Index for Smokey Bay, and found that our results using BTS data gave very similar results to PenAir, , 477 and 493.  With the additional data for these carriers that PenAir excluded, we then regressed the Airport Index against unit costs per enplaned ton.  As shown in Appendix 


C-6, there is no statistical significance to this modified regression.


� RSIA did not require a base rate investigation every two years, but rather that we review the need to conduct one.


� If Peninsula operates a route A to B to C to A, on its segment report Peninsula would sometimes omit traffic originating at A, bound for C, on the second leg, B to C.  


� See, e.g., Tatonduk Outfitters Limited, d/b/a Everts Air Alaska and Everts Air Cargo, Consent Order 2004-12-12X, Docket 2004-16943 (assessing the carrier $40,000 in civil penalties in connection with its failure to file timely and accurate required reports). 


� Passengers prefer nonstop service to their destinations, which is not the case for mail and freight.  RSIA’s reliance on volume of passengers to determine who qualifies for mail tender is another reason why the Postal Service should not begrudge the carriers a certain amount of circuity, but rather is a small price to pay for having linear, competitive service.  The mileage taper introduced in Order 2004-6-3 dovetails with this increased reliance on nonstop passenger service under RSIA.


� Arctic Circle’s mail RTMs, per Appendix A, of Order 2004-6-4 was 73 percent of total RTMs.  It thus seems clear that the circuity it experienced was dictated by Arctic Circle’s attempts to meet the needs of the Postal Service, its largest customer, rather than, as postulated by the Postal Service, the needs of its freight or passenger customers.  


� On Schedule F-2, the carriers report capacity-related expense as a separate line item.  This category includes salaries of owners, accounting, legal, and many other miscellaneous expense items.





�My dictionary shows that dunning is a word, and I believe their usage is correct.


�cite


�cite


�This is just summary.  The detail is provided under the heading below.  We say on the first line of the preceding paragraph that we discuss the various issues in more detail later.


�We will alert them to this section after C-20 signs off.





