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INTRODUCTION

When the Rural Service Improvement Act (“Act”) was passed, significant changes in the distribution and payment of mail were expected.  Unfortunately, in some cases the clear meaning of the Act has been subverted, circumscribed or completely avoided by parties seeking their own ends.  The filing of the Postal Service dated September 20, 2004 goes to great lengths to create a set of arguments supporting its own theory of the case.  Unfortunately, examination of the claims and underpinnings of the arguments shows that the basis of the Postal Service position is more smoke and mirrors than legal erudition.  Since 1980, the Department and Board built a consistent and continuing basis for establishing mail rates under the sole responsibility given to them by law.  While the R.S.I.A. changes mail distribution, and orders separate route based rate structures, it does nothing to change the long established ratemaking methodology.  There is nothing in the R.S.I.A. that alters the requirement that the Department set a compensatory rate based on assets used and useful to the transportation of mail.  Given the numerous extensions and answers filed in this docket, the Carriers ask for leave to file this document.  It responds directly to issues and positions presented by the U.S. Postal Service.  Inclusion of this document will not delay the resolution of the mail rates issues as it is being filed well in advance of the deadline for Answers to the various Department orders.

HISTORIC RATEMAKING STANDARDS

In Order 82-5-73, The Department set the first standard for intra-Alaska bush ratemaking.  The Order found that overpaying one class of service and underpaying another would distort service.  Furthermore, the Board found that accurately paying for each class of service was pro-competitive.  The Postal Service argues that the Order was based on aircraft capacity and not routes.  In 1982 there was no overlap of operations between bush and mainline service.  When the rates case was initiated in 1980, most bush service was provided by small commuters or air taxi’s through code-sharing agreements with Alaska or Wien.  No bush villages received mainline service, and no bush destination airport would support mainline aircraft.  There was a complete bifurcation between mainline and bush service routes.  In part to counter the trend of bush carriers providing service over mainline routes, the Rural Service Improvement Act restores the bifurcation between mainline routes and bush routes as defined by the Act.  As defined by the R.S.I.A., the correct application of bush rates is defined by the routes that are being served.  The Act defines a “bush route” as being “…an air route in which only a bush carrier is tendered nonpriority bypass mail between the origin point, being either an acceptance point or a hub, as determined by the Postal Service, and the destination city;”  A “mainline route” is a city pair in which a mainline carrier is tendered nonpriority bypass mail;”.

The Rural Service Improvement Act makes it very clear that the application of bush mail rates is to be made on a route basis, regardless of the type of aircraft used.  The Part 121 rate is to be applied to all carriers and all aircraft types transporting any class of mail where Part 121 service is scheduled and operated over the route and is tendered bypass mail.  The Act does not require equalization notices.  “The Secretary shall establish a bush rate based on data collected … from 121 bush passenger carriers.  Such rates shall be paid to all bush passenger carriers operating on city pair routes in the State of Alaska where a 121 bush passenger carrier is tendered nonpriority bypass mail” (39 USC §5402(h)(6)(B), emphasis added)  The Seaplane rate applies to all aircraft types (including Part 121 aircraft) serving routes where only a water landing is available.  “The Secretary shall establish a bush rate based on data collected … from bush passenger carriers operating aircraft on city pair routes where only water landings are available.  Such rates shall be paid to all bush passenger carriers operating on the city pair routes in the State of Alaska where only water landings are available.”  (39 USC §5402(h)(6)(D), emphasis added)  The Part 135 wheel plane rate applies to all bush service routes where the Part 121 or Seaplane rates do not apply.  Part 121 aircraft are paid at Part 135 rates if no bypass mail is tendered on the route involved.  Amphibious aircraft can be paid at Part 121 or Part 135 wheel plane rates depending on the route involved.  Even aircraft size is not controlling of the rate paid.  CASA 212 and Beechcraft 1900 aircraft operated in all-cargo configuration are paid at Part 135 wheel rates, unless a different rate applies to the particular route served.

The route definition is the only methodology consistent with the new requirements of the R.S.I.A..  Wheeled aircraft cannot be used to serve float points, straight float aircraft cannot be used to serve wheel points.  This same logic applies to the bifurcation of Part 121 rate between STOL airports and non-STOL airports.  Regardless of size, non-STOL aircraft cannot safely serve STOL routes, and STOL aircraft are uneconomical over the longer haul non-STOL routes.

Another transition to route oriented rate structure came with the replacement of Part 298 statistical reporting with T-100 segment and market data.  When bush rates were set up originally, the Board requested a significant amount of additional data from the largest certificated bush operators in the State.  These data duplicated to the extent possible the ER-586 data collected from Wien and Alaska to set the new mainline rate.  Subsequent rate updates were based on data submitted using the 298 report scheme.  With the introduction of the T-100, the Department now has the same statistical data available to it for the bush carriers as it does for mainline carriers.  Changes proposed for the T-100 reports at a meeting in Alaska will allow even greater discrimination among mail rate bases in the future.

TECHNICAL CHANGES IN RATES MAKING

From 1988 through 1995, the Department set bush rates using actual data for selected carriers, and setting the rates retroactive to the end of the last data collection period.  This resulted in significant adjustment payments from the Postal Service or the carriers after each new rate was set.  When retroactive rate setting was ended, the Department adjusted historic unit costs for anticipated cost escalation.  When challenged on the escalation methodology, the Department stated, 

“Proposed Change in Methodology

The Carriers, Markair and USPS urge that we change our ratemaking methodology by relying on actual cost data rather than projected costs.  To use this order as an example, our methodology established final rates for the 12 months ended March 31, 1994, by relying on data for the year ended March 31, 1993, and projecting them forward to cover the subsequent twelve-month period.  The parties suggest that it would be more accurate to use actual experience for the later year.

Sufficient time has elapsed to enable us to adopt this alternative—i.e., actual statistics through March, 1995 are available, and we could use them—but doing so would create other problems.  First, we are attempting to bring the mail rates current (a companion order is being issued simultaneously with this one, proposing bush mail rates for the year ended March 31, 1995).  [Order 95-4-23]  It would not be possible to calculate new rates nearly as promptly if we had to await the filing of actual data for each 12-moth period at issue.

More importantly, the projected-cost methodology currently in use has the self-correcting feature of reflecting actual experience for any rate period in our calculations for the subsequent period.  Resorting to actual data for each rate period would abandon the correcting feature for the first period for which it is used, with the consequence that one party—either the carriers or the USPS—would have to absorb a shortfall while the other party would enjoy an unwarranted windfall.  Without a formal evidentiary review of the mail ratemaking process, it would be unreasonable to subject the parties to such a result.”  (Order 95-4-22, page 5 mimeo, emphasis added)

Using nine years of data, the Department established a regression line for cost escalation.  This same technique was applied to mainline mail rates, and has been in use ever since.  In 1997 the adoption of new ratemaking techniques was complete for the bush carriers.  Referring to the update of mail rates through a projection method, the Department noted, 

“With regard to the update methodology, the Final Report noted that the Postal Service favors using the most recent reporting period to establish unit rates without a forward projection for anticipated inflation or deflation into the applicable rate period.  The benefits of that option are its simplicity, its reduction of any “overshoot”, and its very low statistical error for the linehaul element.  Its disadvantages are that it produces a fairly high statistical error for the terminal element of the rates, and, given the fact that costs over the long term have in fact gone up, it would place the carriers in a relatively constant position of having to absorb a lag of one and a half years between the time they actually incur cost increases and the time such increases are reflected in their mail pay.” (Order 97-9-37, page 4, mimeo)

  In Order 99-4-25, the Department established the following process for updating rates.

“With this rate period we are replacing the methodology under which we have heretofore updated rates on the most recent year-over-year changes in costs.  Instead, for reasons discussed in the September 1997 Final Report and subsequent orders on this subject, supra, we will now use a long term yearly average of unit cost changes.”  (Order 98-4-25, page 3, mimeo)

This methodology of reflecting current actual fuel costs and adding cost inflation factors to non-fuel linehaul and terminal expenses was applied to all subsequent bush mail rate orders until this year.

The changes in ratemaking technique ordered by the Rural Service Improvement Act do not affect the basic ratemaking process, particularly cost escalation.  Indeed, the change from 298 based reporting to T-100 reporting does not even affect the cost escalation previously adopted.  The T-100 reports provide all of the information necessary to update the regression line established using the 298 reports.  The same problem of establishing the regression line applied to the mainline carriers, and was handled without difficulty.  

The purpose of using a regression line to update rates is to smooth out major variations in unit costs over time.  In the short term, rates might be set slightly too high or too low, but over a series of years the cumulative rates are paid accurately.  The Department cannot ignore that fact that cost escalation exists, and that a acceptably accurate long term trend line exists and can be applied.  The Department has previously dealt with the issue of cost escalation under differing reporting schemes and has had no problem establishing inflation rates on a sound, legal basis.  The Postal Service argument that a current inflation rate cannot be estimated is both inaccurate and irrelevant.

RATE OF RETURN CALCULATIONS

Rate of return, like cost escalation, is variable over time.  Interest rates are cyclic, new investment in equipment and average values are cyclic, and tax rates vary due to the effect of rates changes and carry-backs or carry-forwards.  As with cost escalation, average rate of return assumptions are set in a base rate and applied uniformly under a variety of changing conditions.  The Postal Service suggests that interest expense should be ignored because bush carriers do not report interest expense in the F-2 forms, unlike mainline carriers.  Actually, the fact that mainline carriers do report interest is irrelevant.  As with the bush rates, a return, interest and tax element was established for mainline carriers and integrated with terminal and linehaul rates.  Mainline return, interest and tax allowance is not recalculated with each update.  Until the Department establishes a new rate of return allowance for bush carriers, historic standards must be carried forward.  The use of a markup of expenses to establish the return, interest and tax element is appropriate, as it recognizes that as operations increase so should the amount covering return, interest and taxes.

REGULAR UPDATES

The R.S.I.A. specifically requires the Department to update, through the use of Show-Cause procedures, the service mail rates on an annual basis.  The law allows, as part of the regular update process, consideration of whether new base rates are necessary on a biannual basis.  The Postal Service arguments reverse the cart and the horse by proposing new base rates every two years with no interim cost adjustments.  Besides being specifically contrary to the Act, the Postal Service position makes no sense.  The Mainline rate process has been in effect for over 20 years, and there has not been a new base rate investigation for Bush carriers since 1988.  Clearly the additional requirements of the Postal Service and changes in service patterns will require a detailed review of costs two years hence, but even that does not rise to the level of a new base rate.

Before examining the opposing premises of the Carriers and the Postal Service on updates, we need to differentiate between base rate setting and updates.  Base rate setting involves determining which expense pools will be included and how they are divided (this has now been set by the R.S.I.A.), weighting of costs by traffic type (space/volume, weight, outbound load or total load, weighted departures or tons enplaned), allowance for non-operating expenses (rate of return, interest on debt, estimated taxes and transport related revenue and expense), and methods or procedures for updating rates over time (retroactive application, projected expense changes).  Update issues include selection of most current data, updating cost regression lines, changes in allocation within cost pools (separation of fuel costs from other direct expenses) and addition or elimination of carriers in ratemaking pool.

Clearly, every bush rate order since 1988 falls within the definition of updating.  While investigation of the basic ratemaking elements should be made in the future to recognize the changes in mail distribution and Postal Service procedures, there doesn’t seem to be any need for further changes in the base ratemaking process until additional significant changes in law or Postal Service requirements occur.  In the meantime, the R.S.I.A. requires the Department to update rates on at least an annual basis, and to assure that the rates are fully compensatory for the assets used and useful in mail carriage.

Originally, bush rates were set on actual costs, and the rates applied retroactively and remained in effect until the next retroactive rate was set.  From 1995 through 1998, the Department proposed to change the process to setting rates prospectively.  Rates were set based on the most recently available data, and then escalated in level to account for long term changes in terminal and linehaul expenses.  Cost escalation is based on long term regression lines.  Use of regression analysis has the twin features of updating rates on a reasonable basis while avoiding radical changes of rates due to short term aberrations in costs.  Clearly, under the procedures established in Order 97-9-37, the Department must escalate expenses to the period during which the rates are in effect.  The Department cannot ignores the Act’s requirement to update rates to current levels.

SUMMARY
The Postal Service position is that certain known costs should be ignored because the precise level of expense may not be known at this time.  It opposes cost escalation as it has been applied to all mail rate calculations since retroactive rates were ended.  Cost escalation has been applied to every bush rate calculation since 1998, and continues to be added to mainline rate computations.  The issue of instantaneous escalation rates is moot because the Department has determined to use a regression line to dampen radical short term rates changes.  The regression line established in Order 2000-1-10 provides an accurate and reasonable method of escalating rates to the application period.

The Postal Service proposes to exclude an allowance for interest paid on debt because the bush carriers do not report interest expense on the F-2 reports.  To begin with, this is disingenuous because the Postal Service has never requested these data be included in any of the F-2 revisions.  Second, the current interest rate is not relevant to ratemaking as the Department applies an estimated long term interest rate, as well as allowable rate of return on assets and taxes, when adjusting rates.  This is the same technique applied to mainline mail rates as well.  The Carriers believe that the current return markup is inadequate, but until a new study is complete there is nothing on the record that justifies changing the historic rates for interest, return and taxes.

The methodology of using only operations involving scheduled mail service of the rate involved is consistent with mainline practice and the requirements of the Rural Service Improvement Act.  Examination of lower-48 T-100 market reports shows that the Postal Service claim that directionality of airmail flow in the lower-48 is the same as in Alaska (90% mail outbound from hub, 10% inbound to hub) is just flat false.  The operating conditions and load characteristics of mail service are unique, and must be considered separately from other service in order to set an accurate and compensatory rate.

Finally, it must be accepted that the circuity adjustment simply corrects the current T-100 market data for newly required divisions among Part 121, Part 135 wheel and Seaplane rate structures, and to correlate current reporting formats with previous ratemaking techniques.  The best example of circuity as an efficient delivery model is the Postal Service itself.  When asked why Postal Service customers should not pay lower postage rates because the Postal Service uses multi-stop circuitous routes to pickup and deliver mail, the Postal Service replied, “Further, the Postal Service does not add a circuity factor to the Postal rates, rather they are just based on actual costs.”  (Rebuttal Comments, September 20, 2004, at page 6, emphasis added)  The Carriers ask nothing more.  The Department must include all actual costs associated with the transportation and handling of mail in setting bush rates. 

CERTIFICATION

Pursuant to Title 18 United States Code Section 1001, I, Hank Myers, in my individual capacity and as the authorized representative of the pleader, have not in any manner knowingly and willfully falsified, concealed or failed to disclose any material fact or made any false, fictitious, or fraudulent statement or knowingly used any documents which contain such statements in connection with the preparation, filing or prosecution of the pleading. I understand that an individual who is found to have violated the provisions of 18 U.S.C. section 1001 shall be fined or imprisoned not more than five years, or both.

WHEREFORE: The Consolidated Carriers request that the Department add cost escalation factors to all bush mail rates to allow for changes in unit cost levels between the data collection period and the application period of the rate.  The recent decision to update fuel costs is a partial step, but it does not address the remaining 85% of operating expense.  Second, the Department must maintain the current rate of return, interest and taxes allowance until a new base study is performed covering these items.  The Department must also correct the application of the Capacity Related expense markup to provide a full allocation of Capacity Related expense to mail traffic.  Third, the established technique of excluding operations not related to mail carriage is historically correct and consistent with the new rate structures ordered by the Rural Service Improvement Act.  Fourth, the circuity factor accurately adjusts for the difference between T-100 market data and T-100 segment data, and bases mail rates on actual costs of transporting and handling mail.  The Carriers asked that this filing be accepted as relevant and meaningful to the issues under consideration.

Respectfully submitted,

The Consolidated Carriers,
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October 8, 2004
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