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UNITED STATES OF AMERICA
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on the 28th day of October, 2005








      Order 2005-10-29

                                                                                                    Served: October 28, 2005



	INTRA-ALASKA BUSH

SERVICE MAIL RATES


	Docket OST-2003-14694




ORDER TO SHOW CAUSE AND
ESTABLISHING INFORMAL MAIL RATE CONFERENCE

Summary:  By this order, we are (1) vacating Order 2005-6-6 because it has been overtaken by events, (2) directing the parties to show cause why we should not modify the exemption provided for in Order 2005-3-27 by requiring that any higher rate paid by the Postal Service to a single carrier in Alaska must be paid on a state-wide basis to all carriers serving regular Part 121 bush city-pair markets, and (3) requesting the parties to meet with the Department in Washington, D.C. on November 29 and 30.  
Background:  By Order 2005-6-6, June 7, 2005, the Department tentatively updated the mail rates set by Order 2005-1-18 
 based on data for the year ended June 30, 2004, for intra-Alaska linehaul rates for the regular part 121 rate (R-121), the short runway part 121 rate (SR-121), the Part 135 rate (P-135), and the Seaplane rate, as well as the terminal rate, which applies to all carriers.  Order 2005-6-6 proposed decreases of 18.5 percent in R-121, 6.1 percent in P-135, and 2.3 percent in the Seaplane rate, with increases of 4.5 percent in SR-121 and 0.9 percent in the terminal rate from that set in Order 2005-1-18.
  We received objections from the United States Postal Service, (Postal Service), Peninsula Airways, Inc., (PenAir), and the Consolidated Carriers (Carriers).  The order was based on data for the year ended June 30, 2004, and used the same costing methodology for each rate as was employed in Order 2005-1-18, which was based on data for the year ended June 30, 2003, except that we proposed to index the terminal rate to the increase in unit costs per weighted departure between the two time periods.

Prior to the issuance of Order 2005-6-6, on March 18, 2005, by Order 2005-3-27, the Department granted an exemption to the Postal Service allowing it to pay rates exceeding those prescribed by the Department to all R-121 carriers on a market-by-market basis.  As contemplated by Order 2005-3-27, the Postal Service entered into an agreement whereby it significantly increased the rate it paid Frontier Flying Service (Frontier) in 26 city-pair markets, the bulk of Frontier’s R-121 operations.  PenAir received an increased rate in only one of its many R-121 markets, and only because it competed with Frontier in that market.
  There are various Part 135 carriers serving those 26 markets competing with Frontier and PenAir, but, by the terms of the exemption order, the Postal Service is only required to pay the same rate for all carriers serving the same city-pair markets, but not for all city pair markets throughout the State of Alaska. 

We received comments on Order 2005-6-6 and Order 2005-3-27 from PenAir on July 22, the Carriers on July 26, July 29, and August 23, and from the Postal Service on July 13 and September 2, 2005.

PenAir Objection

PenAir strongly objected to both show cause Order 2005-6-6 and the exemption order, 2005-3-27.  

PenAir is the only carrier to have been singled out for special disfavored treatment under the Department’s multi-rate system.  As a result of the mileage taper,[
] PenAir is paid a lower rate than any other carrier providing Part 121 mail service -- whereas the ERA Short Runway[
] rate and Frontier Premium [exemption] rate provide those carriers highly preferential treatment over the standard rates that would otherwise apply.  (Page 7.)

PenAir further argued: 

The fact that the Department’s [R-121] mail rates have proved insufficient[
] to enable Part 121 bush carriers to continue [providing] mail service -- to the point where the Postal Service is willing to enter into subsidy contracts[
] -- is powerful evidence that the current rates are too low and noncompensatory. (Page 2.)

PenAir further notes that the current R-121 rate structure, which produced a further 18 percent drop in the rate per Order 2005-6-6, is anomalous, because “the Department’s current [costing] methodology -- which is based on data from one carrier
 that is effectively exempt from its own rate by virtue of the [exemption] premium paid outside the Department’s rate structure -- has led to the erosion of the [R-]121 rate, which is threatening all [R-]121 passenger operations in Alaska.”  (Page 3.)  

PenAir further posits that the Department’s exemption decision, in conjunction with the Postal Service’s granting a substantial number of waivers from the passenger threshold provisions of the Rural Service Improvement Act of 2002 (RSIA), created a negative feedback loop to the detriment of PenAir and other carriers who might be contemplating beginning 19-seat Part 121 operations as encouraged by RSIA.  

The [23.6%] increase in Part 121 flying by Frontier (which lowered its block hour costs [because of improved aircraft utilization]) was due to a massive expansion [by Frontier] into markets that had previously sustained only Part 135 service.  The Postal Service’s open-ended grant of waivers from the RSIA[
] requirements (and now the unilateral rate premium) enabled Frontier to enter these additional markets and do much more flying with its Part 121 Beech 1900 Aircraft.  (Page 4.)

As a result, PenAir recommends that the Department not finalize the rate proposed in Order 2005-6-6.  Instead, it should set a single Part 121 rate, and apply that single rate to all Part 121 carriers providing bush mail service on city-pairs in the State of Alaska without regard to aircraft type, runway length, or length of haul, and that the exemption, if it is paid at all, should be applied on a state-wide basis.  In other words, PenAir would have the Department eliminate the mileage taper, the short runway rate, and make the exemption apply on a state-wide, class-rate basis or not at all.  

Finally, as stated in its objection, PenAir challenged Order 2005-3-27’s statutory basis in a Petition for Review before the D.C. Circuit Court of Appeals.  (Case No. 05-1155.) 

Postal Service Objections
The Postal Service commented on July 13 and September 2.  The Postal Service continues to favor one Part 121 rate, i.e., no special rate for short runway operations, no mileage taper, and the inclusion of all of the data for the Part 121 carriers, notwithstanding that some of those operations may have been on routes also operated by mainline aircraft.  The Postal Service also maintains that the profit markups applied by the Department are too high and based on outdated data.  

The Postal Service shares PenAir’s concern that the provision of RSIA that requires excluding data for bush service on mainline routes might cause carriers to be paid rates based on cost pools which they are not a part of.  The Postal Service notes that given the small number of 19-seat Part 121 bush operators, it would be expected that each of those carriers would say it is special and deserves its own rate, even though that would be inconsistent with class rate principles – i.e., the goal of having a class comprise many carriers, whereby those carriers with higher costs in a class are competitively pressured to lower their costs to the low cost operators, thereby benefiting the Postal Service and the general public.  Finally, the Postal Service argues that under the current rate structure there are no real economic incentives for carriers to begin R-121 operations because there are three separate 121 rates.
  

The Postal Service supports PenAir’s proposal for a single Part 121 class rate, but states,  “However, we do not support the alternatives that PenAir has proposed in the absence of a single class rate: extending the premium [exemption] rate to PenAir and/or freezing the current rates.”  (September 2, page 6.)

Consolidated Carriers
The Carriers object that the Department should use year ended March 31, 2005, data, which is more current than that the year ended June 30, 2004, data used in 

Order 2005-6-6.  The Carriers claim that the Postal Service “simply wants lower rates but has provided no documentation or proof of any inadequacy of the current rate method.”  Also, they state that the Postal Service merely resurrects its previously rejected arguments that there should be a single Part 121 rate, that non-mail operations should be used to determine mail rates, and that the return and tax allowance is too high.  They note that setting up a SR-121 rate, where only special equipment can operate, is exactly analogous to RSIA establishing a special seaplane rate.  They argue that the Postal Service gets a break because the rate does not recognize that passengers move in a highly symmetrical basis, outbound passenger traffic from the hub to the outlying station roughly matches inbound passenger traffic in any city-pair market, while approximately 90 percent of all [bypass] mail is outbound from the hub.  

The Carriers argue that PenAir’s solution of merging the R-121 and SR-121 rate merely reflects an attempt by PenAir to move ERA’s higher costs into PenAir’s own cost pool -- as ERA’s rate of pay would decrease, PenAir’s would increase.  

The Carriers do support PenAir’s position that the exemption should be required on a state-wide, class-rate basis, rather than market-by-market.  They note that after the Department granted the Postal Service exemption authority, it agreed to pay higher rates in 26 markets, 25 of which were served by only one R-121 carrier, Frontier.  PenAir received a higher rate in the one remaining market only because Frontier also served that market.  “This clearly raises the question about favoritism and undue preference by the Postal Service for Frontier.”  (July 29, Page 12.)  

Resolution of Court Case, Department Agreement
As mentioned in its objection to Order 2005-6-6, on May 16, PenAir filed suit against the Department in the U.S. Court of Appeals for the D.C. Circuit.  The court ordered the Department and PenAir to attempt to mediate the issue.  PenAir, the Postal Service, Frontier, and Department staff met with the mediator on October 17, 2005.  The parties agreed to settle the case.

As part of the settlement agreement, the Department agreed to issue a show cause order proposing to modify the exemption authority it granted the Postal Service, to provide that if the Postal Service pays any carrier an amount above the regular Part 121 rate established by DOT in an Alaska bush city-pair market, the Postal Service must pay that amount on a state-wide basis to all carriers serving regular Part 121 bush city-pair markets, including operators of Part 135 equipment maintaining notices of equalization to the effective Part 121 rate.
  The Postal Service has indicated that, if this show cause order is finalized, it will make a business decision on whether or not to pay an additional amount under the exemption to all eligible carriers, state-wide, or to none. 
The Department also agreed to call an informal postal rate conference 
 on November 29 and 30 in Washington to discuss the issues with the objective of considering the establishment of a revised regular Part 121 bush rate by March 18, 2006.  Carriers are therefore invited to submit data and evidence to assist the Department in developing a revised Part 121 bush mail rate structure within two weeks of the service date of this order.  Parties arguing that a single consolidated Part 121 bush rate should be adopted should provide data demonstrating why and how a single rate should be adopted, and what cost elements should be included or excluded in the rate structure so that this information will be available for the Department’s use at the postal rate conference.  

Decision to Vacate Order 2005-6-6
Order 2005-6-6 was issued on June 7, 2005.  Final comments were not received until September 2, 2005.  Given our intention to issue a new order addressing the Part 121 bush rate issues by March 18, 2006, and the importance of the issues to be addressed, it would be inappropriate to finalize that order.  We will therefore vacate that order, leaving the rates established in Order 2005-1-18 (as adjusted by various quarterly fuel updates), as the final prospective rates effective from the date of service of this order, until further Department action.  We intend to conduct our next update of the rates established by Order 2005-1-18 using data for the year ended June 30, 2005, which we have begun to review, as well as any data submitted to the informal postal rate conference and will endeavor to complete the next update by March 18, 2006

ACCORDINGLY,

1. We direct all parties to show cause within seven (7) calendar days of the service date of this order why we should not amend the authority granted to the Postal Service by Order 2005-3-27 to require that, if the Postal Service pays any carrier an amount above the regular Part 121 rate established by DOT, the Postal Service must pay that amount on a state-wide basis to all carriers serving regular Part 121 bush city-pair markets with Part 121 equipment or carriers serving with Part 135 equipment that maintain notices of equalization to the effective Part 121 rate.

2. We will convene an informal postal rate conference, for the purposes described in this order, to meet on November 29 and 30;

3. Carriers are directed to submit any data and evidence that they believe will assist the Department in developing a revised Part 121 bush mail rate structure within 14 days of the service date of this order; 
  

4. As discussed in this order, we vacate order 2005-6-6 until further Department action is taken; and

5. We will serve this order on all parties on the Service List for this Docket.

By: 

MICHAEL W. REYNOLDS

Acting Assistant Secretary for Aviation

   and International Affairs

(SEAL) An electronic version of this document is available

on the World Wide Web at http://dms.the Department.gov
� Order 2005-1-18 was based on data for the year ended June 30, 2003.  Also, since Order 2005-1-18 was issued, we have continued to update the rate on a quarterly basis for changes in fuel costs.


� This proposed drop of 18 percent was in addition to prior decreases of over 50 percent in the rate paid to regular part 121 carriers from the prior rate which had been paid to all bush carriers, before RSIA required that the bush rate be dis-aggregated into a minimum of three separate rates.


� We note that PenAir and Frontier are the only two intra-Alaska carriers operating aircraft to which the 


R-121 rate applies.  RSIA provided that the Department would disaggregate the bush data and create a minimum of three rates – 19-seat Part 121, Part 135, and Seaplane.  As discussed in Order 2005-1-18, the Department carved out an additional rate to reflect the higher costs of ERA’s 19-seat, Part 121 Twin Otter aircraft.  Except for that Department action, the R-121 rate would apply to ERA as well.


� By Order 2005-1-18 the Department recognized the greater cost of short stage length operations, with other factors being equal.  PenAir’s average stage length was more than double Frontier’s.  Moreover, the Rural Service Improvement Act required that costs of bush flights that operated in markets also served by mainline equipment be excluded from the calculation of the bush rate, and all of PenAir’s R-121 operations were thus excluded from the rate.  The Department developed the mileage taper to ensure that the Postal Service would not be overcharged, since PenAir’s operations in general consist of long-stage length flights, which by their nature are low cost when compared to Frontier’s short-stage length operations.


� By Order 2005-1-18, the Department recognized that Era Aviation’s (ERA) Twin Otter equipment operates into airports with very short-runways where the R-121 aircraft of Frontier and PenAir could not, and so established a separate SR-121 rate based on the costs of those Twin Otters.


� PenAir is referring to Order 2005-3-27, which granted Postal Service exemption authority in response to Frontier’s pleading that it could not continue operating its 19-seat Part 121 aircraft, thus obviating RSIA’s twin goals of encouraging 19-seat Part 121 operations and reducing Postal Service’s expenditures.


� These “subsidy contracts” agreed to between Postal Service and Frontier are not to be confused with subsidy contracts under the Department’s Essential Air Service program.  


� As discussed in Order 2005-1-18, the Department excluded all of PenAir’s data from calculation of the rate because at that time, PenAir’s Part 121 flights operated on routes with a mixture of mainline service, which we excluded consistent with our interpretation of RSIA.


� RSIA provides that only carriers transporting more than 20 percent of the passengers or 25 percent of the freight in a city-pair market would be eligible for carriage of mail.  RSIA also authorized the Postal Service and the Department to grant waivers from those provisions of RSIA.  


� It is not clear what PenAir considers the three rates, because at various times the provision for a mileage taper, the rate paid under the exemption, R-121, and SR-121 have each been considered Part 121 rates.


� This would not apply, of course, to any service secured under the Postal Service’s direct air taxi contract authority.  We note too, that under the current terms of the exemption order, we allowed the Postal Service to pay a higher rate on a state-wide basis.  This order would tentatively require the Postal Service to pay any higher rate on a state-wide basis, subject to equalization.


� This meeting will be held pursuant to 14 CFR 302.708, et seq.


� Those planning to attend should contact Kevin Adams at � HYPERLINK "mailto:Kevin.Adams@dot.gov" ��Kevin.Adams@dot.gov� to confirm the location of the meeting.


� Parties arguing that a single consolidated Part 121 bush rate should be adopted should provide data demonstrating why and how a single rate should be adopted, and what cost elements should be included or excluded in the rate structure.





