Comments of AOL Time Warner


Executive Summary

AOL Time Warner is concerned about the current and future health of the U.S. Postal Service.  The success of the Postal Service is of critical importance to our company as we are the largest single end-user of the Postal Service.  The Postal Service is facing challenges that threaten its continued viability and place its customers at risk.  Declining mail volume combined with a delivery network that expands at a rate of 1.7 million new addresses per year is a recipe for disaster.

We commend Postmaster General Jack Potter for the work he has done to drive costs from the system.  But cost cutting provides only short-term relief to the significant problems facing the Postal Service.  To ensure the viability of the Postal Service, a long-term solution is needed.

Several key areas must be addressed if the Postal Service is to survive. 

1.
Universal service should be maintained, but its definition should be reexamined in the context of the increasingly competitive postal marketplace and expanding consumer access to the internet. 

2.
USPS personnel costs need to be rationalized by reducing the size of the labor force through attrition, replacing the dysfunctional binding arbitration process, and providing management and labor with compensation-based incentives to increase productivity and improve technology while maintaining high service standards

3.
Increased worksharing and private sector partnerships should be encouraged, including an invigorated mechanism for establishing NSAs.

4.
The Postal Service's scope of business should be limited to its core competency.

5.
Future rate increases should be limited to no more than the rate of inflation.

6.
Rates should be deaveraged and unbundled to reflect actual USPS costs of providing service.

7.
Subject to an inflation cap on rates and the maintaining of high service standards, the burden of regulatory oversight should be substantially reduced.

8.
Fair distribution of the burden of retiree health care costs should be reexamined in conjunction with a comprehensive review of employee health care costs for all federal agencies

9.
Congressional approval should be sought to permit the Postal Service to become economically sustainable 

We are confident that there are business-based solutions to these challenges and that the Commission will identify and recommend to the President and the Congress the bold steps that need to be taken to ensure the success of the Postal Service. 

Introduction

AOL Time Warner is concerned about the current and future health of the U.S. Postal Service.  The success of the Postal Service is of critical importance to our company, as we are the largest single end-user of the Postal Service.  Our company spends approximately $700 million per year on postage and generates volume in all mail classes.  In fact, AOL Time Warner generates one out of every 85 pieces of mail.  We use First Class mail to bill our customers, Periodicals class to deliver magazines, Standard mail to generate new orders, and parcel mail to ship a variety of products.  The Postal Service is facing challenges that threaten its viability and place its customers at risk.  Declining mail volume combined with a delivery network that expands at a rate of 1.7 million new addresses per year is a recipe for disaster.

We commend Postmaster General Jack Potter for the work he has done to drive costs from the system.  He and his staff have reduced work hours, restructured debt, minimized capital expenditures, and are evaluating a streamlined distribution network.  But cost cutting provides only short-term relief to the significant problems facing the Postal Service.  To ensure the viability of the Postal Service, a long-term solution is needed.  

The following areas need to be addressed if the Postal Service is to survive.
1.
Universal service should be maintained, but its definition should be reexamined in the context of the increasingly competitive postal marketplace and expanding consumer access to the internet. 

The universal service obligation is the rationale for having a publicly owned and operated Postal Service.  But in an era when delivery points are expected to continue expanding but First Class mail volumes--the main source of revenue to support the universal service infrastructure--are expected to decline, and when most Americans have or will soon have immediate access to information and communication through the internet no matter where they live, the meaning of universal service needs careful reconsideration.  The Commission should consider in particular whether the current universal six-day delivery system is necessary or affordable and whether there may be a better alternative to maintaining the tens of thousands of money-losing post offices currently in operation.

AOL Time Warner is in the business of disseminating through the mail news and information that is vital to the American public.  We strongly believe that everyone in the country should have access to a universal postal delivery system.  However, current delivery requirements create a financial burden that may not be indefinitely sustainable.  Moreover, in an era marked by robust growth of competition in delivery markets, and by the proliferating availability to consumers of alternative sources of information and communication, most notably the internet, the cost-benefit relationship supporting the current universal delivery system needs a fresh look.  Frequency of delivery needs to bear a rational relation to volume, cost of service, and the evolving needs of the American public.  Adjustments to the current universal six-day delivery schedule are by no means a welcome prospect for AOL Time Warner.  But resolving the problems of the Postal Service will require flexibility from all stakeholders, and we are willing to do our part. 

Universal service includes not just the ability to receive mail but the ability to send it, along with access to stamp purchasing, certification and registration of mail, money orders, and the other services traditionally available at local post offices.  However, it is not necessary that these services be provided exclusively through facilities owned and operated by the Postal Service.  Letter carriers, gas stations, convenience stores and other local establishments can also function as providers of these services.  A recent GAO report
 illustrates the wide variation in the cost to generate $1 in stamp sales (see GAO’s Figure 5).  Clearly, there are alternatives that can provide consumers with excellent service at any time of day or night at a lower cost.
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The cost of maintaining a universal delivery service needs to be supported by volume.  Therefore, we support the retention of the letter mail monopoly and existing restrictions on access to the mailbox.  The mailbox monopoly must be retained not only to ensure mail volume but also to preserve the American public’s confidence in the mail system.  However, the Commission should also consider whether it will continue to be either fair or practicable to support universal service through revenues derived exclusively from ratepayers, should volumes experience a long-term decline and the delivery network continue to expand.  Public funding of all of the functions of the Postal Service that constitute a public service and that are not self-supporting should receive serious consideration.

2.
USPS personnel costs need to be rationalized by reducing the size of the labor force through attrition, replacing the dysfunctional binding arbitration process, and providing management and labor with compensation-based incentives to increase productivity and improve technology while maintaining high service standards

According to the Postal Service’s 2002 Annual Report, costs related to personnel are 79% of total operating expenses.  It is reasonable for labor costs to be the single largest line item for a delivery business, but as volume growth slows in the future, the Postal Service must find ways to bring its personnel costs into line with its revenues and business needs.  A significant opportunity currently exists for the Postal service to reduce costs through attrition and realignment of its existing labor force to meet its changing requirements.

The Postal Service loses approximately 40,000 employees annually through attrition.  It needs to work together with its unions to avoid refilling these  positions.  This same practice takes place within our company today.  At Time Incorporated, whenever an employee leaves a department for any reason, a business case must be made to refill that position.  Final approval for a replacement can be given only by an Executive Vice President.  These reviews are quite rigorous and are necessary to avoid cost escalation.  A similar practice needs to be adopted by the Postal Service to reduce its workforce size in a manner that does not jeopardize or threaten current staff.

The 2002 Annual Report also indicates that the Postal Service added 1.7 million new delivery points in 2002, which will require the employment of additional letter carriers.  At the same time, the Postal Service has spent billions on automating its mail processing facilities but has not achieved a corresponding decrease in mail processing work hours.  Instead of expected increases in mail processing productivity, automation seems to have produced substantial increases in employee break time and non-productive work hours
.  When one piece of its business is expanding while another is contracting, the conclusion is obvious.  The Postal Service and its unions must seek solutions that result in retraining and relocating people from mail processing to delivery functions.  

A major symptom of the Postal Service’s failure to capture the benefits of its investments in technology through proper management of its labor complement has been its lack of improvement in productivity.  In the thirty years between postal reorganization in 1970 and 2001, productivity improved by only 11 percent.  By comparison, productivity of non-farm businesses in the private sector in those years improved by 73 percent..  This dismal rate of productivity growth is unacceptable. 

One way to improve productivity, as discussed below, is to introduce productivity-based incentives for management and employees.  Another way, which inevitably evokes heated controversy but which this Commission needs to come to grips with, is to bring Postal Service bargaining unit employee compensation into line with wages for comparable work in the private sector, as Congress intended when it reorganized the Postal Service in 1970.  See 39 U.S.C. § 1003(a).  A 1999 study that appeared in Research in Labor Economics
 reported the following:  “Cross-sectional analysis controlling for worker characteristics indicates that bargaining unit postal employees receive wages 28% higher than similar private sector workers.  A premium estimate of 34% is obtained following an accounting for occupational skill requirements and working conditions, while inclusion of fringe benefits increases further the size of the premium.”  The current collective bargaining process needs to be revised.  A number of models that can improve the process are available.  We urge the Commission  to review them and to recommend a reform of the current collective bargaining model that will treat fairly the needs and interests of the Postal Service, its employees, and its customers.

AOL Time Warner firmly supports the concept of pay for performance.  If the $70 billion per year Postal Service is run efficiently and effectively, its management and employees should be paid accordingly.  Currently, however, Postal Service managers appear to have an incentive to stay within the budgets they are given but little incentive to think seriously about how to reduce costs.  A major change in management culture is in order.  Bonuses are an effective tool in private industry and can also work within the Postal Service, but bonus plans can be abused and send the wrong messages if they’re not developed and managed properly.  Any type of incentive program must incorporate two key constraints: a requirement that the Postal Service hold rate increases below the rate of inflation; and a requirement, for all mail classes,
 that delivery performance standards do not decline over time.

The Postal Service should aggressively pursue technological advances that enhance the quality and cost effectiveness of its core business, which is the delivery of hard copy material to every household in America, such as delivery measurement and confirmation, mail processing performance measurement, mail tracking, and electronic data and fund transfer from customers.  New service development, however, should include assessment of whether services and rates are in alignment.  Delivery Confirmation was long awaited at AOLTW.  As part of our continual process of reviewing vendor rate and service combinations, we believed that launch of the Delivery Confirmation service would generate a strong alternative to small package vendor services.  In fact, in the case of Warner Home Video, many customers expressed a preference for USPS delivery--a preference that Warner Home Video could not even consider without Delivery Confirmation.  What we find, however, is that as a result of our ability to negotiate with small package vendors, the USPS alternative is not competitive and, therefore, not a viable alternative for our product volume.

As the Postal Service expands its use of technology, it must be certain that it captures the savings in operating expenses that are associated with the deployment of the equipment.  In the past, this has not been the case.  In testimony before the Postal Rate Commission, AOL Time Warner introduced the concept of “automation refugees,” which are the result of the deployment of technology without corresponding reductions in personnel.  As automation was implemented, affected employees were apparently simply moved to non-automated mail processing operations, thereby raising the cost of mail handled in those operations.  Exhibit 1, which charts the rate increases of Periodicals Class mail versus CPI and Postal Wages, illustrates the phenomenon.  During the period measured in the Exhibit, mailers were rapidly expanding their work sharing activities, which should have appreciably lowered Postal Service costs for handling their mail.  Given that fact, and the fact that 79% of operating expenses are personnel related, it is difficult to understand how non-automated (i.e., manual and mechanized) mail processing costs could have risen so rapidly during this period.  The only explanation consistent with more than a decade's worth of relevant data is that as letter mail automation expanded rapidly during this period the affected personnel were simply shuffled from automated letter mail processing to non-automated Periodicals processing,  thereby driving up the cost of Periodicals.  This scenario must not be repeated.  Technology deployment must result in cost reductions.

Exhibit 1
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3.
Increased worksharing and private sector partnerships should be encouraged, including an invigorated mechanism for establishing NSAs.

Electronic diversion of mail volume—especially First Class letter mail, the Postal Service’s primary revenue generator--is inevitable.  Consumers are beginning to make the transition from paying bills via the mail to paying bills on-line.  The transition to electronic bill presentment seems to be a bit slower but will undoubtedly accelerate as people integrate the use of the internet into their daily activities.  There are also less obvious forms of electronic diversions, for example, payment online via credit card for continuous services such as subscriptions to AOL and to Time Inc. magazines.  Time Inc. is also pursuing the electronic delivery of its magazine products via several methods.  Today, you can receive a copy of Popular Science magazine through the Zinio system, which replicates every page in the magazine and can be viewed on a desktop or laptop, and we are exploring a host of alternative display devices, including the new Tablet PC.  While the widespread electronic distribution of magazines may be years in the future and will never fully eliminate hard copy delivery, it is one among many potential avenues of electronic diversion that should not be overlooked.

No one can accurately predict the rate of electronic mail diversion and its effect on future mail volume.  But we can safely say that its impact will be negative, and that it will be substantial.  As mail volumes decline, the Postal Service will need to adjust its costs to mirror revenues.  At the same time, it will need to seek opportunities for revenue growth.  The Postal Service’s “last mile” delivery network between the local post office and the consumer’s household is its crown jewel.  No other company in America can match it.  Unfortunately, this network is underutilized.  Every delivery business is driven by revenue per stop and the Postal Service urgently needs to generate more revenue per stop to keep pace with its rising labor costs.  To capitalize on its unrivaled delivery network, the Postal Service needs to become the carrier of choice for all home deliveries.  It should be aggressively pursuing alliances with Fed Ex and UPS to deliver their volume to the household.  The addition of Fed Ex and UPS delivery volume would generate significant increases in revenue and guarantee the health of the last mile network.  By allowing the Postal Service to deliver their residential volume, Fed Ex and UPS would also improve their bottom lines, creating a win/win for everyone involved.  An example on a very small scale is the Airborne@Home product.  Airborne picks up products from mailers and drops parcels into the Postal Service’s system at the local destination delivery unit (DDU, or local 5-digit zip code office).  Airborne does what it does best, sorting parcels, and the Postal Service does what it does best, last mile delivery to the household.  We realize that such a transition would not be trivial, because of branding and a variety of other issues, but all of these hurdles can be overcome as they have been in the case of Airborne@Home.
Another good example of how this concept could work is an arrangement between TIME and NEWSWEEK, two publications that could not be more competitive.  These two magazines share some of the same printing plants, are produced on similar schedules, and, in some cases, even use the same trucking companies for distribution to newsstand wholesalers and the Postal Service.  For years, the trucking vendors sent two separate trucks to deliver these magazines to the exact same destinations.  This process gave the trucking companies the benefit of two revenue streams but imposed needless expense on the mailers, who eventually  concluded that they should ship their products together wherever possible and reduce the distribution costs for both companies.  TIME and NEWSWEEK are now transported on the same trucks, without dampening the fierce competition that exists between their editorial and advertising sales staffs.  The same approach could provide substantial benefits for the Postal Service, as well as its competitors.

If we assume that the USPS will develop a set of rates that reflects its actual costs for any given activity, then the private sector  will make economically sound decisions about where to perform work sharing activities, decisions that will result in the lowest combined cost of delivery between our printing vendors, transportation vendors, and the Postal Service.

If the Postal Service must operate within the bounds of inflation in the future, then outsourcing selected functions must be allowed.  Today, the Postal Service outsources a number of functions, such as transportation, in order to perform its mission at the lowest cost while maintaining high service standards.  These practices need to continue and grow.  In addition, the Postal Service must work closely with its unions as it pursues outsourcing opportunities, with both parties keeping in mind that the goal is to ensure the future viability of the Postal Service.

As mail volume continues to decline, the Postal Service must pursue short-term methods of shoring up existing volume while providing an incentive for mailers to grow.  The most effective method for accomplishing these goals is negotiated service agreements (NSAs) with its customers.  NSAs would permit the Postal Service to provide a financial incentive for mailers to keep volume in the system, drive costs from the system, and grow volume.  NSAs are not a new or untested concept.  They are widely used in postal administrations around the world.  For example, Canada Post has entered into NSA's that contain various volume tiers within each class of mail.  When a mailer’s volume increases to a given level, its rates decline.  In addition, these NSAs provide discounts for work sharing beyond Canada Post’s requirements, which pass through to the mailer a percentage of the savings that the work sharing activity provides to Canada Post.  The result is a partnership between Canada Post and its customers in which both parties strive to grow volume and reduce costs.  The U.S. Postal Service needs the freedom to pursue similar NSAs quickly to prevent further volume erosion.

4.
The Postal Service's scope of business should be limited to its core competency.

New sources of revenues should be limited to the core competency of the Postal Service, delivery of hard copy communications and packages to American households and businesses.  A good example of a new product that relates to the Postal Service's core competency is the recent introduction of Confirm, which, for a reasonable additional fee, provides mail-tracking capabilities to Postal Service customers.  With mail tracking data, Postal Service customers can improve their productivity and cost effectiveness by better anticipating the arrival of orders into their mailrooms and call centers.  The Postal Service should continue to pursue revenue-generating initiatives such as Confirm, but should not expand into other areas beyond its core competency.

5.
Future rate increases should be limited to no more than the rate of inflation.

Future Postal Service rate increases should not be permitted to exceed the rate of inflation, especially in light of the existing wage premium and the Postal Service's poor record in improving productivity since 1970.  Within an inflation-based cap, the Postal Service should be given the freedom to adjust rates up or down, as long as the adjustments are based upon an accurate and transparent cost measurement system and on the principle that rates in every subclass should be structured to reflect the actual costs of providing service.  In addition, each class should be required to cover its attributable cost and make some contribution to the overhead of the Service.  The amount of this overhead contribution should be governed by the criteria in the current statute.  Regulation of such a system will be discussed later in this document.

6.
Rates should be deaveraged and unbundled to reflect actual USPS costs of providing service.

Postal rates should be based upon actual postal costs and, in essence, de-averaged.  An inflation-based rate cap should be applied at the level of the current postal subclasses.  It should not impose a lockstep system of identical percentage increases for all rates within a subclass, which would perpetuate and, over time, exacerbate the current enormous disparities in markups over costs paid by different mailers in the same subclass as one another.  Rather, as long as the rate increase for a subclass remains below the rate of inflation, the Postal Service should be free to adjust intra-subclass rates to better reflect the actual costs of the services provided.

Many of today’s rates bear no relationship to the realities of mail processing costs.  The driving force behind this apparent disconnect is the fact that today’s rates are created by combining all of the costs for a given subclass and then providing  a limited number of work-share discounts as deductions from the aggregated costs.  Such discounts are not provided for all worksharing activities.  Those that are provided are based on only a partial recognition of the costs saved to the Postal Service and on passing through to mailers less than 100 percent of the part of the savings that is recognized.  The net result is that many discounts do not reflect the true value of work-sharing efforts, nor do they provide clear incentives for mailers to prepare efficient mail.  As an example, today’s rates for Periodicals contain the exact same price for processing and delivering magazines that require vastly different methods for mail processing and correspondingly significant differences in mail processing costs (See Exhibit 2).

Exhibit 2



It seems inconceivable that the magazines on the pallets shown in Examples A and B could be charged the same price.  The pallet of magazines in Example A is removed from the inbound truck by a fork lift driver and simply driven to the outbound truck for loading.  The pallet in Example B is removed from the inbound truck by a forklift driver and taken to a Small Parcel & Bundle Sorter machine.   It is there placed into a pallet dumper machine, which drops the bundles onto a conveyor.  The conveyor takes the bundles to a postal employee, who keys the zip code information for each bundle into the machine, which then transports each bundle to the appropriate container for its 5-digit zip code.  Another employee then transports each container to the outbound truck.  In Example A, only one employee and one piece of equipment are involved in the handling of the pallet.  Example B involves the same fork lift and driver as in Example A, but also a Small Parcel & Bundle Sorter machine that costs approximately $1,500,000 and is staffed by seven to eleven people, an outbound container, and an additional  person to move that container to the outbound truck.  How can these two vastly different processes result in the exact same price to the customer?

This type of inequity can be corrected only through the creation of “bottom-up” pricing that reflects the actual cost of performing various functions throughout the postal system.  Under such a rate structure, the Postal Service would send pricing signals that reflect its costs.  Mailers would react to these prices by undertaking work-sharing activities that result in the lowest combined delivery cost between their vendors and the Postal Service.  If mailers elected to behave in a way that increases costs for the Postal Service, that behavior would be reflected in their rates.  The goal of such an effort is to get the Postal Service and its customers moving in the direction of cost effectiveness.  Achieving this goal has proved impossible under the existing rate structure.

Migrating to a de-averaged, or more cost based, system would require significant changes within the Postal Service in the way that costs are measured and assigned and rates are structured.  This is not a trivial undertaking, but it can and should be done.

7.
Subject to an inflation cap on rates and the maintaining of high service standards, the burden of regulatory oversight should be substantially reduced.

The Postal Service is critical to the success of the U.S. economy and therefore deserves the highest quality oversight possible.  Nominees to the Board of Governors must be top caliber people from a broad cross section of industry and labor.  

The oversight process must also include some clear standards of performance measurement, specifically in the areas of finance and delivery service.  The GAO has requested greater transparency of data, and we support their position.

If the Postal Service is subject to a legal regime that permits only rate increases that are no greater than the rate of inflation, that promotes cost based rates, and that provides transparent measurements for financial and service performance; there is no reason that extensive additional oversight should be required.  If rates are built from the bottom up and reflect the true costs of moving the mail plus a contribution to overhead, ratepayers can be assured that there is no cross-subsidization between mail classes and that everyone is being treated fairly.  Any complaints under such a system could be handled by an administrative law judge or a similar impartial decisionmaker.  

8.
Fair distribution of the burden of retiree health care costs should be reexamined in conjunction with a comprehensive review of employee health care costs for all federal agencies

AOL Time Warner appreciates the efforts of the GAO, Treasury Department, OPM and OMB in addressing the Postal Service's retirement costs problem.  We hope that legislation recognizing the fact that this obligation has been fully funded will soon be passed.  Without such legislation, mailers will be forced to overfund the retirement costs of postal workers--in essence, a stamp tax.  We’re confident that Congress understands this issue and will act quickly to resolve the problem.

Retirement costs, however, are only one piece of a future liability facing the Postal Service and other government organizations.  Equally significant are unfunded health care costs.  Although fringe benefits should not be mandatory but a component of the negotiation process, these costs are Congressionally imposed and are not subject to management control through any process. If Congress determines to continue to control this aspect of Postal Service employee benefits, then any changes to the Postal Service’s benefit plans should be made in conjunction with a comprehensive review of health benefit funding for all Federal agencies.

9.
Congressional approval should be sought to permit the Postal Service to become economically sustainable 

Later this year, this Commission will deliver a set of recommendations to the President and Congress, some of which may not be easy for Congress to accept.  Correcting the problems of the Postal Service, whether through permitting the closing of money-losing post offices and the consolidation of unnecessary infrastructure, reexamining the scope of the universal delivery obligation, reducing the postal labor force through attrition, or establishing a collective bargaining procedure that is more conducive to the achievement pay comparability as Congress understood that term when it passed the Postal Reorganization Act, will require that Congress resist the temptation to prevent the Postal Service from doing what financial realities and sound public policy now require.

Conclusion
There are business-based solutions to the challenges facing the Postal Service, and we are confident that the Commission will identify and recommend to the President and the Congress the bold steps that need to be taken to ensure the Postal Service's continuing viability as an institution that provides an essential service to the American people.. 

SCF pallet arriving directly from mailer or printer.





5-digit pallet arriving directly from mailer or printer.





Pallet is transferred to a Small Parcel & Bundle Sorter and bundles are dumped into the machine.





USPS employees key the zip code information into the machine and it transports the bundle to a hamper that is designated for that 5-digit zip code.





Hamper is transported to an outbound truck destined for the local office.





EXAMPLE B: Magazines in a Carrier Route Bundle on an SCF pallet entered at the Sectional Center Facility.





A USPS employee transfers the pallet from the inbound truck to an outbound truck destined for the local office.  There is no mail processing involved, only a simple dock transfer.





EXAMPLE A: Magazines in a Carrier Route Bundle on a 5-digit pallet entered at the Sectional Center Facility.








� GAO-03-118, January 2003, Major Management Challenges and Program Risks, page 16.


� R97-1, TW-T-1, Direct Testimony of Halstein Stralberg


� Postal Service Compensation and the Comparability Standard, Research in Labor Economics, Volume 18, 1999, pp. 243 – 79.


� The Postal Service only measures First Class, Priority, and Express mail performance.
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