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THE POSTAL SERVICE IN THE 21ST CENTURY:
THE USPS TRANSFORMATION PLAN

MONDAY, MAY 13, 2002

U.S. SENATE,
INTERNATIONAL SECURITY, PROLIFERATION,
AND FEDERAL SERVICES SUBCOMMITTEE,
OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Committee met, pursuant to notice, at 10:02 a.m., in room
SD-342, Dirksen Senate Office Building, Hon. Daniel K. Akaka,
Chairman of the Subcommittee, presiding.

Present: Senators Akaka, Dayton, Carper, Cochran, and Stevens.

OPENING STATEMENT OF SENATOR AKAKA

Senator AKAKA. Good morning. This hearing will come to order.

This morning, we have a very rare privilege of having two Gen-
erals with us and a full house. We are pleased to have with us
today John Potter, the Postmaster General, and David Walker,
Comptroller General. Both of you have contributed so much to
framing our discussion of how to strengthen the Postal Service and
safeguard its core mission: Providing universal mail service to all
Americans at affordable prices.

Mr. Potter, in the first 11 months of your tenure, the Postal
Service has faced events that no one could have foretold. Over the
past 10 days, the Service and its employees has once again found
themselves on the front lines, and I want to commend them for the
courakge and determination they showed in response to this latest
attack.

All too often, we take them for granted, and I was so pleased
when the Senate unanimously adopted a resolution last November,
that Senator Boxer and I introduced, that commended Postal em-
ployees for their service and dedication. The events of the past 8
months have clearly demonstrated these men and women deserve
to be recognized for their courage in the face of substantial risk.

We are also honored to have with us today the Comptroller Gen-
eral, whose commitment to an effective and efficient government
has been underscored by his continued personal involvement with
oversight of the Postal Service—the work that we are doing. Mr.
Walker, I thank you and your staff for spotlighting the serious fi-
nancial and operational challenges facing the Postal Service and
for your recommendation for transformation.

I sincerely believe that we have the right folks in the right place
at the right time to assist us with the task of securing the Postal
Service’s future. I also wish to thank those members of our audi-

o))



2

ence who worked with the Postal Service as it put together this
Transformation Plan. Your cooperation and partnership added ex-
ceptional value to what we are doing.

Last March, the leadership of this Subcommittee and the full
Committee asked the GAO to review the financial condition of the
Postal Service after learning that the Service faced a possible $3
billion deficit for fiscal year 2001. A month later, GAO placed the
Service’s transformation efforts on its high risk list, and in May,
at a joint Committee/Subcommittee hearing, we responded to Mr.
Walker’s recommendation for a Transformation Plan by asking the
Postal Service to provide us with its short-, mid-, and long-term vi-
sion. That Plan and the GAO report are the focus of today’s hear-
ing.
I do not have to remind any of you that the operation of the Post-
al Service and the delivery of mail is critical to our Nation’s econ-
omy. It is the linchpin of a $900 billion mailing industry that em-
ploys nearly nine million workers and is 8 percent of gross domes-
tic product.

This morning we will examine the consequences of ignoring the
challenges facing the Service, as laid out by the Plan and GAOQO’s
report. I believe both reports make a strong case for change and
both propose some tough options on tough issues, some of which
will be politically unpopular.

I am also aware that given the diverse nature of the mailing in-
dustry, it may be difficult to forge a true consensus, but I agree
with the Postmaster General that the only way to tackle the future
of the Postal Service is through working together.

I will not take any more time to discuss where we have been.
Rather, I would like to talk about the Transformation Plan. I ap-
preciate the extent to which the Plan addresses many of the funda-
mental issues associated with Postal questions and operations,
rates and pricing, human resources, regulatory reform, and mail
safety. However, within these categories, there were details that
were not clearly defined, such as implementation time frames, how
proposed cost cutting goals and no rate increases until 2004 will
provide adequate funds for capital needs and debt reduction, and
how the Postal Service will deal with the long-term liabilities asso-
ciated with pension plans and post-retirement health benefits while
ensuring the retirement security of its employees.

We need fuller explanations of the Service’s strategies to improve
labor-management relations and how it will enhance workforce cul-
ture. How will changes to procurement and contracting procedures
produce savings? And how will the Service fund mail safety and se-
curity programs beyond Congressional appropriations?

It is also fair to ask why existing flexibilities have been seldom
used, and what has changed that makes the Postal Service believe
it can now take advantage of the short-term options outlined in the
Plan? How do we balance the interests of those who use First-Class
Mail with the interests of commercial mailers as the Postal Service
seeks additional pricing flexibilities? How do we protect universal
service and make sure that the Postal Service’s core mission does
not erode?

Although we do not have the time to examine all of these issues
today, we will seek answers to these and other questions.
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Let me conclude by saying that should Congress agree with the
recommendation that the Postal Service become a commercial gov-
ernment enterprise, we must protect the institutional and fiduciary
interests of the Federal Government, the Congress, and the public.
We must consider how a government entity with commercial man-
dates would function and how we would ensure Congressional ac-
countability and protect against the misuse of Federal funds and
authority.

Without strong guarantees of accountability and credible finan-
cial auditing to protect the public interest, a future generation of
lawmakers will be obligated to reconsider the very issues we will
discuss today.

I now yield to our first witness. I ask that you keep your oral
statements to 5 minutes. Be assured, however, that your written
testimonies will be made a part of the record. Again, I express my
gratitude for your presence this morning. Postmaster General,
please proceed.

TESTIMONY OF HON. JOHN E. POTTER,! POSTMASTER
GENERAL, U.S. POSTAL SERVICE

Mr. POTTER. Good morning, Mr. Chairman. Thank you for the
opportunity to speak with you today about the transformation of
the U.S. Postal Service.

One year ago, the Congress asked the Postal Service to create a
comprehensive Transformation Plan that would chart its current
and future mission and the reforms that would be necessary to ful-
fill that mission. We delivered that plan to Congress 1 month ago.

In developing the Plan, the Postal Service Board of Governors
and Postal management reached out to our stakeholders, the mail-
ing industry, Postal unions, our management associations, and in-
dividual consumers. We received their input and recommendations
on the future of the Postal Service. There was consensus among
this very diverse group that the Postal Service must change if it
expects to continue to provide universal service to all Americans.
Our Transformation Plan maintains our commitment to that core
value, that is, to provide access to postal service and daily delivery
for all Americans, regardless of where they live, where they work,
or their economic circumstances.

It was that national mandate to provide universal service that
led to the establishment of a network of post offices throughout the
original 13 colonies. Today, we preserve that commitment by pro-
viding a national communications network that connects 280 mil-
lion people, 105 million households, and 13 million businesses
across America through some 38,000 post offices, stations, and
branches.

Throughout our 225-year history, the Postal Service has adapted
to meet the changing needs of our customers. The circumstances
we find ourselves in today necessitate a reevaluation of our oper-
ations and the business model which governs us. Today, we are ex-
periencing extraordinary declines in mail volume and resulting
losses in revenues. Our projected volume decline for this year will

1The prepared statement of Postmaster General Potter appears in the Appendix on page 39.
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be more than six billion pieces of mail below last year. That is the
largest volume decline ever experienced in a single year.

Despite this decline, we are working to reduce our net loss below
our earlier projections. To achieve this, we will reduce the number
of career employees through attrition by 20,000 people this year. In
addition, we will cut over 60 million work hours compared to last
year, and we are postponing program expenditures and delaying
capital investments.

The net effect of these actions will reduce current year planned
expenses by $2 billion. Those savings, combined with the $1 billion
infusion of revenue from the early implementation of the rate case,
means our projected net loss for the year will be in the range of
$1.5 billion instead of what easily could have been a loss of $4.5
billion.

But these circumstances dictate that we must take a more com-
prehensive approach to address these issues in the future. That ap-
proach is presented in our Transformation Plan. The Plan identi-
fies three parallel courses of action: First, initiatives to improve
service and efficiency under current legislation; second, moderate
regulatory and legislative change needed to better manage today;
and finally, comprehensive legislative reform which addresses com-
plex issues, such as a definition of universal service. Let me take
a moment to discuss each.

Internally, we have to balance the need to grow volume with the
need for efficiency to assure affordable rates. In short, we must in-
crease the value of our products. Value starts with service. Timely
delivery remains our No. 1 priority.

In addition, we have begun to leverage our experience with tech-
nology to enhance our products and services. For instance, we have
introduced the first intelligent mail product, called Confirm, that
enables mailers to track their letters or flats through each step of
the Postal Service distribution process. This tool gives mailers in-
formation to plan marketing strategies and sales based on more
predictable and reliable mail delivery.

The second element of value is price. By law, we are required to
set prices based on costs, which is why we have embarked on a 5-
year plan to reduce costs by $5 billion through 2006. Our plans in-
clude the use of technology to automate operations, facility and
transportation network changes, and establishment of a customer-
focused, performance-driven culture.

I would add, Mr. Chairman, that we continue to work closely
with representatives from mailers’ organizations, citizens’ groups,
and our unions and management associations to solicit their input
and support for these initiatives.

Concurrent with this effort, we have focused on immediate, mod-
erate regulatory and legislative changes. Our No. 1 priority is to
modify the rates process to be more compatible with the needs of
our customers and to provide management with the flexibility to
grow the business. We have joined with the Chairman of the Postal
Rate Commission, George Omas, to convene a joint summit of all
stakeholders in the mailing industry later this month. While this
effort may produce some positive results, a moderate change in leg-
islation will assure that the will of the people, as determined by
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its elected representatives, is carried out and that protection of uni-
versal service is assured.

To that end, the Transformation Plan calls for a comprehensive
legislative change to address the future needs of the Postal Service.
There are many complex public policy issues, such as the definition
of universal service and the Postal Service’s business model, which
require careful evaluation.

While there were many alternatives for consideration, the Trans-
formation Plan lays out three possible scenarios for our future. We
have provided two scenarios that are at the far ends of the spec-
trum of alternatives available, putting the Postal Service back on
budget as a traditional government agency at one end, or creating
a privatized corporation at the other end.

In addition, we provided another scenario for converting the cur-
rent business model to a Commercial Government Enterprise. This
third model, a Commercial Government Enterprise, would provide
the tools needed to ensure universal service for the American pub-
lic and long-term financial stability. Essentially, the Postal Service
could become profit-driven, generate returns to finance capital
projects instead of increasing our debt load, introduce flexible pric-
ing based on market demand, and develop better relationships with
our employees.

These and other long-term changes to transform the Postal Serv-
ice can only come with legislative reforms. Every American and
every policy maker has a stake in Postal reform and trans-
formation. The mailing industry of this country employs over nine
million Americans. It contributes $900 billion to the Nation’s econ-
omy, representing 8 percent of the gross domestic product. This na-
tional asset must be protected and preserved. We look to this Sub-
committee, the Congress, and the administration to help and guide
us toward that goal.

Finally, I want to take this opportunity to thank the American
public for their support in helping us respond to the recent mailbox
bombing incidents in the Midwest. Residents in rural areas helped
by opening their mailboxes to minimize risk to our letter carriers
and themselves. Our employees deserve credit, too, for their cour-
age and commitment to deliver the mail under difficult cir-
cumstances. Their actions brought new meaning to our commit-
ment to provide universal delivery service to America.

I also want to acknowledge and thank the many local, State, and
Federal law enforcement authorities who worked to resolve the
mailbox bombing incidents. I especially want to thank Acting Chief
Inspector Jim Rowan for helping coordinate all our resources and
getting 150 Postal inspectors deployed throughout the Midwest to
help in the investigation.

In reviewing the news accounts of last weekend, I was reminded
that the American people place a high value on the daily delivery
of their mail. It is that value that underscores the importance of
universal service and the need to change the Postal Service. To
that end, my staff and I would be pleased to work with this Sub-
committee in any way possible to advance the transformation of the
Postal Service.

Thank you, Mr. Chairman. I would be pleased to respond to any
questions or suggestions you might have.
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Senator AKAKA. Thank you very much for your statement. We
certainly look forward to working together with you.

I would like to call on my friend for any statement he may have,
Senator Cochran.

OPENING STATEMENT OF SENATOR COCHRAN

Senator COCHRAN. Mr. Chairman, thank you very much. I am
pleased to join you this morning to hear the presentation by the
Postal Service, the Postmaster General specifically, of his Trans-
formation Plan and his observations about the challenges that face
the Postal Service, and to welcome David Walker, Comptroller. We
appreciate very much your cooperation with our Subcommittee.

I know that many of us, particularly Postal Service employees,
long for the good old days when the worst thing that could happen
to you if you were a Postal employee was to be bitten by a dog.
[Laughter.]

But the fact is, in this current environment, you can be
anthraxed or pipe-bombed and confused with changing trends and
demands in the marketplace. We are in a very fast transition
phase, it seems to me, in terms of the business challenges that face
the Postal Service, and I use that term “business” because I can
remember when I used to talk about the fact that we have to real-
ize that the Postal Service is really not a business. It is a service.
It is the U.S. Postal Service. It has a greater and larger responsi-
bility to the people of this country.

So it is a unique challenge that the people who run the Postal
Service face. It is not just one or the other. It is a combination of
an entity that has to comply with the strict mandates of Federal
law. It is independent from government. Congress really is not sup-
posed to run it and meddle in its business, but it tends to all the
time anyway. So there are a lot of anomalies when it comes to try-
ing to figure out how to proceed to improve and fulfill the missions
and the challenges of the future that I think the Postmaster Gen-
eral has really articulated in his statement today very well.

Reducing costs is a priority. Improving the reliability of services,
that is a must, reaching out for advice from those who use the serv-
ices out of the U.S. Postal Service, and realizing that we have to
embark upon some commercial realities, government enterprises.
The use of the phrase “commercial government enterprise” is inter-
esting and challenging. I think we need to commit ourselves as a
Subcommittee to working with you and trying to figure out ways
to improve the basic underlying laws and restrictions that apply to
the Postal Service.

I am willing to commit to you my best efforts, and I am sure oth-
ers of the Subcommittee and Congress will join me in that commit-
ment today. Thank you.

Senator AKAKA. Thank you very much for your statement, Sen-
ator Cochran.

I would like to call on Senator Dayton for an opening statement.

Senator DAYTON. Thank you. Nothing at this time, Mr. Chair-
man. Thank you.

Senator AKAKA. Senator Carper, any statement.
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OPENING STATEMENT OF SENATOR CARPER

Senator CARPER. Thank you, Mr. Chairman, and to the Post-
master General and to the Comptroller General, welcome, both of
you. We thank you for your presence here today. We thank you for
your good work, as well.

I grew up in Danville, Virginia, and had a newspaper route in
the mornings and in the afternoons. Later on, my stepson would
deliver newspapers in New Castle, Delaware. If you go back to
Danville, Virginia and New Castle, Delaware today, you do not
have kids delivering newspapers anymore. It is a sign of the times.

I think what your employees have been through in the last 6, 7,
or 8 months with respect to the anthrax, the chemicals in the mail,
and more recently the bombings in the Midwest, is a sign of the
times, as well, and not a very good sign of the times.

Postmaster General Potter, I would just ask that you convey to
your employees our continued thanks for their service to all of us
in what we know are challenging, challenging times.

I think the attacks I mention may have come at what is perhaps
the lowest point in the Postal Service’s 30-year history. Volume is
down. Revenues are down. Deficits are growing and fixed costs are
not going away. Some of the customers who left the Postal Service
because of safety concerns in recent months may come back as the
economy continues to recover. Others may never return and it is
possible that the Postal Service would have lost a good number of
them in any event.

As the Transformation Plan that you submitted points out, the
Internet is already eating into volume and will continue to do so
in coming years as younger generations who are more comfortable
with technology take advantage of innovations like electronic bill
pay. I just paid my bills this weekend. It was interesting to note,
and I thought about this in anticipation of today’s hearing, how
many of the bills we pay now through electronic billing that we
used to put stamps on the envelopes and pop them into the mail
on Monday mornings. Obviously, we are not the only family that
does that.

So what do we do? What do we want our Postal Service to look
like in the Internet age? These are questions we have to answer
or else the circumstances will answer them for all of us. As GAO
has pointed out, the Postal Service cannot simply continue to do
business the way it has been doing it and continue to survive and
prosper.

One thing that we do need to think, I believe, long and hard
about in Postal reform is whether to allow the Postal Service to be-
come a “communication company,” as it has taken to calling itself
recently. The Postal Service is in the mailing business and should
stick to what it does best, I think, and that is delivering the mail.
Offering e-commerce services and selling greeting cards and sta-
tionery in the post office might be in some ways a little more excit-
ing, maybe more challenging than delivering letters and packages,
but we need to ask ourselves, will it improve the Postal Service’s
bottom line and can it be done in a manner that is fair to the Post-
al Service’s private sector competitors?

Making smart management decisions aimed at increasing vol-
ume, raising revenue, cutting costs, and capitalizing on quick, effi-
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cient delivery of the mail will improve the bottom line, and that is
for sure.

A number of years ago, I went to business school and we did case
studies, as a lot of students in business schools do, and I told my
staff in anticipation of this meeting, Mr. Chairman, that if I were
the person responsible for running the Postal Service, and particu-
larly with the business school bent, I would be trying to figure out
how to reinvent the company and probably how to turn it into a
communications company. Doing so, however, may not be fair to
the private sector companies with whom you compete for the non-
monopoly business, and doing so may not be fair to those of us who
pay for First-Class Mail and may be paying actually more than our
fair share of the costs in order to cover the non-First-Class Mail.

I believe, and we will get into this in Q&A, I believe that about
50 percent of your revenues come from First-Class Mail. Those rev-
enues cover maybe 70 percent of your operating costs, your institu-
tional costs. That is a point I want to come back to a bit later.

Mr. Chairman, I have a couple more things that are in my state-
ment. I would ask unanimous consent that those comments be
added to the record, and again, we thank our witnesses and look
forward to just a real good dialog with you. Thank you.

[The prepared statement of Senator Carper follows:]

PREPARED OPENING STATEMENT OF SENATOR CARPER

Thank you, Mr. Chairman and thank you General Potter for being here today to
talk about the Transformation Plan the Postal Service submitted to Congress last
month. Let me also thank you for your service to our country during what has been
a difficult time for the Postal Service and postal employees across the country.
Through the threat of biological attack and, most recently, bombs in mailboxes,
you’ve all been vigilant in carrying out your mission—connecting America through
the mail. I think I speak for all of my colleagues on the Subcommittee today when
I say that your work is greatly appreciated.

Unfortunately, the attacks I mention have come at what has to be the lowest
point in the Postal Service’s 30-year history. Volume is down, revenue is poor, defi-
cits are growing and fixed costs are not going away. Some of the customers who left
the Postal Service because of safety concerns in recent months may come back as
the economy continues to recover. Others may never return, and it is possible that
the Postal Service would have lost a good number of them anyway. As the Trans-
formation Plan points out, the Internet is already eating into volume and will con-
tinue to do so in coming years as younger generations who are more comfortable
with technology take advantage of innovations like electronic bill pay.

So what do we do? What do we want the Postal Service to look like and do in
the age of the Internet? These are the questions we have to find the answer to, or
else circumstances will answer them for us. As GAO has pointed out, the Postal
Service simply cannot continue to do business the way it has been and hope to sur-
vive.

One thing I think we should not do in postal reform is to allow the Postal Service
to become a “Communications Company,” as it has taken to calling itself recently.
The Postal Service is in the mailing business and should stick to doing what it does
best—delivering the mail. Offering e-commerce services and selling greeting cards
and stationery in post offices might be more exciting than delivering letters and
packages but it will not improve the Postal Service’s bottom line. Making smart
management decisions aimed at increasing volume, raising revenue, cutting costs
and capitalizing on quick, efficient delivery of the mail will.

Congress has a role to play in digging the Postal Service out of the hole it finds
itself in. Our aim should be to allow the Postal Service to operate more like a busi-
ness but in a way that is fair to its private sector competitors. First, we need to
reform the rate-making process to give the Postal Service the flexibility to offer vol-
ume and seasonal discounts that would increase volume and even to raise rates in
high volume seasons or in the event of an energy crisis. We need to remove the
break-even mandate and allow the Postal Service to retain earnings that could be
invested in new technologies or saved for a rainy day. We may also need to look
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into removing the constraints we place on the Postal Service every year during the
appropriations process that require them to maintain expensive facilities and small
post offices that they may need to carry out their mission.

Most of the heavy lifting in the short term, however, will have to come from the
Postal Service itself. I was pleased that the Transformation Plan took a step in the
right direction by putting forward some strong proposals aimed at cutting costs and
improving operational efficiency. One thing I'd like to learn from General Potter
today, however, is where exactly the $5 billion in savings the Plan says it will gen-
erate through 2006 will come from.

All that being said, the toughest decisions Congress and the Postal Service will
have to make in the coming months will be on what universal service should mean
next year, or even 10 or 20 years from now when the pace of electronic diversion
begins to quicken. Some easy answers would be to go to a shorter delivery week,
to cut back service in hard-to-reach rural areas or to weaken delivery standards. I
can’t profess to be an expert on postal issues but I truly believe that actions like
these, while they should be examined, may weaken the Postal Service instead of
strengthening it. Our overarching goal in postal reform should be to preserve as
much of the promise of universal service as possible, not to preserve the Postal Serv-
ice at its current size and under its current construction at all costs. Cutting service
and raising rates to finance an inefficient Postal Service will only drive more cus-
tomers away.

In closing, let me say that its time for all of us, both here in Congress and in
the mailing community, to get serious about the problems the Postal Service faces.
The postal economy is too large and the number of jobs that depend on the mail
is too high for us not to act. I congratulate the Chairman and Ranking Member on
this subcommittee, Senators Akaka and Cochran, and Senators Lieberman and
Thompson on the full Committee for doing their part in calling this hearing today
and in asking the Postal Service to prepare this Plan we have before us. I also urge
postal stakeholders—the unions, the mailers and the Postal Service’s private com-
petitors—to recognize that, while they may not like some of what postal reform will
inevitably mean, compromises will have to be made. If we don’t work together now,
there may not be much left of the Postal Service to reform. Service should be our
focus, not any one group’s narrow interests. If we don’t keep this in mind, I think
we’ll all lose. The businesses and everyday Americans who depend on the mail, how-
ever, will lose the most.

Thank you again Mr. Chairman. I look forward to hearing from the witnesses.

Senator AKAKA. Your statement will be included in the record.
Now, I would like to ask the Comptroller General for your testi-
mony.

TESTIMONY OF HON. DAVID M. WALKER,! COMPTROLLER
GENERAL, GENERAL ACCOUNTING OFFICE

Mr. WALKER. Thank you, Mr. Chairman and Senators. I am
pleased to be here today to participate in this hearing on the finan-
cial condition of and transformation challenges facing the U.S.
Postal Service.

As you know, it was about a year ago that I appeared before this
Subcommittee and we talked about the challenges that the Postal
Service faced at that point in time. It was immediately after the
GAO put the Postal Service’s transformation effort on our high risk
list. As you know, our high risk designation normally generates
light, with light, you get heat, and with heat, you get action.

I am pleased to say that there has been a variety of actions
taken during the last year, the most recent being the Service’s pro-
mulgation of its proposed Transformation Plan, which I think is a
positive step. I think in many cases, the Transformation Plan ex-
ceeded the expectations of many parties. It represented a good faith
effort to be able to address the nature and extent of the problems

1The prepared statement of Mr. Walker appears in the Appendix on page 46.
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that the Postal Service faces and it also employed a three-step ap-
proach.

What can management do within the context of current law?
What type of incremental legislative reforms might be helpful to
the Postal Service to provide it with some additional flexibility, ad-
ditional empowerment, and reduce some barriers, while at the
same point in time coupled with appropriate transparency and ac-
countability mechanisms to go with that? And what needs to be
done on a long-term basis to deal with the fundamental trans-
formation challenge that the Postal Service faces?

Its current business model does not work in the 21st Century.
Let me state that again. The Postal Service’s current business
model does not work in the 21st Century and will not work in the
21st Century. So there are fundamental questions that have to be
addressed.

At the same point in time, there are some key things that we
think need to be addressed that were not in the Transformation
Plan, a few key topics as well as an action plan, not only what
needs to be done, but how to do it. What are the mechanisms that
need to be done and what are the important milestones that can
help to gauge progress?

Mr. Chairman, you have been kind to include my entire state-
ment in the record, let me hit a few of the highlights that I think
it is important to keep in mind.

Obviously, the catastrophic events of September 11 and the sub-
sequent use of mail to transmit anthrax, as well as the most recent
pipe bombings, have changed the ballgame fundamentally. They
have served to decrease mail volume and they have served to in-
crease the cost of the Postal Service, and only time will tell how
much of this decreased volume and how much of this increased cost
is long-term versus short-term in nature.

Despite additional cost cutting efforts in the first half of fiscal
year 2002, the Service’s revenues declined approximately twice as
fast as its expenses, in part because the Service has large fixed ex-
penditures that are very difficult to change quickly.

Productivity increases continue to be difficult to achieve and sus-
tain. As you know, recently, the Postal Service has been granted
a rate increase to be effective on July 1. That will, among other
things, end up increasing First-Class postage to 37 cents, an in-
crease of three cents. I think while over a number of years, if you
look over several decades, the Postal Service rate increases for
First-Class Mail have equaled inflation. However, if you look since
January 1999, its rate increases have far outpaced inflation, and
if you look at what some of the underlying pressures that the Post-
al Service faces, that is likely to continue to be the case in the fu-
ture unless the Postal Service is successful in achieving the funda-
mental transformation that we are calling for.

Cash flow difficulties continue. The Service’s debt is budgeted to
rise to $12.9 billion by the end of fiscal year 2002, up $1.6 billion
from the previous year, and only $2.1 billion below the statutory
cap of $15 billion. To conserve cash and to limit debt, the Service
has continued to freeze its capital spending for most facility
projects, resulting in a growing backlog, and that is just a timing



11

difference. Sooner or later, you are going to have to deal with it,
and sometimes delays conserve to exacerbate the problem.

The Service’s financial condition has deteriorated. Its liabilities
exceed its assets. It has a negative net worth. The Service’s major
liabilities and obligations are estimated at close to $100 billion,
which include liabilities for pensions, workers’ compensation, debt
to the Treasury, and certain other obligations for Postal retirement
health benefits.

While some of these amounts are reflected on the balance sheet
of the Postal Service, some of these amounts are not. For example,
$49 billion in unfunded retiree health benefits are not reflected on
the balance sheet. In addition, they are not adequately disclosed in
the notes. In addition, there is a $32 billion number that is re-
flected as a pension liability, but it is also reflected as a deferred
asset, therefore netting out to zero with regard to the Postal Serv-
ices overall financial condition.

Mr. Chairman and Senators, I am very concerned about whether
or not the current accounting treatment for Postal retirement
health obligations and pension obligations fairly presents the eco-
nomic reality associated with the Postal Service’s commitments
with regard to these programs. I have brought this to the attention
of Postmaster General Jack Potter as well as the Inspector Gen-
eral. We are trying to contact the external auditors, and I expect
this is an issue that we are going to be talking about over the next
several weeks. But the fact of the matter is that these are signifi-
cant sums that, depending upon what the resolution is, could sig-
nificantly change the net financial condition of the Postal Service
today as well as the factors that will impact future rate increases
and a variety of other factors looking forward.

The Service’s financial difficulties are not just a cyclical phe-
nomenon that will fade as the economy recovers. Its basic business
model does not work. It is facing increasing competition, including
from the two things that are on my belt. Through my wireless e-
mail device, I get e-mail and can tap into the Internet, and through
my cell phone, I can make unlimited calls nationwide to be able to
keep in touch with parties, whether for business or personal rea-
sons, rather than sending a letter, as was the case in the past.

Clearly, a range of stakeholders are looking for positive and con-
structive ways to work through the difficult Postal transformation
issues and the Postal Service’s Transformation Plan is a positive
first step. It is clear, however, that real transformation will require
tough choices, shared sacrifices, and that it is unrealistic to expect
that, given the complexity and the controversy associated with
these issues and the difficulty associated therewith, that there will
be a consensus on a plan forward, and, therefore, tough choices will
have to be made.

However, we believe that the Service’s worsening financial condi-
tion and outlook intensify the need for Congress to act on meaning-
ful Postal reform and transformation legislation. We believe that
comprehensive legislative change will be needed to address certain
key unresolved transformation issues, some of which have not been
fully addressed by proposed legislation or the Service’s Trans-
formation Plan.
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Meanwhile, the Service’s growing financial problems call for con-
tinued close Congressional oversight of its financial condition,
progress, and meeting its Transformation Plan. We believe that it
is important that there be greater transparency on a quarterly
basis regarding to where the Postal Service stands with regard to
its financial results, where it stands with regard to its Trans-
formation Plan along the lines of what you would expect from a $67
billion a year enterprise, one of the Nation’s leading employers, and
if it was a Fortune company, would be a Fortune 10 company.

The Congress’s strong support for the Service to develop the
Transformation Plan, and this Subcommittee’s in particular, has
helped to move the discussion forward. We look forward to working
with the Congress to try to deal with these very difficult issues.

Mr. Chairman, thank you again for the opportunity to appear. I
will be more than happy to answer any questions you or the other
Senators may have. Thank you.

Senator AKAKA. Thank you very much, Comptroller General, for
your candid statement.

I would like to ask my friend, Senator Stevens, for any statement
you may have.

OPENING STATEMENT OF SENATOR STEVENS

Senator STEVENS. You are very kind, Mr. Chairman. I am sorry
to be late. I do not have any questions. I am pleased to be able to
be here for this annual event. No State in the Union has more in-
terest in the continued health of the U.S. Postal Service than my
State. Without any basic road system, the Postal Service delivers
our mail literally through hail, sleet, and snow, and we are pleased
to have an opportunity to work with the Postmaster General and
I appreciate Mr. Walker’s report. Thank you very much.

Senator AKAKA. Thank you very much, Senator Stevens.

Let me begin the first round of questions by asking the Post-
master General to detail the consequences if the short-term options
proposed in the Transformation Plan are not adopted. I would also
like to know what the consequence will be if the Service reaches
its statutory borrowing limit of $15 billion.

Mr. POTTER. Let me begin with the borrowing limit. Obviously,
it is my job and the job of everyone in the Postal Service to make
sure that we do not reach that borrowing limit. The Board of Gov-
ernors of the Postal Service has been very clear in its direction to
Postal management that we are not to exceed that borrowing limit.
By law, we cannot, and we are not to seek relief from that because
that simply pushes the cost of providing today’s service on future
ratepayers.

I can assure you that we have no intention of hitting that bor-
rowing limit this year. Our plans would result in us not approach-
ing that borrowing limit next year, and it is our job to make sure
that we do not do that, not only in the near future, but in the long
term.

As regards what we are doing today, our short-term plans, obvi-
ously, there are many things that we built into the Transformation
Plan that we in the Postal Service can control, particularly when
it comes to efforts to improve the value of the mail, both from a
service standpoint as well as a cost standpoint. We are very proud
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of the efforts of the men and women of the Postal Service, particu-
larly this year, to reduce our costs.

We have had eight accounting periods thus far in our fiscal year.
The first accounting period, our total factor productivity was a neg-
ative 2.9 percent. That was the period right after September 11.
Then we had our accounting period five, which is just post—Christ-
mas, where we had a negative 0.9 percent total factor productivity.
In every other accounting period, our total factor productivity has
been positive, and year-to-date, our total factor productivity is posi-
tive. It is 0.2 positive. Our labor productivity, output per work
hour, is up 1 percent.

So we are managing the business. Our employees understand the
challenge that faces the Postal Service. They are responding to that
challenge, and given the fact that we will lose some six billion
pieces of mail this year, I think our people, right on down to the
clerks, mail handlers, carriers, rural carriers, are doing their part
to make sure that the Postal Service remains efficient.

We do need help, and we are seeking short-term legislative help,
particularly in the area of pricing, because there we feel that there
are opportunities to grow the business and we are exploring those
with the Rate Commission. We think there are opportunities to im-
prove the relationship between the Postal Service and our unions.
We spend some $300 million a year on dispute resolution. That cer-
tainly represents an opportunity where, working with our unions
and management associations, to address those costs to see wheth-
er or not we can bring them down.

So we are embarked on a very aggressive plan, what we can do
within the current legislation. Beyond the current legislation, we
are seeking help, but believe me, we are going to work as hard as
we can, regardless of what happens, to do our best. The more tools
that are available to Postal management, the greater our oppor-
tunity will be to succeed in the short run.

Senator AKAKA. Mr. Walker, last spring, the GAO placed the
Postal Service’s transformation efforts on your high risk list, as you
have stated. What should the Service do to move forward and make
progress on implementing the actions called for in its Trans-
formation Plan, and would taking these actions remove the Postal
Service from the high risk list?

Mr. WALKER. First, Mr. Chairman, I think that Postmaster Gen-
eral Jack Potter and his management team, working with other
stakeholders, including the Board of Governors, are taking this se-
riously and they are trying to do what they can within the context
of current law to try to achieve cost reductions, to enhance produc-
tivity, while at the same point in time improving service.

I do, however, believe that they cannot do it alone. I believe that
legislative changes are in order. Specifically, some additional flexi-
bility, additional transparency and accountability, and other issues
have to be addressed by elected officials, issues such as what is the
definition of universal postal service in the 21st Century?

Clearly, as Senator Stevens pointed out, there are areas of this
country that rely very heavily on the Postal Service, and whatever
that definition of universal postal service is, the Postal Service has
to meet it irrespective of the cost, irrespective of the geographic
proximity. But now, today, I would respectfully suggest, given the
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advances in technology and alternative means of communication,
the definition should be fundamentally different than it was in the
1700’s when the Postal Service was created.

I also think that it is important that other key issues be ad-
dressed, as well, that are not in this transformation effort, and im-
portantly, there is going to have to be a vehicle to achieve this type
of change. We have said before that we think that some type of
commission is likely to be necessary in order to be able to make
a package of recommendations that the Congress can consider as
a package, possibly for an up or down vote, because of the difficult
choices that are going to have to be made.

The infrastructure has to be rationalized. There is a difference
between points of service, which arguably should be more numer-
ous than they are now, and bricks and mortar, which, hopefully,
you would want to minimize the amount of bricks and mortar, not
only for cost reasons, but for security and safety and various other
reasons.

In summary, I think that there are things that the Postal Service
can and should do within the context of current law, but I do not
think there is any question that legislation is going to be necessary
and that probably some sort of commission is going to be necessary
to address some of these more fundamental questions where there
are legislative constraints or other constraints that exist.

Senator AKAKA. Mr. Potter, as you know, our request for a
Transformation Plan was prompted by the need to have a more
complete and accurate picture of the Postal Service’s financial situ-
ation. One of our primary goals was to learn how the Postal Service
planned to reduce its outstanding debt, an issue that is of serious
concern to the Treasury Department, as well. Would you comment
on why the Plan did not provide specific details on how the Postal
Service will reduce its debt or offer benchmarks to judge the Postal
Service’s progress?

Mr. PorTER. Mr. Chairman, when we put together the Trans-
formation Plan, it was during a very trying period for the Postal
Service. Earlier projections for this fiscal year called for the Postal
Service to have some 212 billion pieces of mail this year. Right
now, our best estimate is that we will come in somewhere around
200 billion pieces of mail.

Given the circumstances, it is very difficult to understand wheth-
er or not the changes, as the Comptroller General earlier said, that
we have seen, particularly at the beginning of this fiscal year, are
structural or whether they would rebound. So it was very difficult
for us to make any sort of accurate projections on where volume
was going to go long-term.

Suffice it to say, though, that there are serious challenges facing
the Postal Service. The diversion of First-Class Mail to electronic
medium is potentially as high as $18 billion. The timing of that di-
version is in question, and certainly if we had gone back 5 years,
there are many people who would have expected that the diversion
would have happened at a much more rapid pace than it has over
this past 5 years.

So it was difficult in terms of being able to project into the future
what our volumes would be, and considering the circumstances
that we found ourselves in over the last 6 months with the threat
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of anthrax, the great impact on the economy that we have seen,
and the recessionary period that we find ourselves in.

That is not to say that we are not working to develop better pro-
jections, and certainly there are limitations within the current leg-
islation for us to reduce our debt load. We are taking actions that
we feel are possible in terms of improving productivity as well as
our efforts to increase our volumes. But we are very much limited
in terms of our ability under the current legislation to be much
more aggressive than we have been.

Senator AKAKA. Mr. Potter, I thank you for your response. As
you know, I believe the Service’s financial house must be in order
before the Postal Service is granted greater flexibilities and I want
to be as helpful as possible in this regard.

Mr. Walker’s testimony points to the need to focus on the trans-
parency and accountability issues. I would, therefore, ask that be-
fore we hold our annual hearing to receive your report to the Sen-
ate this fall, we have a detailed step-by-step plan as to how the
Postal Service will reduce its debt and what further steps the Serv-
ice will take to provide greater transparency of its finances. This
will increase our understanding, I believe, of Postal finances, and
I thank you for your responses.

Let me then move on to questions from Senator Cochran.

Senator COCHRAN. Mr. Chairman, thank you very much.

General Potter, you mentioned in your presentation of this
Transformation Plan the necessity to have a transition to a less
monopolistic and more competitive organization, but you also sug-
gested in the long term some parts of the Postal monopoly are lia-
ble to remain. How important is this retention of the monopoly on
letter mail, and in order for the Postal Service to be transformed,
should this, too, be changed?

Mr. POTTER. One of the strengths of the Postal Service, the key
strength, is the universality of the service that we provide to all
Americans. Our ability to offer uniform rates, affordable rates, to
all Americans is contingent upon, in my opinion, having a monop-
oly, which we do today, for letter mail. Lack of a monopoly would
have competitors coming in and literally skimming the cream off
the top. They would serve big cities at a reasonable price but would
not serve rural communities, and certainly people in Alaska and re-
mote parts of Hawaii would not have access to affordable services.

So, therefore, I believe it is very important that the Postal Serv-
ice have a monopoly. Again, that is the will of the people, and it
is there in law today. I think there were a lot of very sound reasons
why a monopoly was created for that product, and I believe, looking
into the future, that those reasons for the establishment of a mo-
nopoly for letter mail are probably stronger today than they have
ever been in the past.

But I do feel, on the other hand, that the Postal Service does
need to look at its infrastructure. These are public policy decisions
for which we need guidance from the Congress, from the adminis-
tration, from the Senate regarding where we go in the future, and
that is why in the Transformation Plan we look to those decisions
to be made in a legislative arena, not with the Postal Service mak-
ing independent decisions, but with the will of the American public



16

to be the driving force behind the future of the Postal Service and
the definition of universal service.

Senator COCHRAN. In that connection, there is a statement in the
executive summary that universal service could be defined under
contract, a contract between the Postal Service and the govern-
ment. Do you see any difference between the current universal
service obligation and the Postal Service’s performance of universal
service as a commercial government enterprise?

Mr. POTTER. It is very interesting. If you ask ten people what the
definition of universal service is, you tend to get 10 different an-
swers, so we have to start with a clear definition of what that is.
In my mind, universal service is 6-days-a-week delivery to every
delivery address. It is a uniform rate across the country. And by
law today, it is the existing infrastructure of 38,000 post offices. It
is that infrastructure that we are talking about when we define
universal service.

Now, as we look to the future, there are within each of those
definitions opportunities to save money and keep rates affordable,
but also, in some cases, to make changes that would improve the
service offerings that people have.

I was pleased to find a GAO report from the 1970’s, as an exam-
ple, that looked at post office closings. They said that in the evalua-
tion of some of the post offices that were closed at that time, that
the level of service that was provided to those customers or those
post offices actually increased customers did not have to pick up
their mail at the post office, because we delivered mail to the door
of the customer. Rural carriers sell stamps. They are literally a
post office on wheels. So rather than forcing a customer to come to
the post office, we actually brought the post office to each of those
customers.

So, again, I think we have to look at those opportunities and
carefully evaluate how we provide service today to the American
public that is different than what might have been provided in
1970, and a change in the law is required. A redefinition, given to-
day’s marketplace, of universal service, I think, would be beneficial
not only to the Postal Service but to the American public as well.

Senator COCHRAN. We are all aware of the anthrax challenge and
these other threats of terrorism and the realities of terrorism, and
you talk about the inevitability of increases in costs. How much of
the financial difficulty that the post office faces now can be attrib-
uted to the terrorism threats and the reality of the terrorism acts
that we experienced after September 11?

Mr. POTTER. I am very proud of the fact that the confidence that
the American public has in the mail has bounced back. We saw a
significant decline in people’s confidence in the safety of mail short-
ly after the anthrax incidents, but that confidence in the mail has
bounced back.

I believe that when one looks at the volume decline that the
Postal Service has experienced this year, you can point to two fac-
tors. The first factor is that, certainly, the incidents of September
11 had an impact. But if you look at us today, the recession is the
No. 1 issue affecting mail volume. One part of that recession is the
very weak advertising economy, because about 10 percent of First
Class-Mail is advertising mail. Our volume of First-Class Mail
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dropped more than 2 percent initially after September 11. We are
back to same-period-last-year (SPLY) levels on First-Class Mail.
For advertising mail, though, we are still seeing a 3 percent decline
from SPLY. Certainly, there has been diversion to electronic me-
dium over that time, but the bigger impacts have been the reces-
sion, the downturn in the economy, and particularly within the
economy, the tremendous impact on advertising.

Senator COCHRAN. Let me turn now to the Comptroller General.
Mr. Walker, it was your idea when you testified before our Sub-
committee that a Transformation Plan ought to be developed, and
because of that, we sent a letter to Mr. Potter asking that he pro-
vide us with a Transformation Plan. Senators Akaka, Thompson,
and Lieberman joined me in making that request.

Do you see this as a plan that is responsive to the suggestions
that you made and responsive to the reasons that you had in mind
why a Transformation Plan ought to be formulated and presented?

Mr. WALKER. Senator Cochran, I think it is a positive first step.
As I mentioned before, I think it exceeded the expectations of many
parties as to what it was going to be. I do, however, think there
are some important items that are not in the Transformation Plan
that need to be addressed. For example, how we are going to go
about defining universal postal service in the 21st Century?

Second, what about the infrastructure? How is the infrastructure
going to be reviewed and rationalized?

Third, what about comparable wages? What are comparable
wages? What about labor flexibility? It is not only a matter of hav-
ing the right number of people, but it is having the right number
of people with the right skills and knowledge in the right place to
get the job done, and sometimes that can be a problem.

There are issues like the governance structure. Does the govern-
ance structure of the Postal Service make sense now, given the fact
that it is, in effect, a Fortune 10 company, the second largest em-
ployer in the United States, and yet its governance structure is un-
usual, I think. For example, there is nobody at the Postal Service
at the management level that is appointed by the President and
confirmed by the Senate. The Postmaster General is appointed by
the Board of Governors, and so, therefore, what does that do to ac-
countability with regard to the American people? Also, the composi-
tion of the governance structure, the board itself.

I think there needs to be a look at not only the debt service re-
payment, which has been mentioned here this morning, but also
the issue of the significant retirement obligations. Thirty-two bil-
lion dollars for pensions, $49 billion for post retirement health, $81
billion in total, far exceeds the amount that we are talking about
for the debt to the U.S. Government. So these are huge sums of
money. What is going to be done about these items?

Having an action plan for how are we going to take the good
ideas that are in the Plan, what is the vehicle, what is the mecha-
nism, whether it be a commission or otherwise, to try to deal with
some of these issues that management cannot do on its own, that
it is going to need enabling legislation to be able to address.

Senator COCHRAN. Thank you very much, Mr. Chairman.

Senator AKAKA. Thank you very much, Senator Cochran. Senator
Dayton.
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Senator DAYTON. Thank you, Mr. Chairman.

General Potter, I hope I can evidence my skepticism and yet still
be respectful of the enormity of the task that you have before you
and the entity that you are charged with guiding. I think Senator
Cochran said it well when he said at the outset that you are a serv-
ice to this country and need to be recognized as such in a category
almost under yourself.

I have trouble with the word “transformation” in the context that
you use it because I do not know what it is that you could be trans-
formed to or how you would be transformed given the liabilities
that you and the Comptroller General have outlined without going
through something that would be almost draconian in its measures.
If you were a business today and someone came in and was given
the chance to transform you, I could only imagine what it would
entail.

But it would seem to me it would be—I mean, $81 billion in un-
funded health and pension liabilities and negative productivity over
the last decade, and 75 percent of your costs are in labor, as I re-
call, and your liabilities exceed your assets, certainly you are not
going to find many venture capital firms that are going to want to
take you on.

The measures that you would have to take to shed yourself of all
of those liabilities and impediments would be such, and given, as
you say, the constraints, social and the ones that you say Congress
imposes, but certainly as an agent for the American people and the
expectations established, I do not see how you would begin to be
able to undertake those kind of extreme measures. Even if you had
public license to do so, where would it get you?

Mr. POTTER. Well, your description of the enormity of the chal-
lenge is real. I am not going to sit here and deny that the challenge
is not significant. I think that one merely has to look at the num-
bers, and we could easily draw the conclusion that privatization
was not an option. We did not have stockholders, or people, or ven-
ture capitalists lining up with dollars in their pockets to buy into
this entity.

What we do have, though, is an ongoing concern that meets its
obligations. The obligations for health benefits and pensions is one
that we have had since 1970 in terms of our transition from a Fed-
eral agency to the U.S. Postal Service. By law, we are obligated to
provide to our employees Federal pension benefits and Federal
health benefits. They are non-negotiable. So you begin with some
very basic structural requirements of the Postal Service. By law,
we cannot eliminate a post office for economic reasons. So there are
constraints within your ability to manage.

In terms of long-term viability, transformation, I believe that the
path, given all the constraints, is to be a better Postal Service and
to begin to pay down, as best we can, those obligations. Certainly,
if we are not successful, the $100 billion burden falls to the Federal
Government.

Senator DAYTON. I guess it is my concept of that word that
causes me difficulty, because as you say, if we were to eliminate
all the legal constraints today and you just had to operate in the
real world, most of those constraints would still exist. I mean, you
cannot just shed pension and health obligations. You cannot shed



19

labor costs. You can negotiate and you can go through the disrup-
tions that those kind of, as I say, literally draconian negotiations
would entail. You could start shedding areas where you thought it
was not advisable or profitable to serve, but you are what you are.

Rather than, at least in my mind, trying to transform yourself
into something that you, in a sense, do not want to be, because you
said you want to retain the monopoly as the essential element of
your operation, it seems to me that you would better serve the pub-
lic purpose by just identifying how can you be the best at what it
is that you are essential to do, which is to deliver regular mail 6
days a week all over the country as efficiently and as cost effec-
tively as possible. If it is not possible to do so within the param-
eters of the modern realm, those of us who still want to pay our
bills by stamp rather than by electronic device, then we are going
to have to make adjustments. But I do not see how you can do any
better by trying to get into some sort of transformation.

Comptroller General, yes?

Mr. WALKER. If I can, Senator Dayton, I think the word “trans-
formation” may or may not be appropriate to use in this context.
If you talk about what is the Postal Service—and part of the defini-
tion is, what do you want the Postal Service to be? I mean, part
of the answer could be is it should focus more on core and so it
should try to do less, but focus on core and do that to the best of
its ability. That is part of the debate that I think is intended in
the transformation.

The other thing is that there are certain commitments and obli-
gations that you have today that you cannot shed and you would
not want to shed. It would not be right to do that. On the other
hand, what you can do is to try to end up aggressively managing
as much as you can from this point going forward to the extent
that you have got the flexibility, the will, and the commitment to
do that. We cannot change the past, but I think what we can do,
hopefully, is try to see what can happen in order to minimize what
that ultimate potential put option would be on the taxpayers, be-
cause that is really what you are talking about. There is a put op-
tion here on the taxpayers.

Senator DAYTON. And I guess I am much more comfortable with
that parameter, Mr. Comptroller General. Where is the freedom
within the structural yoke and how can you improve the quality of
what it is that you exist to do? We have private enterprises who
can do overnight deliveries and send things all over the world and
the like. I mean, I do not know whether that is—I would be inter-
ested to know whether that aspect of your business is a profitable
one for you or not. But that is not why we need you to exist, unless
you can do it more efficiently or unless you can generate revenues
for other purposes. But we do need you to deliver the mail 6 days
a week all over the country, unless we determine as a society that
we would rather do it otherwise.

I just think that rather than transforming yourself, just, as you
say, improve the quality of what it is that you essentially are there
to do and tell us, how can we help you or how can we modify the
law that gives you a better ability to do that. I mean, 10 months
for the Postal Rate Commission to be deliberating over what your
rate should be and when it turns out to be what you proposed it
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to be at the beginning, to me, is just absurd. There ought to be
ways in which we can help you move more expeditiously and effi-
ciently and do a better job of what you do, and that, to me, would
be preferable to trying to figure out how you get yourself trans-
formed into something that you are not going to be.

Mr. POTTER. I think what you just said is exactly what we at-
tempted to do in the document. Transformation was not a Postal
term, it was a Senate term.

Senator DAYTON. Well, I was not here then. [Laughter.]

Mr. POTTER. We were requested to provide a Transformation
Plan, and we built a plan that gets at exactly what you just said.
It attempts to, within the constraints and with the understanding
that we are a service, to provide delivery of hard copy mail and
provide access to those services for all Americans. We attempted to
do that and build a plan that makes for a better Postal Service, one
which would even be better and more enhanced if we had some
freedoms within the statutory requirements to, again, make deci-
sions about how we meet that obligation.

Senator DAYTON. We all want some form of transformation. I go
to the Senate gym and I want to be transformed into this different
figure from what I am. [Laughter.]

Senator Stevens, one day he reported his weight. I was avoiding
doing that. I did not want anybody even to look or to be able to
see the notations, and he gave me good advice. He said, “You just
have to set your mind to it and then do it.” Well, it involves, as
you know, little steps that I would prefer not to take, like eating
less and exercising more, but lo and behold, if I just sort of stick
with that—I will never be like Mike, but I can get a little bit far-
ther down the road to looking a little more like Senator Carper
here. [Laughter.]

b I think that realm of the great is the enemy of the good, just get
etter.

Mr. POTTER. Right. Well, the Postal Service is committed to get-
ting better. We welcomed the opportunity to build a Trans-
formation Plan, but to build a plan that will make us better in the
future, better serve the American public, and fulfill our universal
service obligation.

I looked at other agencies, because it is a term that has been
used by other agencies in the Federal Government, and the dif-
ference between us and what other Federal agencies were asked to
do was that they were provided a direction. Transform yourself into
this. Well, no one has ever defined what the “this” is for the Postal
Si:rvice, and we attempted to do that with our Transformation
Plan.

Suffice it to say, there is more to be done. I do not disagree with
the Comptroller General. There is more to be done. We are going
to do our best to make it happen and to become a better Service
and more financially stable, well into the future.
hSenator DAYTON. And there are a lot of ingredients here to do
that.

Mr. POTTER. Yes.

Senator DAYTON. Thank you, Mr. Chairman.

Mr. WALKER. Can I say, Mr. Chairman, for the record, I will as-
sume responsibility for use of the term “transformation,” and the
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reason I say that was because when we put the Postal Service on
our high risk list a year ago, we said Postal Service transformation.
We did so intentionally, because, obviously, the Postal Service does
a lot of things right, and so we did not want to say the Postal Serv-
ice, as an entity, was high risk. That would not be fair to the dedi-
cated men and women that comprise the Postal Service.

On the other hand, what we were really talking about is what
should the Postal Service do, which could be more or less than it
is doing now, but it is different than what it is doing now, and how
should the Postal Service do business? I would respectfully suggest
that no matter what you call it, transformation or whatever, those
are the key issues.

I would also respectfully suggest that the Postal Service in many
ways is a microcosm of the challenges that many other Federal
Government agencies face, and the Federal Government has to
change what it does and how it does business, too, and the only dif-
ference is with the Postal Service, you have got an income state-
ment and a balance sheet. You touch virtually every American. It
is easier to identify with and associate with the Postal Service. As
a result maybe we start here first, but there is a lot more work to
do on this.

Senator AKAKA. Thank you very much for your question and re-
sponses.

Senator Carper, do you have any questions?

Senator CARPER. I sure do. Thank you.

Senator AKAKA. I also need to call on Senator Stevens.

Senator CARPER. Let us go to Senator Stevens first.

Senator AKAKA. Senator Stevens.

Senator STEVENS. Go right ahead.

Senator CARPER. Thank you. Senator Dayton was talking about
the gym, going to the gym and working out. We do have options,
whether you are Senators or those who are not, with respect to our
weight, our physical condition. We can eat more. We can eat less.
We can eat different kinds of foods. We can exercise. We can run.
We can go to the gym. There are all kinds of different things we
can do to enhance our physical health.

In some respects, we do not give that kind of freedom of flexi-
bility to the Postal Service. In your transformation document, you
refer to some of those. I have heard the Comptroller General talk
about some of them, as well. I would like to focus on those initially,
if we could.

Let us talk about pricing—pricing the product that you sell. Just
explain to me, just crisply and succinctly, if you will, the process
for pricing your services, for raising the cost of First-Class Mail
and other kinds of service. Just run through that briefly for me,
Mr. Potter, if you will.

Mr. POTTER. It is about a 16-month process. It takes about 4
months for us to assemble the documentation necessary to file a
rate case. After that, at the Rate Commission, we go through a 10-
month process where we supply testimony; we supply witnesses.
There is an opportunity for rebuttal testimony on our part, but
there is also an opportunity for any intervenor to provide testimony
regarding our rates.
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After a 10-month period of time, the Rate Commission rec-
ommends rates. It goes to the Board of Governors. The Board of
Governors has the option of approving the rates as recommended.
They can implement those rates under protest and send them back
to the Rate Commission for reevaluation.

And then assume that the Board of Governors adopts the rates
as recommended by the Rate Commission. Then we provide cus-
tomers with a 2-month period, at a minimum, prior to implementa-
tion. That allows the more sophisticated customers an opportunity
to update their computer systems for the new rate structures, and
it gives us an opportunity to get stamps in place so that we can
implement the new rates.

All in all, it is approximately a 16-month procedure, and gen-
erally, again, because of the timing, you try to predict what your
revenue requirements are going to be, in many cases, 2 years-plus
out. Given the fact that, for argument’s sake, we are a $70 billion
industry, a 1 percent swing in terms of our projection, if it is a 3-
year projection, that is $210 billion, a $2 billion swing. So it is a
very difficult process.

Senator CARPER. How would you like to change that, and then
I am going to ask Mr. Walker to critique the proposed changes, if
you would.

Mr. POTTER. We have two different, very different, clientele that
we serve. One is major mailers, and the major mailers have told
us repeatedly for years that they would prefer to have much more
predictable rates. They would prefer, for example, that we have an-
nual smaller rate increases versus what ends up today being a 2-
year-plus cycle, and they get hit with large increases.

So our desire would be to have phased rates for commercial mail-
ers, and for John Q. Public, individual mailers, we would prefer to
have a rate cycle that might be on a 2-year or 3-year basis because
people do not like to go and buy a penny stamp, or in this case,
a three-cent stamp, to augment what they have, and we would look
to do that.

We would also like to have the ability to have market-based
rates for non-monopoly products. There are products that, because
they are cost-based, we simply do not price as high as we might
be able to if we were basing it on market-based rates.

And, last but not least, we would like to have the ability to nego-
tiate prices with individual customers where the customers’ mail,
the contribution from that mail, what they contribute to overhead,
can be enhanced through an agreement. That agreement might
have that customer perform work that is beyond what is called for
in our current rate offering, whether that is pre-sort or discounts
or work share offerings. Where there is an opportunity for the Post-
al Service to benefit and the customer to benefit, we believe that
we should have the flexibility to work out those arrangements and
grow the business. As a result of making sure that the contribution
was maintained on increased volume, all rate payers would benefit.
Those are the main things that we are concerned about.

Senator CARPER. All right, thank you. Mr. Walker.

Mr. WALKER. My comment at the highest level would be that we
believe that there is conceptual merit to many of the changes that
the Postmaster General is suggesting. We do, however, believe that
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you would have to couple it with additional flexibility. Because
right now, they basically have a one-size-fits-all approach, and one
would debate whether or not that makes sense, especially if it
takes an average of 16 months in order to make a rate increase
happen when new generations of technology happen every 18
months nowadays.

At the same point in time, if you are going to provide additional
flexibility, you have got to have adequate transparency and ac-
countability mechanisms to understand what is being done and to
make sure that it makes economic sense and to make sure that
there are not unintended consequences happening with regard to
other parties.

One other thing that I would suggest is, in many ways, what we
are really talking about here is what is universal postal service?
What do you want to guarantee that everybody has a right to? For
example, that might be everybody has a guaranteed right to receive
postal delivery at their location X-number of days a week. That X
may not be six. That is something to be decided.

On the other hand, if you want more than that, you can get it.
It is your choice, but there is an economic cost associated with that.
In many ways, these concepts are concepts that we are going to
have to start coming to grips with in other areas where we have
big financial imbalances, like health care, where sometimes we try
to define a one-size-fits-all and where we have a huge financial im-
balance, we are going to have to start talking about, well, what is
the minimum? What do you want to guarantee that everybody has?
And then are there other choices or options that you might be able
to make available to people if they want it and if they think they
need it, but there are some economics, whether it be on the—dif-
fer(ﬂlt forms of customers, if you will, I think, to be able to deal
with it.

Senator CARPER. Mr. Walker, earlier in your comments, I think
you said that the U.S. Postal Service model as it exists today is not
a working model, not a workable model for the 21st Century. My
recollection is Senator Stevens was present at the creation of the
model that has worked now for over three decades and deserves a
lot of credit for the leadership, time, and energy that he put into
its creation.

If this is not a workable model, if the current model is not work-
able in the 21st Century, what major changes do we need to make
so that it does become a workable model?

Mr. WALKER. Well, I think that——

Senator CARPER. You talked about some of them with respect to
pricing flexibility. What are some others?

Mr. WALKER. Right, and there are many outlined in my testi-
mony, but I think the bottom line is that while what was done in
1970 under Senator Stevens’ leadership and others obviously made
sense at the time, the world is a fundamentally different place in
2002 than it was in 1970 in so many different ways. What is more
important is not what it is today or what it was in 1970, but how
rapidly it is changing and what forces are we experiencing today
and are we likely to experience looking forward. I think if you look
at all of those factors, the numbers just do not add up. It just will
not work.
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And so I think you need to do a number of the things that the
Postmaster General has talked about within the context of current
law and you need to address the elements that I talked about that
are not in the Transformation Plan and we need to figure out what
is a mechanism, be it a commission or whatever else, to try to start
dealing with some of these difficult questions to make some rec-
ommendation to the elected officials who represent the American
public so that they can make informed judgments about what
makes sense looking forward.

Senator CARPER. General Potter, your thoughts with respect to
Mr. Walker’s assertion that the Postal Service as it exists today is
not a workable model in the 21st Century?

Mr. PoTTER. Well, I believe that the challenges that face the
Postal Service require change, and I think we outlined a significant
amount of change that we can make internally today that certainly
should be available to the Postal Service, particularly in terms of
defining its infrastructure. We should have the most efficient infra-
structure possible that serves the American public.

Regarding the long-term model, again, as I said earlier today, the
challenge to a monopoly product, First-Class Mail, and the risk
that we have in terms of diversion of that product make the busi-
ness model that we have today, under the current definition of uni-
versal service, one that will not have the Postal Service sustain
itself long into the future. We do need to change to meet the chal-
lenges that face us.

Senator CARPER. Mr. Chairman, my time has expired. If there is
a second round, I would welcome the opportunity to ask a couple
more questions. Thank you.

Senator AKAKA. Thank you for your questions and the responses.
Senator Stevens.

Senator STEVENS. Thank you, Mr. Chairman.

It appears to me, or maybe I should say it sounds to me like
some people are suggesting more Congressional involvement in the
Postal Service. I hope that is not the case, because I remember too
well the time when we appointed the postmasters in every little
town in our States. If nothing else, we had one friend and 12 en-
emies because everyone wanted to be postmaster.

But from my point of view, it seems to me we are premature in
transitioning into the perfect model for this century because there
is a generational problem. I was told the other day that when the
baby boomers retire, that generation will be the first generation
that is really computer literate and we are going to go into a dif-
ferent mode, I think, in terms of mail and in terms of personal mail
sometime around 2015, according to the projection I saw.

But let me go back and ask this question. It is my memory that
a lot of this debt that we are talking about today really comes out
of the old Post Office Department. Has that debt ever been totally
eliminated? I think you are still carrying forward enormous debt,
are you not, from the Post Office Department?

Mr. PoTTER. Well, we are carrying a liability for retirees, some
of whom worked under the old Post Office Department, so in that
regard, yes, we do have some liability that is carried over.

Senator STEVENS. Another difficulty I have with the Postal Serv-
ice, looking at transformation or transition, whatever you want to
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call it, is that in most of the rural areas, the package delivery serv-
ices reach a certain point and then they drop them in the mail.
Most people do not understand that. These ubiquitous services are
in the urban areas. When they get to rural America, they just end
up mailing the packages. If there is to be a total universal service
delivery of packages, the Postal Service has to be maintained in the
rﬁra; areas more than in the urban areas, would you agree with
that?

Mr. POTTER. I would say that our ability even to provide afford-
able package services in rural areas is dependent upon a national
network of packages that provides the revenues necessary to main-
tain that network.

Senator STEVENS. And it is the revenue base from the short-dis-
tance delivery that gives you the ability to maintain the long-dis-
tance, out to Unalakleet and Chignik and up into the mountains
of Tennessee or Kentucky, is that not right?

Mr. PoTTER. That is right. The short-term delivery, we make
money on that, and that helps us with the greater cost for some
of the more remote deliveries that we provide.

Senator STEVENS. And as we look at the First-Class Mail, one of
the significant differences in delivery of First-Class Mail is the pro-
tection for the U.S. Postal Service for the mailboxes, right?

Mr. POTTER. Right.

Senator STEVENS. None of these other businesses maintains the
security services you have to assure the privacy of mailboxes.

Mr. PoTTER. Right. We have the Postal Inspection Service, some
2,000 people strong, that maintain the sanctity of the mailbox.
Only a mail carrier can place or has access to a mailbox around
America.

Senator STEVENS. And all you have to do is pick up a Sunday
paper to realize how much that means, because if it were not for
the privacy of that mailbox, all that stuff you get in your Sunday
paper would be in your mailbox every day.

Mr. PoTTER. Well, that would not bother me. I would like the
revenue from that. [Laughter.]

Senator STEVENS. I question, really, the timeliness of really mak-
ing decisions for a long-term future right now in terms of a trans-
formation process. I still think we ought to be going for another in-
terim period. The Postal Reform Act of 1970 really provided one in-
terim period. It has lasted longer than we thought it would, really,
30 years, 32 years. It does seem to me we ought to have an interim
date in time and head for the time when more and more of the peo-
ple involved are, in fact, using E-mail or digital mail and look at
what the system is going to be sometime between 2015 and 2020
and look out not much further than that, because I think tech-
nology is tumbling so fast now, we do not know what is going to
happen.

The only thing I do believe is that no matter what we do now,
if rural America is going to survive, it has to have the package de-
livery service. How much of your business really is associated with
packages now?

Mr. POTTER. It is probably on the order of about 6 to 7 percent
of our business in terms of revenue. It is much smaller in terms
of volume.
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Senator STEVENS. How about in terms of cost?

Mr. POTTER. In terms of cost, it is about the same. But we are
the sole provider of package services to many addresses in Amer-
ica, and so it is vitally important to those communities that the
Postal Service maintain its presence in the package market.

Senator STEVENS. Precisely. And now we have the Social Security
Administration and the IRS making it easy to deal with them to-
tally online. That affects your revenue base, does it not?

Mr. POTTER. It certainly does, and we have seen a dramatic de-
cline in revenue right here in Washington, DC, as a result of the
Federal Government’s efforts to move mail transactions to elec-
tronic medium.

Senator STEVENS. Let me get really provincial, because I think
we are going to ask the Committee to mark up a bill here this
month that deals with what we call the bypass mail system of
Alaska. For your information, gentlemen, after the Airline Deregu-
lation Act, we provided an essential air service concept for areas
that had received air service and guaranteed they would receive at
least 3-days-a-week service, and that was related to the mails, real-
ly, because mail was delivered in those small planes.

We then in Alaska found that one of the great problems was that
some of the planes were capable of carrying packages, large
amounts of packages, and some were not, so we devised what we
call a bypass mail system. It literally bypassed the Postal Service,
made up into pallets to the size of the carrier involved. That has
gotten into a very difficult situation now with too many small
planes and the cost has increased for the Postal Service. I under-
stand the Postal Service expects to lose this year in excess of $100
million in Alaska——

Mr. POTTER. Yes.

Senator STEVENS [continuing]. And we are trying to counter that.
Are you aware of the bill that Congressman Young and I have in-
troduced to try and fix this system so we will still maintain the by-
pass mail system and reduce the cost to the Postal Service?

Mr. POTTER. I am very aware of that legislation, and the Postal
Service supports the passage of that legislation. We think it is vital
to two things, one, providing a high level of service and, two, pro-
viding economic relief in the sense that it will lower our cost to pro-
vide that service. So we are very much in support of that legisla-
tion.

Senator STEVENS. It is controversial up my way because it would
prohibit further entry into that system as long as there were a suf-
ficient number of planes available to you to handle the mail as it
exists now unless new carriers want to provide passenger service,
and it has become controversial, so the members will hear more
later, but I appreciate your comment on it.

My last comment would be this. If you look at the system now
in terms of cost effectiveness, would you rather have the Post Of-
fice Department or the USPS?

Mr. POTTER. I would much rather have the U.S. Postal Service.
I think we have done a phenomenal job in terms of moving the
mail effectively. As a matter of fact, I asked some people to go back
and look at our statistics. Today, we have the same number of peo-
ple in the Postal Service as we had in 1991. But since 1991, the
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number of possible deliveries we have, the number of households
and businesses that we serve, has gone up 15.4 million. So every
day, 6 days a week, we are at 15.4 million additional doors than
we were in 1991, and we have some 33 billion more pieces of mail.

So we have managed to grow as America has grown, and we
have done that, in my opinion, in an efficient way. I know Senator
Dayton referred to some data regarding productivity, and I think
we can have a debate about what model one might use to deter-
mine productivity. But the fact of the matter is the Postal Service
has met the demands of the American public in terms of new
households and the growing volume in our system, and we have
d%ne that more efficiently and our people are doing an outstanding
job.

Senator STEVENS. One last question. Mr. Walker, are you sug-
gesting more Congressional involvement in management of the
Postal Service?

Mr. WALKER. Senator, no, I am not suggesting that. What I am
suggesting is, just as you noted, in 1970, where there was a need
to go to a new model and that the Congress had a role to play in
order to enact legislation that would enable that to happen, that
we are now at the point today where in order for the Postal Service
to try to address a number of these challenges, there is going to
need to be legislation in order to position it for the future.

You are correct in saying that a lot of things about this country
are going to change in about 2015 because of the beginning of the
retirement of the baby boom generation and we need to recognize
that and we need to assess what changes need to be made in light
of that fact, not just with regard to the Postal Service, but our fis-
cal condition, among other things.

But I do think Congress is going to have to do something similar
to what it did in 1970. Namely, to step back and say, all right, this
is not working. What do we need to do going forward and what
type of legislation is necessary in order to enable the Postal Service
to do the best that it can for the next 10 or 20 years without micro-
managing.

Senator STEVENS. But you said something about not having a
pf)?s‘i?dentially-appointed Postmaster. Do you think that is advis-
able?

Mr. WALKER. I think that you just need to think if from the
standpoint that the only persons that are directly accountable to
the Congress with regard to access issues and testimony histori-
cally have been presidential appointees or PASs. Fortunately, you
have not had a problem with Postmaster General Potter. He has
been kind to come up here any time you have asked him. I think
that is appropriate, given his role and responsibility.

But the only presidential appointees that you have with regard
to the Postal Service is the Board of Governors and they are all
part-time employees. I think you need to think about, given the
challenges that the Postal Service has, do you think that is ade-
quate for accountability to the Congress and the public? That is

your call.
Senator STEVENS. My call would be the same as it was in
1970 [Laughter.]

Mr. WALKER. And——
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Senator STEVENS [continuing]. And that is to keep it as far away
from Congress as possible

Mr. WALKER. I hear you. [Laughter.]

Senator STEVENS [continuing]. On a day-to-day basis and to get
professionals in the Postal Service and use the Board of Governors
as really overseers of those professionals and to assure the profes-
sional capability.

The Postmaster General is happy to come up here once in a
while because every once in a while, we do give him a little bit of
money.

Mr. POTTER. True, and we appreciate that. [Laughter.]

Senator STEVENS. We just went through that period, and without
it, they would not have survived. So I think that there is always
the connection of ultimately stepping in with Federal money. I
think we ought to step in with Federal money to try to slowly re-
tire some of that debt, too. That is eventually going to be our bur-
den. We would be better off to attack it on the basis of a few hun-
dred million a year than to sometime have to swallow $8 or $9 bil-
lion, and I really think we should do that.

But I thank you very much for your comments. I personally be-
lieve that this system has evolved better than any of us dreamed
it could at the time, because the Post Office Department was a
mess and I do not think that the Postal Service is a mess now. So
we need to try to improve it, but Senator Hollings tells me, “Don’t
fix it if it ain’t broke,” and I do not think the Postal Service is bro-
ken.

Mr. WALKER. Senator, I would totally agree with you that you do
not want Congress involved in ongoing operations of the Postal
Service or, frankly, any other entity. I mean, the Congress should
not be micromanaging any enterprise, if you will. You do need pro-
fessional management.

I do think you should look at the Board of Governors and make
sure that you are comfortable with how that is working. Clearly,
the Board of Governors, I would argue, if it is similar to a board
of directors, you are expecting those individuals to be very knowl-
edgeable about the activities of an enterprise of this size and mag-
nitude and scope and that they should be the ones, in many ways,
in the vanguard, talking about some of these difficult issues and
bringing them to the attention of the Congress and trying to make
sure that management is doing what it can, but to the extent that
it cannot and it needs legislation, they should be here talking about
that, as well. I think that is part of the governance structure.

Senator STEVENS. Thank you very much, Mr. Chairman.

Senator AKAKA. Thank you very much, Senator Stevens, for your
historical perspectives and solutions that you bring to the Sub-
committee.

Let me begin the next round with a question for Mr. Potter. Mr.
Postmaster General, I was pleased that the Plan highlights the
longstanding human capital and labor issues facing the Service. Ac-
cording to the Plan, “Challenges in this area include workforce
planning and complementary adjustments within the constraints of
current labor agreements.” Would you explain why the Plan fo-
cused solely on the Railway Labor Act and whether other options
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have been discussed now that you have met with the union rep-
resentatives.

Mr. POTTER. We have begun a process of working with our union
leadership to address some of our concerns about the collective bar-
gaining process and the dispute resolution processes that we have.
I am very happy with the nature of those interactions. I think that
management has built trust with our unions and management as-
sociations, and that trust, believe it or not, started with the an-
thrax incident. I mean, we have been working right along together
for a number of years, but I think that crisis solidified our relation-
ship, because early on, we brought the leadership, the union lead-
ership, and management association leadership, together to discuss
what was going on with anthrax. We made them part of our day-
to-day management meetings regarding that topic.

We followed that same model with the recent mailbox pipe
bombs, brought them in early, communicated to everybody. In my
mind, the key to the future is communication.

What we are attempting to do with our discussion of the Railway
Labor Act is to highlight the problems that we have with the cur-
rent arbitration model. That model, that collective bargaining proc-
ess model that we have today, has both parties come to a table and
state public positions that are very much apart. Management
might say that the employees deserve no raise. The employees
could say, give us 10 percent per year. And then, from a public
standpoint, we retain those positions because of the fact that, ulti-
mately, we might end up in front of an arbitrator. So neither party
wants to state publicly as to what their positions are.

In the meantime, in the back room, we manage to narrow those
differences, and then, if we are lucky and if things work out, we
reach agreements. Recently, we just reached an agreement with
the National Association of Letter Carriers on a 5-year deal. We
have had successful negotiations. But if we do not reach a nego-
tiated agreement, we go to optional fact finding, where again the
parties go back to stating diametrically opposed positions to pos-
ture themselves for arbitration. We might narrow the difference in
fact finding or optional mediation, and then we move into arbitra-
tion, where again, publicly, we have significant differences, just to
narrow them again and then have an arbitrator make a decision.

Well, our proposal, and what we think the benefits of the Rail-
way Labor Act would be, is that it would have us use a mediator
to narrow our differences and push the parties toward settlement.
Both parties would not have the easy out that they do today with
an arbitrator.

Now, we have also had discussions with the unions about a proc-
ess called med-arb, where after negotiations, if they are not suc-
cessful, we move into mediation that would then carry through into
arbitration. So if the positions are narrowed, the arbitrator’s deci-
sion would be on a narrow range of topics as opposed to a very
broad range of topics.

We are going to continue to have discussions with our unions on
this matter. Our goal would be to reach agreement with them, and
should we reach agreement, then that would very much change our
position regarding what ultimately would need to be legislated.
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So we are working every track we can. Short-term, we are trying
to work with the parties that might be impacted by the changes
that would affect them throughout the Transformation Plan. We
are working again with you and the Congress on some short-term,
less complex legislation that would give us a few tools, and then
long-term, on the more complex legislative reform that we think
would enhance the Postal Service’s ability to provide for its uni-
versal service obligation.

Senator AKAKA. Do you have any further comments, Comptroller
General?

Mr. WALKER. Yes, I do, Mr. Chairman. I think there is merit to
the idea of trying to narrow the number of issues that might go for
binding arbitration. Obviously, to the extent the parties can agree
through the normal collective bargaining process, that is desirable,
but mediation, the possible use of mediation before you get to the
point of arbitration, I think is something that should be given seri-
ous consideration.

There are some important issues here that have to be focused on
that in my opinion have not been focused on adequately in the past
under the current system. First, what is competitive compensation?
On what basis are you trying to determine what comparable wages
are, and by the way, you just cannot go by wages. You have got
to consider total benefits, including pension benefits, retiree health
benefits, and a variety of other benefits. On what basis is there an
attempt to try to understand what is competitive compensation and
how is that cranked into the process right now. I do not think it
is adequate right now.

Second, what about labor flexibility? To what extent is there a
need to try to create some additional flexibility with regard to utili-
zation of the existing employees?

Third, what about management? On the other side, what about
management compensation arrangements? On what basis should
management be paid bonuses and what type of productivity in-
creases should be rewarded? Do they really increase capacity where
it is needed? Do they really decrease cost?

So I think there are a number of issues that have to be focused
on here that I think the current system has not allowed it to be
focused on adequately and some changes may be appropriate.

Senator AKAKA. Mr. Potter.

Mr. POTTER. If I could just add to that, regarding comparability
to the private sector in terms of wages, comparability is an issue
that has been the subject of many arbitrations over our 32-year
history. Today, that is defined through arbitral history as opposed
to being defined more narrowly by the legislation that guides us.
So that is a term that obviously is subject to interpretation, and
today, the interpretation is that of the third-party arbitrator that
guides the outcome of our negotiations/arbitration.

Senator AKAKA. Mr. Walker, do you have any comments on the
prropriateness of the Railway Labor Act for the Postal Service

ct?

Mr. WALKER. Well, as I mentioned, Mr. Chairman, I think that
the current process has resulted in some challenges, most notably
in the area of comparable wages. I mean, in effect, the arbitrator
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is trying to decide that without having some type of real foundation
or definition as to what should be looked at.

Before I became Comptroller General, among other things, other
than being a CPA, I ran the global practice for a major firm in the
human capital area and I dealt with executive compensation strate-
gies and pension and health care. These are issues that are not
novel concepts, and yet it does not seem to me that they have been
adequately addressed, and you are talking about significant sums
of money. Seventy-plus percent of the cost of the Postal Service
deals with people costs.

So I think that there are some issues that have to be looked at
under the current act, including whether or not some definitional
guidance ought to be provided in a few areas.

Senator AKAKA. Mr. Potter, the Transformation Plan suggests
that the Postal Service, in finding new ways to reduce costs, may
want to have more control over the investment of its retirement
fund assets. Does the Service want to establish a new single em-
ployer plan covering Postal workers, and if so, would it want to
take over CSRS or FERS? Who would make the investment deci-
sions and who would bear the risk?

Mr. POTTER. Today, our banker is the Treasury, and what we
would propose is that the monies that are collected from our em-
ployees in terms of their contributions to retirement be put to
work. So, the risk would be borne by us, that is, the Federal Gov-
ernment, but we think that there are vehicles there that would en-
able those funds to be put to work to help contribute to the costs
of providing those benefits.

Senator AKAKA. Thank you. I will yield to Senator Cochran.

Senator COCHRAN. Mr. Chairman, just a couple more questions.

On the issue of debt reduction, Senator Stevens made a point
that I thought we need to think about some. You have come to the
realization that there are only two ways that you can generate rev-
enue to apply to debt reduction, cut costs or raise revenues, or a
combination of both. Then there is the option that Senator Stevens
suggested and that is direct appropriation by Congress to apply to
debt reduction. What is your reaction to that? I will ask the Comp-
troller General first, and then the Postmaster General.

Mr. WALKER. Obviously, there are a variety of parties that would
like for the Federal Government to assume directly certain existing
obligations, whether it be debt service or whether it be unfunded
pension or health liabilities. When Congress created the Postal
Service, the idea was it was supposed to be a self-sustaining entity.
I mean, these types of obligations normally would have to be borne
by an employer and they would be expected to be able to cover
them in their cost.

But, obviously, the Postal Service is a hybrid entity. I mean, it
is, on one hand, a commercial enterprise, on the other hand, part
of the social fabric of our Nation, and it is also part of the U.S.
Government. So I think that is something that, frankly, only elect-
ed officials can decide. I would not want to have a recommendation
on that.

Let me just put it this way. Senator Stevens mentioned that a
lot of things are going to change in this country starting in about
2015, and I agree with that. One of the things that the long-range
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budget simulations that GAO has done shows is that we are going
to have serious fiscal problems starting at about that point in time
due to known demographic trends and rising health care costs. So
even if the Federal Government was to decide that it wanted to as-
sume part of these obligations, it has got its own problem in fig-
uring out how it is going to be able to deliver on its promises, given
some of the simulations that GAO has done. So I think we need
to be thinking about making sure that the U.S. Government can
deliver on its promises, too.

Senator COCHRAN. Mr. Potter.

Mr. POTTER. The health benefit and pension liabilities that we
are discussing have been built up over a 32-year history of the
Postal Service. The Postal Service has in its annual reports pro-
vided information on both of those matters. In fact, from a trans-
parency standpoint, every 4 weeks, we publish our financial and
operating statements. So it is not a surprise to me, and I do not
think it should be a surprise to anyone, that those obligations have
grown over the years.

Certainly, one option that is available to the Congress is to help
fund that. Now, we have not asked for that help, but when funding
that obligation, there are two alternatives, or three alternatives. It
is borne by the ratepayer, Congress helps, and/or we find ways of
becoming more efficient or redefining our obligations within statu-
tory requirements that will allow us to generate the funds nec-
essary to pay down that obligation. I think that all three need to
be considered.

Senator COCHRAN. One thing about deficit reduction is that there
is nothing in the Transformation Plan that looks like a deficit re-
duction plan. Did we miss something, or is there a proposal by the
Service for debt reduction or revitalization of your capital program?

Mr. POTTER. Obviously, there is a process today to pay down our
debt, the some $12 billion that we may have by the end of this fis-
cal year. It is built into the rate process. It is prior year loss recov-
ery.

Today, there is no vehicle to consider the health benefit liabilities
or the retirement obligations as part of the rate-setting process. So
the vehicles that are available to us today are basically to cut our
costs, and we have a narrow window where that cost cutting can
be used to pay down. First, we pay down our debt, and then we
would be able to address those liabilities. So today, there is no
mechanism that I am aware of beyond paying down our debt, the
$12 billion that we referred to, to deal with those long-term liabil-
ities, and that is certainly an issue that we have to wrestle with.
I do not disagree that there is a need to address that problem.

Senator COCHRAN. This weekend when I was home, one of my
constituents came up to me at a commencement exercise where I
was speaking, a graduation class at a college, and said, “Be careful
what you approve that is being recommended for transforming the
Postal Service,” and I got the impression this person was a local
Postal manager, maybe a postmaster, although I did not really
have an opportunity to explore the details of what the concerns
were.

Now that I am here today and I look at some of the suggestions,
one is that there be performance-based compensation, and I
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thought, whoops, maybe that is it. Maybe that is what I was run-
ning into there on the ground, that they have heard about this.
Should Postal managers be held accountable in some way for the
deg)lines in the financial or service performance of the Postal Serv-
ice?

Mr. POTTER. I do not believe that they should, but I do think that
they should have incentives and be held accountable for improving
the Postal Service and for the level of efficiency that their oper-
ations have, for the level of service that they provide to the Amer-
ican public, and for the way they treat employees. And certainly,
there is a need for accountability.

There is a need to have a performance, customer-focused culture,
and we are moving ahead to change that culture and to make sure
that people understand what is expected of them and that we hold
them to those expectations, making sure, though, that we provide
them the tools to be successful. You can create expectations, but if
you do not provide people the mechanism and the tools to achieve
those expectations, then it is not a fair system. What we are talk-
ing about is building a fair system that recognizes and rewards
people’s successes.

Senator COCHRAN. Mr. Walker.

Mr. WALKER. Senator, I would say that any type of enterprise,
whether you are in the government, the private sector, the not-for-
profit sector, needs to have a system that provides incentives for
people to do the right thing, adequate transparency to provide rea-
sonable assurance the right thing is done, and appropriate account-
ability to make sure that the right thing is done.

In that regard, in looking at compensation arrangements, typi-
cally, most state-of-the-art enterprises are focusing on a balanced
scorecard model where you end up saying, I want to see what type
of results or positive outcomes have been achieved based upon pre-
determined measures at the beginning of the year. I want to know
what your customers think of you and I want to know what your
employees think of you. It is a combination of those three things
that end up giving you a better picture to properly be able to recog-
nize and reward people that need to be and to deal with people who
have to be dealt with.

Senator COCHRAN. Thank you very much. Thank you, Mr. Chair-
man.

o Senator AKAKA. Thank you very much, Senator Cochran. Senator
arper.

Senator CARPER. Thank you, Mr. Chairman.

Earlier in my first round of questioning, I was trying to explore
with both of you some things that we might be doing differently as
a Congress in order to help you right the financial ship of state of
the Postal Service. We talked about pricing flexibility, and I appre-
ciate the comments of both of you in that regard.

Earlier in your testimony, Mr. Potter, I think you spoke of pro-
ductivity and I think you looked back through the first 6 or 7
months of this fiscal year and indicated that productivity, while it
dipped a bit in the earlier part of the year, was, year-to-date, up
by a small margin. I do not follow very closely productivity for our
economy as a whole, but I think if you look at productivity in the
most recent quarter, productivity was up by about 8 percent, and
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I think that is an aberration, but it is certainly strong performance.
I think productivity in the fourth quarter of calendar year 2001
was up somewhere between 2 and 3 percent, which is probably a
little closer to the mark.

The point I am getting to is productivity at the Postal Service,
long before you became Postmaster General, has tended to lag that
of the rest of the economy. I am sure a lot of trees have been killed
printing reports on why the productivity is not better in the Postal
Service. I just ask you today, what can we do as a legislative body
with the President to enable you to capture some real gains in pro-
ductivity? It is pretty clear that that is one of the things that has
to be done. What do we need to do? What do we need to do to en-
able you and your employees to be more productive?

Mr. POTTER. I think the one thing that stands out in my mind
is to provide us the ability to change our infrastructure. I think
when Senator Cochran talked about talking to a constituent back
home, it could have been anybody. I think that when you think
about change, people tend to resist change. Certainly, we have
opportunities

Senator CARPER. Certainly never in the Senate. [Laughter.]

Mr. POTTER. We have the opportunity to reconfigure our net-
works, our networks of processing plants, our network of post of-
fices, stations, and branches; to reconfigure those buildings that we
have, those processing operations that we have that we can become
more efficient, so that we can drive service levels even higher than
they are today. But there is a resistance and a reluctance on the
part of people to support that change.

When I look at where we are today, and the one thing that I
think we can do to really impact the bottom line in the short term,
it is the changes that are necessary in our infrastructure that will
allow us to reduce the nodes on our network. With fewer nodes to
serve, there is less transportation and greater convenience to cus-
tomers. There are a lot of major customers that bring mail to us.
There is a lot of opportunity there, in my mind. And that is the
one area that I think we need to embark on, and embark on rather
quickly, if we are to be successful.

Senator CARPER. In the Carper family, for the most part, the
husband does the grocery shopping, and I was out grocery shopping
this weekend and I noticed in one part of the supermarket, this
regular old supermarket, they have the bread and the deli and the
butcher shop and all, and in one part of the supermarket, they had
a bank and a couple people actually working there over the week-
end in the bank.

I used to be a Congressman for about 10 years and then I was
Governor for 8 years and I have been here for about the last year
and half with these fellows, and I have never had anybody come
to me in Delaware and say, boy, we would like for you to close our
post office. I am still waiting for the first person. [Laughter.]

I have a lot of people who say, we would like to see a new one
built, or we sure would like to see you intercede and not have a
post office closed in our community. I have never had anybody
come and say, close our post office. What is it going to take to get
people to say, I was not crazy about closing that post office, but by
golly, we can go down to the supermarket and get better service—
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much better service, more extended hours than we ever could in
the old regime.

Mr. POTTER. I think it is a function of knowledge. If one thinks
about the network of post offices that we have today and we had
some 28,000 or 29,000 post offices in 1970, we pretty much have
that same network of post offices. In addition to that, we have sta-
tions and branches in our larger cities.

Since that time, though, people’s access to postal services has
changed dramatically because most people now buy stamps in su-
permarkets. That supermarket that you were in with the bank, if
you had gone to the checkout counter and said, “Can I have a book
of stamps?” you would have been provided a book of stamps for a
fee. That access did not exist 32 years ago. So we have stamps on
consignment at over 40,000 locations throughout America, in super-
markets and the like. We have 4,400 contract post office units. We
have stamps by mail. That is a very convenient way to access post-
al services, stamps on line. You can now buy postage over the
Internet.

So I think that there is a need to reevaluate on everybody’s part
what services they can access, how much more convenient the Post-
al Service has made things, and how much more convenient things
could become if the Postal Service had certain latitudes when it
comes to brick and mortar.

I was in Evansville, Indiana, not too long ago, and I went down
to the downtown area to this beautiful post office building, a really
nice historic building. Unfortunately, that whole area was sur-
rounded by businesses that had been shuttered because Wal-Mart
moved to a strip mall on the outskirts of town and with it went
all the businesses. So the convenience that the people in that loca-
tion had in terms of accessing the postal services as a part of doing
their normal day-to-day business was lost because they were out at
the strip mall in the new business center, retail business center,
and the Postal Service was in a downtown location in the old busi-
ness center. Now, it is great for us to be there. We are ready for
the revival of the downtown area 20 to 50 years from now, but I
do not think that that is a good business model.

Senator CARPER. Mr. Walker.

Mr. WALKER. Senator, I think this is critically important. There
is a difference between points of service, which I would assert we
ought to have a lot more of, and we do have a lot more of than we
did in 1970. It could be at a grocery store, it could be at a bank.
There are a lot of different places you can have where you have
points of service other than the traditional post office, if you will,
online, etc.

We have got to maximize points of service in an economical fash-
ion. We ought to minimize bricks and mortar. We have too much
bricks and mortar. To the extent that we have bricks and mortar,
we ought to maximize utilization of that bricks and mortar from an
economic standpoint.

The fact is, in the current situation, the one that Postmaster
General Potter just mentioned, what happens is that the post office
ends up opening up a new facility where the new business is, to
the extent that it has got the capital to be able to do that, but it
does not do anything about the facility that use to be viable and
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is no longer viable because it cannot close post offices based upon
economic performance. What happens, then, is that you end up
driving your cost up, you end up driving your productivity down,
and then you have got asset recovery values that are hanging out
there, as well, and these are on a huge scale.

So I think it is something that is critically important and that
Congress will have to end up authorizing in order for something to
be done in this area, because right now, they are constrained. They
just cannot do it.

Senator CARPER. Let me change gears and return to something
I mentioned during my first round. It is the idea of using the rev-
enue from first class service, over which the Postal Service has a
monopoly, to cover expenses for services that are competitive. I
said, General Potter, my recollection is about half your volume is
First-Class Mail, but my understanding is that First-Class Mail
covers about two-thirds of the Postal Service’s institutional costs.
If that is wrong, please correct me.

Over in the House, I met with a fellow named Congressman
McHugh, who has been working on these issues for a long time,
and I like to say that in the Congress, you have to be really good
at deferring gratification. He must be very good at deferring gratifi-
cation because he has been working and working at this for a long
time. I am not sure I am that good.

But I understand that he has drafted some legislation that would
separate competitive and non-competitive products so that each of
the competitive products would pay for its share of institutional
costs. Do I have that right? I would be interested in your comments
and those of Mr. Walker, please.

Mr. POTTER. There is a misperception that there is cross-sub-
sidization of products, and I think that is where we are headed.
Right now, it is illegal for the Postal Service to cross-subsidize one
product with another. The Postal Rate Commission is charged with
assuring that we obey the law in terms of our rate setting. Now,
there are opportunities for us to take advantage and customers to
take advantage of our economies of scale and scope when it comes
to other products.

The legislation that you are referring to would, again, not allow
cross-subsidization—it is not allowed today—but it would give the
Postal Service more freedom on the competitive side in terms of
pricing flexibility. It does not—today. The premise that those prod-
ucts do not pay their share of costs 1s not accurate. So I would have
concerns with the premise on which you base that question.

Mr. WALKER. I have not seen the latest piece of legislation, so let
me just say that I think that some additional degree of flexibility,
pricing flexibility, as I mentioned before, I think makes sense, cou-
pled with additional transparency and accountability.

Second, I think that part of it is, how do you define what cost
is? As I mentioned in my opening statement, right now, we have
got significant retiree health obligations, we have got significant
pension obligations. How are they being accounted for? What about
existing infrastructure costs? How are they being accounted for and
how are those costs being allocated in determining what the appro-
priate rates are? I think there are some real issues there that in-
volve lots of money.
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Senator CARPER. Mr. Chairman, my time is expired. If there is
another round, I would be pleased to ask another question or two.

Senator COCHRAN. We are out of rounds. [Laughter.]

Senator CARPER. I thought we might be. Can I just mention one
last quick point?

Senator AKAKA. Go ahead.

Senator CARPER. This sort of relates to productivity, but the
issue is workplace safety. I understand there is a fair amount of
Workers’ Compensation costs that are borne by the Postal Service.
I think we have actually talked a little bit about this before. I know
I have talked with the Chairman of the Board of Governors about
it. Workplace safety, how are you proposing in the transformation
document to enhance workplace safety and just try to reduce the
very substantial costs that you have there?

Mr. POTTER. Let me make a couple of points. The Postal Service
has about half of the Workers’ Compensation claims that the Fed-
eral Government has, but we have about one-third of the costs of
that program. We manage safety very aggressively. As you are
probably aware, we came under OSHA guidelines for private com-
panies recently. We are working very hard, and we are having
some good success at bringing our accident rates down.

This year, Workers’ Compensation is a particular problem be-
cause our accident rates are down, yet our Workers’ Compensation
costs this year are going to be some $500 million greater than
planned. Much of that is driven by some actuarial changes, as well
as the rising costs of health care and costs of the procedures that
we have for those people who are on OWCP.

The key, in my mind, the first step when it comes to Workers’
Compensation, is to have a safe work environment. That is our No.
1 priority when it comes to addressing Workers’ Compensation
costs today and into the future. We are making some good progress
regarding the safety record in the Postal Service.

Mr. WALKER. Just very quickly, Senator, we at GAO believe that
there are some issues with regard to Workers’ Compensation that
need to be looked at, and if GAO can be of any assistance in trying
to do any analysis here, we would be happy to do that.

Senator CARPER. Mr. Chairman, thank you for giving me a little
extra time here.

Senator AKAKA. Thank you for your questions.

Senator CARPER. Thank you, and to our witnesses, thank you for
being here.

Senator AKAKA. I have many more questions to ask you. How-
ever, as tempted as we are to continue, we must call this hearing
to an end. But let me ask a follow-up question to Senator Carper’s,
since you raised it, Mr. Walker, and this is to Mr. Potter and Mr.
Walker. Do you believe a base closing commission would be helpful
to deal with facility closing and consolidations?

Senator COCHRAN. Like the military has.

Mr. PoTTER. Well, I think an effort to address the infrastructure
of the Postal Service is necessary. I believe that with the Postal
Service in a position to outline the opportunities and make a busi-
ness case for why we should change the current infrastructure, and
while we would prefer to have a change in the legislation that
would give us some more freedoms, certainly anything that moves
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in the direction of looking at this situation and, again, providing
guidance to the Postal Service, would be welcome.

Senator AKAKA. Mr. Walker.

Mr. WALKER. I think given the real political realities, you are
going to need to consider something like a Base Realignment and
Closure Process or BRAC. Obviously, you would expect that Postal
management would come forward and make recommendations. Ob-
viously, you would expect that other stakeholders, the employees,
customers, and a variety of others would come forward and make
their case. But in the end, nobody likes to close anything and
change is difficult. So, therefore, I think from a practical stand-
point, in order to be able to look at this in a comprehensive fashion
rather than a piecemeal fashion, you are going to need to consider
something like that, I think, in order to make it a reality.

Senator AKAKA. I thank you very much, Postmaster General and
Comptroller General, for being with us today. Your testimonies and
responses to our questions have been valuable to our review of the
U.S. Postal Service.

This hearing will not be the last that we will hold on a plan, I
am sure. It was, however, as you mentioned, a good first step to-
wards a Transformation Plan.

I want to commend the Postmaster General and the Chairman
of the Postal Rate Commission for taking the next step, which is
convening an open summit on May 28 to discuss potential changes
to the omnibus rate making process.

Senator Cochran, do you have anything else to add?

Senator COCHRAN. Nothing further, Mr. Chairman. Thank you.

Senator AKAKA. I want to thank everyone for joining us today.
All that you have done will be helpful to our cause. Thank you very
much.

This heating stands adjourned.

[Whereupon, at 12:15 p.m., the Subcommittee was adjourned.]
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Good morning, Mr. Chairman and members of the Subcommittee.

I welcome the opportunity to speak with you today about the fransformation of the United States
Postal Service. It was only one year ago that the Committee on Governmental Affairs conducted
a hearing to review the condition and prospects of the Postal Service in a radically changed
competitive, technological and economic environment.

Describing the condition of the Postal Service at that hearing, Chairman Fred Thompson said,
“The ox is in the ditch — big time!” His sentiments were echoed by the Comptroller General of the
United States, David Walker, who placed the Postal Service’s transformation efforts and long-
term outlook on the GAO's “high-risk” list because of our significant financial, human capital and
structural challenges.

In the year since that hearing, the Postal Service’s long-term financial outlook has grown even
more cloudy. The 2002 economic downturn hit us hard —and continues to hurt us. On the heels
of the recession came 9/11, then the anthrax bioterrorism attack. By the end of fiscal year 2002,
we expect mail volume to be down by six billion pieces, the most significant decline in more than
70 years. 1t will contribute to a projected net loss in the range of $1.5 billion this year — for a third
consecutive year of net losses.

As the Comptroller General said, “The Service’s ability to provide universal postal service as we
know it today will be increasingly threatened unless changes are made, both within current faw
and to the legal and regulatory framework that governs the Service.” It's clear the business
model set up in 1970 by the Postal Reorganization Act was devised for another time. This model
needs to be addressed — the sooner, the better.

Despite the impact of the recession and the terrorist attacks, we have taken steps to reduce costs
and to manage the business more aggressively than ever before. By the end of this year, we will
have reduced the number of career employees by 20,000. We will do that through attrition. We
will also have reduced workhours by over 60 million compared to last year. And we are
postponing other program expenditures and delaying capital investments.

Even with these short-term actions, we recognize the critical need for a long-term approach to the
issues the Postal Service is facing. This was the consensus following last year's hearing and it
resulted in the Postal Service's creation of a comprehensive Transformation Plan. We delivered
that Plan to Congress one menth ago.

(39)
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We believe the Plan offers the flexibility to give the Postal Service the long-term tools it needs to
carry out its universal service mandate. That mandate represents a public policy decision that
defines the role of the Postal Service. If that is to remain the role of the Postal Service in the
future, we need your help and the help of the entire Congress and the Administration to achieve
it.

To date, your help has been significant. | appreciate the leadership and support of this
Committee through the months of effort that culminated in our thorough and far-reaching
Transformation Plan. Your willingness to conduct this hearing so quickly following the Plan’s
completion demonstrates your commitment to the future of America’s mail service.

it is also appropriate at this time to recognize the contributions of so many throughout the entire
postal community in developing and completing the Plan we are discussing today.

The Governors of the Postal Service made it clear that the Transformation Plan was their
foremost priority. Recognizing the importance of the Plan, they created an environment that
encouraged management to take fresh and creative approaches to a wide range of issues that
must be addressed to protect our continued ability to provide affordable, universal mail service for
all Americans.

Our work in preparing the Plan also involved extensive dialog with members of the mailing
community. This included some of the largest mailers in the nation, households and families, and
virtually every type of mailer in between. It included organizations and associations that
represent the breadth and diversity of the mailing industry. It included our suppliers and vendors.
It included our employees and the unions and management associations that represent them.
And finally, it included members of Congress and the Administration. We appreciate the time and
efforts of everyone who has contributed to the Plan.

We believed it was vitally important that a Plan which set out a future direction for our national
postal system included input from everyone with an interest in this vital sector of the nation’s
infrastructure. To an unprecedented extent, it has brought together an incredibly wide spectrum
of needs and visions into a single document. Not surprisingly, continued viability of America’s
postal system was the common concern of virtually everyone who helped us to prepare the Plan.

It is important to understand that a significant segment of the nation’s economy is dependent on a
strong and heaithy Postal Service. In addition to 750,000 career postal employees, the
paychecks of more than eight million Americans are dependent, in whole or in part, on the mail.
The mail, and the businesses and services that support it, contribute $900 billion to the economy.
in total, this represents eight percent of our gross.domestic product.

But the mail represents so much more than a line on an economic graph. The mail represents
the commitment of our employees to the ideal that regardless of who you are, rich or poor;
whether you live in the largest city or the smallest village; from the remote Alaskan bush to the
most distant Hawaiian istand; every American has a fundamental right to send and receive mail.

It is in this spirit that | am here today to talk about the Transformation of the Postal Service.
Through its more than 225-year history of serving this great nation, the Postal Service has been a
valuable national asset. We firmly believe that it can - and will — be an asset for many decades
to come. But significant change is necessary for that to occur.

Certainly, change has been a part of the Postal Service’s journey through history. We have
changed just as America has changed — from the time when mail was carried by horse and rider,
to now, when billions of letters routinely travei by air.
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We've moved from an era when every piece of mail was handled and processed manually, to a
time when letters might go untouched by human hands until they are delivered by a letter carrier
— thanks to automation, thanks to our ability to change.

However, as Comptroller General Walker said at that hearing one year ago, the Postal Service’s
ability to change to the extent required is limited. 1t is limited by the Postal Reorganization Act,
the 1970 legislation that created the modern Postal Service from the heavily subsidized Post
Office Department.

The need for transformation is, perhaps, greater today than it was on that July day in 1971 when
the new United States Postal Service delivered its first piece of mail. The business model, which
was expected to support the new organization into the future, needs modernization today —
before we reach a point of no return. That model assumed that continually rising mail volume
would result in similarly rising revenue that would support modernization of our national
processing system and continuing expansion of the delivery network.

We are now at a point in our history when it is time for another phase in postal evolution. Our 32-
year-old operating charter.no longer allows us the ability to quickly or effectively adapt in a
communications marketplace that could not be imagined mare-than a generation ago.

The Transformation Plan we presented to Congress last month is about our need to change. Itis
a blueprint for modernizing every aspect of the way we do business. But the Plan is not about
change or modernization for their own sake. It is about the changes required if our public policy
continues to be binding the nation together through universal mail service.

The Postal Service is doing everything it can, today and in the near term, to do that. For the
longer term, however, we require your help to protect this vital link between individuals, families,
and friends, and this key driver of commerce. Our Transformation Plan addresses each of these
needs.

We are completing our third year of increased productivity. We have ambitious plans to save an
additional $5 billion between now and 2006. This must be done. And we will do it.

There is more we can and must do in the near term. Some of these activities involve tackling the
self-imposed restraints that have often prevented us from being as efficient and effective as we
can be. To this end, | have lifted the moratorium on closing post offices that management put in
place four years ago.

Let me be as clear as | can be on this issue, because it has lent itself to misinterpretation, This
does not mean that there will be wholesale post office closings. But it does mean that we will
restart the process to close those offices that have been “suspended” or effectively closed, in
some cases for more than a decade. In most of those places, we have provided alternative
services, often improving customer access to postal products and services.

These alternative services can include extension of rural carrier service from another office,
highway contract route delivery, contract stations or the establishment of community post offices.
Where carrier service is extended, customers can conduct many postal transactions through their
mailbox.

This is consistent with our business strategy, outlined in the Transformation Plan, of providing
more convenient access to our system. We want it to be as easy as possible for American
people and businesses io use our services — whether through the Internet, through traditional
postal retail outlets, or through other retail networks. It is our goal to make postal products — and
access to our network —available to our customers when and where they need them — not just
where we are located. In too many cases, the network of post offices, developed over many
years, over serve some areas and under serve others.
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We have agreed to begin an internal review of our retail network with our postmaster groups and
the American Postal Workers Union. We will expand the group to include other stakeholders in
the near future.

We will also evaluate our existing processing network., With our automated environment and
changes in our mail mix, we no longer need some of the 400 processing centers we have
nationwide. There are opportunities for consolidations and, with them, cost savings. At the same
time, we can optimize our processing network and improve efficiency within processing facilities.
Ultimately, this should mean better service for our nation.

In adjusting our network, it is not our intention to reduce delivery to less than six days per week.
We do recognize, however, that without needed long-term legislative change, our ability to
provide six-day delivery service could be threatened.

We are also going fo become even more aggressive in pursuing the benefits our size can bring to
our purchasing decisions. We have already leveraged our buying ability to lower our costs for
office supplies, telecommunications, equipment and fuel. There are additional opportunities for
savings that we intend to pursue.

We will improve our dispuie resolution processes and find a way to reduce the $300 million we
spend annually on labor-management disagreements. | am excited with the progress that has
been made in recent years regarding grievances with our major unions. We will build on this
success to look at the entire collective bargaining process. | am grateful that our unions have
agreed to sit collectively with management to review opportunities to improve the collective
bargaining process. And, by addressing these issues, we can bring improved focus to serving
our customers better.

We are also working to modernize the rate process to the extent possible within the existing
regulatory framework. George Omas, Chairman of the Postal Rate Commission, showed us that
change is possible in this area. Under his leadership, the parties in the recent rate case came
together to.reach a negotiated settlement and avoided protracted and costly litigation. This was a
significant breakthrough and one that | believe signals a new era of cooperation for all parties.

Building upon-this historic breakthrough, Chairman Omas and | have agreed to conduct a joint
summit of all the stakeholders on May 28 — from large direct marketers, to publishers of small
magazines, to individual consumers — to share with us what they believe our industry needs to
advance and modemize ratemaking. It is our goal to define the limits of change possible
regarding the rates process under the current legislation. And, on the subject of rates, | am
committed to maintaining the rates that we will implement on June 30 untit at least calendar year
2004.

Industry leaders indicated they recognize the need for Transformation and they pledge to
continue this work with us. | was gratified by the leve! of industry support | encountered two
weeks ago at the National Postal Forum in San Diego.

We will continue to refine our systems and processes to improve efficiency, reduce costs, and
protect the record levels of service and customer satisfaction we have achieved. We wili continue
our development of a performance-based cuiture, one in which compensation and performance
are linked. We will continue to use technology to add value to the mail, both by making our
system more transparent and expanding the use of automation to all mail streams.

As we work to optimize our network, we are sharing best practices and setting uniform standards
throughout the country. If our customers told me one thing at the recent Postal Forum, it was
their desire for uniformity in all of their dealings with the Postal Service — from mail entry, to
postage payment, to delivery, regardless of which geographic area of the country they are in.
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We will also continue to protect our employees and the American people by protecting the safety
- and sanctity — of the mail. In this regard, | want to take this opportunity to express my gratitude
to this Committee for its support and assistance in obtaining the $500 million homeland security
appropriation so necessary to our efforts this fiscal year. N

| also want to commend the efforts of the Postal Inspection Service, the Federal Bureau of
[nvestigation, the Bureau of Alcohol, Tobacco and Firearms and the many local law-enforcement
agencies who worked together in the successful investigation of the recent pipe bomb incidents.
We appreciate the cooperation of our customers and the dedication of our employees during this
trying period.

These initiatives represent just a few of the many opportunities available to the Postal Service
within the existing legislative and regulatory framework. Despite all of these efforts, however, we
will - sooner rather than later — run into the limits of what is possible.- If we do not act to move
beyond these limits, it is the people and businesses of our nation who will ultimately be affected.

Right now, for instance, we are locked into a pricing system that provides limited flexibility.

Under the currentllegislation, we do not control our own wages. Too often in our history of
collective bargaining, those decisions have been left to a third party to decide.

We do not have the flexibility to grow our business to the extent necessary or to develop new
revenue streams. Whenever we attempt to improve, redesign, or infroduce products, a host of
special interest groups line up to take their best shot to stop us. In the end, the public is not
served.

We can make breakthroughs on these issues. But we cannot do it alone. We need the help of
our policy makers to legislate postal reforms. If consensus cannot be reached on the right
business model for the Postal Service, then we will have allowed a vital, national asset to fail and
be wasted.

The nation stands to lose a fundamental government service that we all take for granted:
universal mail delivery. That is what our 750,000 employees provide to every American home
and business, six days a week.

We agree with the General Accounting Office and with you that we cannot let that happen. We
must transform.

After months of gaining input from stakeholders the Postal Service has identified three business
models for discussion.

The first model we considered was a privatized mail service.

A privatized Postal Service would be shareholder-owned. As such, it would focus on profit.
Financial, service and operational decisions would be made within that context. The results might
be delivery standards and prices dictated by where a person lives or where a business is located.
Metropolitan areas where volume is greater could receive better or cheaper service than a rural
community. And, like any privately owned business, it could thrive or fail.

The people we reached out to in creating our Transformation Plan told us, overwhelmingly, that
there was no support for privatizing the nation’s mail service. People speak of a digital divide; we
do not need a delivery divide.

The American people told us they strongly support the present definition of universal service at
affordable rates. People have come to rely on uniformly priced letters for national delivery.
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The second alternative model explored in our Transformation Plan is the restructuring of the
Postal Service as a traditional government agency. A sizable portion of our operating revenues
would come from appropriated funds rather than from income produced by providing a wide
range of services. N

We believe this option comes with an unacceptable price. In this case, the solution to decreasing
mail volume and rising rates would be direct subsidies, tax doliars; in effect, putting the Postal
Service back on the federal budget. :

That would take us back to the model of the 1960s when the Post Office Department was
dependent on taxpayers to underwrite the cost of universal service. Remember, no taxpayer
dollars go to fund our normal operations. They are funded from the sale of stamps and our other
products.

Imagine, if you will, the Postal Service going through an annual appropriations process and
asking Congress to fund 25 percent of its operating budget. That would amount to $15 billion in
Fiscal Year 2003 terms.

During the 1960s, the old Post Office Department received up to 25 percent of its Operating
revenues from taxpayers. That meant that when the Postal Service was created in 1971, the
price of an eight-cent postage stamp was actually ten cents. The first eight cents of the stamp
price was paid for at the post office counter. The remaining two cents was paid for on April 15.

You’ll recall that service in the 1960s had declined due to an inability to make capital investments
to modernize processing facilities and grow our infrastructure as mail volume grew. In addition,
our employees’ wages were depressed.

1t wasn't good for America then, and it wouldn’t be good for America today.

Frankly, that's where we are heading if we are unsuccessful in providing the Postal Service the
flexibility it needs to operate successfully in today’s environment.

We provided a third alternative in the Plan, 2 Commercial Government Enterprise. It is the model
we believe would put the Postal Service on a more businesslike footing, while keeping it
dedicated to its mission of universal service.

It is a model that is markedly different from what we have today. For example, instead of
breaking even, our financial goal would be to generate “reasonable returns.” Earnings would
finance capital projects; we would not have to resort to increasing debt for this purpose. Retained
earnings would enable us to finance operations through difficult economic times, rather than
having to always resort to increasing postage rates.

In addition, this model would aliow us to utilize our vast retail and delivery assets to develop new
revenue streams. Our 38,000 retail offices and our national door-to-door delivery networks could
be made available to private enterprise as a joint, profit making venture.

As a commercialized government enterprise, we could introduce flexible pricing. Prices for postal
products would still be subject to regulatory review. But we would have the flexibility to adjust
prices based on market demand.

Next, as a labor intensive organization, with 75 percent of our operating expenses going to labor,
this business model would allow us to explore a more progressive way to make collective
bargaining work for all parties.
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Finally, this model wouid give us the needed flexibility to increase access and convenience for
our customers. Management would have the flexibility to close a number of non-performing retail
outlets. And we would be able to invest in new facilities and services and enter into alliances and
ventures with related, private-sector companies, after due diligence was completed.

Essentially, this “commercialized Postal Service” would provide the management tools that are
available to private-sector businesses as we work to improve service to our customers, manage
costs more efficiently and leverage our assets to generate new revenue opportunities.

Ultimately, this model would permit us to make maximum use of our assets and enable the nation
to share in the benefits of our scope — every home, every business, every day, and in every retail
outlet. At the same time, it would protect our ability to serve every home, every business every
day — at a broader range of outlets than ever before.

Every American and every policy maker needs to be involved in these discussions. The future of
affordable, universal mail service depends on it.

We pledge to do our part. We pledge to continue our strong performance focus. We pledge to
make changes that are possible within the framework of the existing legisiation and work with the
Administration and Congress to bring about legislative reform to achieve this transformation.

We recognize the efforts of both the Senate and the House of Representatives in advancing the
debate on postal reform. We acknowledge and appreciate the thoughtful and far-reaching efforts
of many Members to reach consensus on various reform vehicles. We believe that these efforts
should include serious consideration of the structural models in the Transformation Plan. | offer
my assistance and that of the entire Postal Service to that end.

We cannot afford to let this opportunity pass us by. We cannot afford to risk the legacy of more
than 200 years of universal service. The decisions we make today will affect the future of
America's mail system for generations to come. If this national asset is to be protected and
preserved, then action is needed.

In the difficult months since September 11, it has become clear to all of us that the world has
changed. For the United States Postal Service, the anthrax attacks, one month later, were a
stark confirmation that we cannot do business as usuaf anymore. That realization is firmly rooted
in us now as never before.

| am convinced that this plan for transformation is a key step in moving past our limitations, as we
work to define and embrace sorely needed changes. With courage and conviction, we can
continue to connect our people, our neighborhoods, our communities — indeed, the whole nation
— as no one else can, just as we have for more than two centuries.

| appreciate the opportunity to share my thoughts with you today and | look forward to continuing
this important conversation with you. In particutar, | look forward to working with this Committee
to explore how we can provide the American people with a continued, strong postal system.

# # # #
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Mr. Chairman and Members of the Subcommittee:

We are pleased to be here today to participate in this hearing on the financial and transformation
challenges facing the U.S. Postal Service (the Service). Since we discussed these issues about a
year ago, when we placed the Service’s long-term outlook and transformation efforts on our
High-Risk List, the Service’s financial situation has continued to decline, and its operational
challenges have increased. As we recently reported, the need for a comprehensive transformation
of the Service is more urgent than ever.! The Service has also recognized the need for
reexamining and changing its existing business model. Last month, the Service took a good first
step when it issued its Transformation Plan. The plan provides a wealth of information about the
Service’s challenges, identifies numerous actions the Service plans to take under its existing
authority, and outlines steps that would require congressional action. At the same time, the plan
does not adequately address certain key issues or include an action plan with key milestones,
which will be critical to assuring success and assessing progress. In my testimony today, I will
focus on the Service’s current financial outlook, which includes updated information since our

report was issued. I will also offer observations on the Service’s Transformation Plan.

Summary

Overall, the Service continues to have significant difficulties in getting its financial house in
order. Specifically:
e The catastrophic events of September 11 and subsequent use of the mail to transmit anthrax,

plus the recent economic slowdown, have served to exacerbate the Service’s financial

' U.S. General Accounting Office, U.S. Postal Service: Deteriorating Financial Outlook Increases Need for
Transformation, GAO-02-355 (Washington, D.C.: Feb. 28, 2002).

1 GAO-02-694T
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difficulties by decreasing mail volumes and revenues. Only time will tell how much of this
decline is temporary and how long it will last.

Despite additional cost-cutting efforts in the first half of fiscal year 2002, the Service’s
revenues declined approximately twice as fast as its expenses, in part because the Service has
large fixed expenses that are difficult to cut in the short term.

The Service’s budget, prepared before September 11, estimated a $1.35 billion deficit for
fiscal year 2002, which was recently updated to an approximately $1.5 billion deficit. The
Service is headed for its third consecutive annual deficit since fiscal year 2000 despite
multiple rate increases over this period.

Productivity increases continue to be difficult to achieve and sustain. During the first 2
quarters of fiscal year 2002, productivity fell below budgeted targets. For example, in the
first quarter, which was affected by the extraordinary events of last fall, productivity fell by
1.1 percent compared with a budgeted 1 percent increase. In the second quarter, productivity
rose by 1 percent but was budgeted to rise by 1.5 percent.

Cash flow difficulties continue. However, Service officials express confidence that the
Service can pay its bills in fiscal year 2002 through postal revenues and borrowing.

The Service’s debt is budgeted to rise to $12.9 billion by the end of fiscal year 2002, up $1.6
billion from the previous year and only $2.1 billion less than the $15 billion statutory limit.
To put this situation into context, one biweekly postal payroll exceeds $1 billion. In addition,
as we testified a year ago, the Service does not have a debt reduction plan.

To conserve cash and limit debt, the Service has continued its freeze on capital spending for
most facility projects, resulting in a growing backlog-—a situation that is unsustainable.
Meanwhile, total capital outlays are budgeted to decline in fiscal year 2002 for the third

consecutive year to $2.2 billion. This level of capital investment is inadequate for the Service

GAO-02-694T
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to maintain and modernize its infrastructure and meet other capital needs. It could also limit
the Service’s ability to cut costs and achieve productivity gains as well as undertake major
transformation efforts involving its retail and mail-processing infrastructure.

e As the Service considers its infrastructure and capital investment needs, it has the opportunity
to rationalize its infrastructure to provide more points of service while also reducing costs
associated with “brick and mortar” facilities. Further, it can consider how best to enhance
mail safety and security as it assesses its facility needs.

e The Service’s major liabilities and obligations are estimated at close to $100 billion, which
include liabilities for pensions, workers® compensation benefits, and debt fo the Treasury;
and other obligations for post-retirement health benefits.

e The Service’s financial condition is deteriorating as it liabilities continue to exceed ifs assets.
The Service’s governmental status provides insulation from the bankruptey process that
would be applicable to private sector companies in a similar condition. Addressing the
underlying factors that are driving the Service’s financial condition cannot be ignored and is

in large part what transformation must be about.

The Service’s financial difficulties are not just a cyclical phenomenon that will fade as the
economy recovers. The Service’s basic business model, which assumes that rising mail volume
will cover rising costs and mitigate rate increases, is increasingly questionable as mail volumes
stagnate or deteriorate in an increasingly competitive environment. For example, alternatives to
hard-copy mail are proliferating and include numerous alternatives such as electronic mail,
automated bill payment and elecironic presentment, faxes, and cell phones with rates that do not

include extra charges for long-distance minutes.

GAQ-02-694T
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The Service’s Transformation Plan recognized that postal costs are rising faster than revenues
and identified numerous actions that the Service plans to take under its existing authority,
notably through cutting costs and improving productivity. Historically the Service has had
difficulties in cutting costs and achieving and sustaining increases in its productivity. In addition,
the Service faces growing retirement-related costs and potentially significant costs to improve
the safety and security of the mail. The plan stated that the Service expects to achieve $5 billion
in savings and cost avoidance through 2006. However, it is unclear from the Service’s Plan
whether the cost cutting goals will be sufficient for the Service to hold rates steady from mid
2002 calendar year uniil 2004, as it has planned, and reduce debt and finance needed capital
investments. In addition, it is unclear what the potential financial impact would be, particularly
in the short-term, from the Service’s planned actions during the transformation period. More
specifically, it is unclear what the impact of planned actions would be on annual revenues and
expenses or when financial benefits may be realized. Further detail on the costs and time frames
associated with specific initiatives would be useful to better understand the financial impact of

the Service’s planmed actions.

Overall, the Postal Service is to be commended for raising key postal reform issues in its
Transformation Plan, suggesting near-term legislative changes, and outlining the statutory model
that the Service would prefer for its long-term future. The plan contained many good suggestions
and planned actions on short-term actions to improve efficiency. (See app. I for key problems
that we have identified and actions and milestones in the Service’s Transformation Plan to
address them.) The plan also raised some difficuit long-term issues, such as the Service’s legal
requirements and practical constraints that limit transformation efforts. Further, the plan’s

appendixes contained useful descriptions of actions the Service plans to take, such as its
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strategies to improve efficiency and develop a performance-based culture. Other appendixes
contained detailed background information and discussed how foreign postal administrations

have dealt with similar postal reform issues.

However, the plan did not adequately address some key transformation issues that will need to be
addressed for any transformation effort to be successful. These issues include the definition of
universal postal service; strategies to address certain human capital matters such as postal pay
comparability, performance management issues, management bonus arrangements, and
workforce deployment and utilization; the Service’s governance structure, transparency, and
accountability mechanisms; and what mechanisms would be best suited for making progress on
unresolved transformation issues. Although the Transformation Plan recommended that
Congress give the Service much more flexibility, particularly in the ratemaking and new
products areas, it will be important that any additional flexibility be coupled with an appropriate

level of transparency and accountability.

Where do we go from here? As the Service’s Transformation Plan emphasizes, the Service can
and should make progress on the specific actions it can take under its existing authority. Much
progress can be made through exploring constructive partnerships and relationships between the
Service and other key stakeholders, such as the mailing community and the Postal Rate
Commission (PRC). We applaud these parties for taking constructive steps in this direction.
Similarly, we encourage the Service and its major labor unions and management associations to
build on their post-September 11 working relationship by working in a partnership fashion to
discuss and move forward on difficult human capital issues. The Service also needs to work with

Congress to address a range of unresolved transformation issues. More specific steps, time
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frames, and information on expected financial impacts is needed in order for Congress to

effectively monitor the Service’s progress in implementing its plan.

Further, progress on comprehensive legislative reform has been difficult to achieve, in part
because mumerous stakeholders have divergent needs and concerns. Given the vital role of the
nation’s postal system to the American people and businesses, I urge the parties to find common
ground in building a viable postal system for the 21* century. The time has come for
comprehensive and fundamental reform. As we have stated previously, this will likely require a
special commission 1o address the most difficult and controversial issues that must be addressed
{(e.8., defining universal service and rationalizing infrastructure). Make no mistake about it,
shared sacrifice from all stakeholders will be necessary to achieve a successful postal

transformation.

The Service’s Current Financial Situation

Overall, the Service’s financial condition has continued to decline. Large deficits continue as
volumes and revenues decline; rates and debt are spiraling upward; capital needs are going
unmet; and the Service’s labilities exceed its assets. Despite multiple rate increases, the
Service’s net income continually declined from fiscal year 1995 through fiscal year 2001 (see fig.
1), The rate increase implemented in 1995 averaged 10.2 percent and was the largest percentage
rate increase during this period. Costs, in general, have been difficult to reduce in the short term
since the Service has high fixed costs, such as 6 days per week delivery of mail to approximately
138 million addresses—a figure that grows by nearly 2 million annually—and maintenance of a

national retail infrastructure of 38,000 post offices, branches, and stations. The Service is also
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nearing its $15 billion statutory debt limit. To conserve cash, if is cutting back on its capital

outlays, which will hinder modernization of the Service’s infrastructure.

Figure 1: Postal Service Net Income/Losses from Fiscal Years 1972 to 2002
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In its budget prepared before September 11, the Service estimated that it would incur 2 $1.35
billion deficit in fiscal year 2002, and recently updated its deficit estimate to approximately $1.5
billion. The Service reported almost a $200 million deficit for the first 2 quarters of fiscal year
2002 combined. The Service recently estimated that it would lose an additional $400 million to

$800 million in the third quarter. Similarly, the Service has not updated its outlook for the fourth
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quarter—which has a budgeted $1.4 billion deficit. It should also be noted that mail volumes in

the third and fourth quarters may fall below the budget targets if current trends persist.

Further, productivity increases continue to be difficult to achieve and sustain. During the first 2
quarters of fiscal year 2002, productivity fell below budgeted targets. For example, in the first
quarter, which was affected by the extraordinary events of last fall, productivity fell by 1.1
percent, compared with a budgeted 1 percent increase. In the second quarter, productivity rose by
1 percent but was budgeted to rise by 1.5 percent. Productivity targets for the remainder of this

fiscal year are budgeted to decline.

On the other hand, the fourth quarter deficit is estimated to be offset by about $1 billion in
additional revenues from the rate increase scheduled to occur June 30, 2002. Thus, the Service
will have implemented multiple rate increases since January 2001 (see table 1). The scheduled
increase averages 7.7 percent for all rates. In addition, the price of a First-Class stamp will
increase by 3 cents, that is—an 8.8 percent increase. Despite this rate increase, the Service is

headed for its third consecutive annual deficit.

Table 1: 2001 and 2002 Rate Increases

Date Details of rate increases

January 7, 2001 Service implemented rate increases averaging 4.6 percent, with a 1-cent increase in
the First-Class stamp rate to 34 cents.

July 1, 2001 Service implemented rate increases averaging 1.6 percent.

June 30, 2002 Service is to implement rate increases averaging 7.7 percent, with a 3-cent increase
in the First-Class stamp rate to 37 cents.

Source: Postal Service.

? In fiscal year 2001, the Service reported a $1.68 billion deficit, including a $256 million deficit in the first 2
quarters, $166 million deficit in the third quarter, and a $1.26 billion deficit in the fourth quarter.
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The Service’s poor financial outlock for fiscal year 2002 was compounded by further declines in
mail volume in the wake of incidents of terrorism, including anthrax in the mail, and the
economic slowdown. Total mail volume declined 4.5 percent in the first 2 quarters of fiscal year
2002, compared with the first 2 quarters in the previous fiscal year, while total revenues declined
0.4 percent —a revenue decline that was mitigated by rate increases implemented in January and
July 2001 that averaged a cumulative 6.2 percent. Mail volumes declined in the first 2 quarters
of fiscal year 2002 for First-Class Mail, Priority Mail, Standard Mail (primarily advertising), and
Periodicals (see fig. 2), leading to little revenue growth or declining revenues in each of these
categories. Only time will tell how much of the recent volume decline is temporary and how
long it will Tast. (See app. 1L for details on mail volumes and revenues in the first 2 quarters of

fiscal year 2002.)

Figure 2: Change in Selected Mail Volumes for the First 2 Quarters of Fiscal Year 2002
Compared with the Same Period in Fiscal Year 2001

Percent change
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Sourge: Postal Service.
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On the positive side, the Service has budgeted and achieved significant cost cutting in fiscal year
2002. For the first 2 quarters of fiscal year 2002, the Service reported that its total costs were 2.7
percent below its budgeted estimates. The Service reported that it reduced budgeted costs by
decreasing the number of career employees and by reducing work hours including overtime. The
Service had nearly 16,000 fewer career employees at the end of the second quarter, compared
with the same period for fiscal year 2001, a decline of about 2 percent. Likewise, total work
hours— including both career and noncareer employees— fell by nearly 40 million in the first 2
quarters, a decline of 5.1 percent. Service officials have said that these workhour savings were
achieved in part because the Service had less mail to deliver than it did a year ago, and in part
through efforts to improve the Service’s efficiency. For example, mail processing work hours
fell by 8.1 percent in the first 2 quarters of fiscal year 2002, compared with the same period in
fiscal year 2001, a gain aided by initiatives such as deployment of more efficient machines to
sort flat-sized mail (e.g., large envelopes and periodicals). To make further progress in
improving efficiency, the Service could explore issues related to having sufficient flexibility to

redeploy staff as mail volumes fluctuate.

In addition to financial difficulties, the Service has also experienced some slippages in service
performance. Although the Service has maintained high service levels for delivery of overnight
First-Class Mail, its on-time delivery scores for 2-day and 3-day First-Class Mail have generally
declined since fiscal year 1999. For example, on-time delivery of 2-day First-Class Mail in the
first quarter declined annually from a peak of 86 percent in fiscal year 1999 to 82 percent in
fiscal year 2002. Likewise, on-time delivery of 3-day First-Class Mail in the first quarter
declined annually from a peak of 87 percent in fiscal year 1999 to 72 percent in fiscal year 2002.

Similar, but less pronounced, trends applied in the second quarter over this period. The most
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recent available data for the second quarter of fiscal year 2002 show on-time delivery of 82
percent for 2-day First-Class Mail and 74 percent for 3-day First-Class Mail. (See app. I for
detailed service performance data.) Recently, security restrictions were imposed after September
11 that batred First-Class Mail weighing over 16 ounces from transportation on commercial
airlines so that the Service increased its reliance on trucks. It is unclear whether these shifts in
transportation modes have also affected on-time delivery of other types of mail, such as the

continuing erosion of on-time delivery performance for Priority Mail?

The Capital Investment Outlook

The Service’s capital investment program continues to be severely limited by the Service’s
financial problems. The Service budgeted $2.2 billion for capital outlays in fiscal year 2002,
down from $2.9 billion in fiscal year 2001, and $3.3 billion in fiscal year 2000 (see fig. 3).

Budgeted capital cash outlays for fiscal year 2002 are at the lowest level since fiscal year 1995.

* For trends in Priority Mail service, see Report of the Consumer Advocate on Quality of Services Provided by the
Postal Service to the Public by the PRC Office of the Consumer Advocate (Mar. 6, 2002).
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Figure 3: Postal Service Capital Cash Outlays, Fiscal Years 1990 through 2002
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Department of Commerce. The fiscal year 2002 figure was calculated using an estimate from the Congressional
Budget Office.

Source: Postal Service.

The Service has continued its capital freeze for most facility investments to save cash and limit
debt, resulting in a growing backlog in planned facilities. Limitations on capital investment may
have a number of detrimental effects such as deterioration of the Service’s existing physical
infrastructure, deferred efficiency gains, and higher future capital costs. Looking forward, the
gap between resources and capital investment needs would be exacerbated by the Service’s plans
to continue automation efforts, deploy an “information platform™ to provide better information
on postal operations and the status of mail, and implement any modernization or restructuring of

the Service’s infrastructure.
Another concern is that the Service has continued to rely on debt to finance its capital program.
This trend could not continue if the Service reaches its $15 billion statutory debt limit. The

Service’s debt is budgeted to increase by $1.6 billion and reach $12.9 billion by the end of fiscal
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year 2002, only $2.1 billion below the $15 billion statutory debt limit. Even the remaining $2.1
billion in borrowing authority may not be available for capital investment in future years, since
fiscal prudence might suggest stabilizing debt below the statutory limit to maintain liquidity.
Further, the Service has said that its goal is to reduce debt, which might preclude the use of
additional debt to finance capital investment. The Service’s Transformation Plan stated that
“Since cash flow from operations is linked to net incomes (or losses), stabilizing and reducing
debt will require that the Postal Service recover its prior vears losses and carefully plan its capital
cash outlays so they do not exceed cash flow. As the past two fiscal years have demonstrated, the

Postal Service cannot simultaneously generate net losses and reduce its borrowings.”

Looking ahead, expenses related to enhancing mail safety and security are a key unknown cost
factor, To date, the Service has relied primarily on congressional appropriations to finance
capital investment in measures designed to improve mail safety and security. However,
uncertainties remain regarding the technologies to be deployed, the associated capital costs, the
subsequent impact on operating costs and postal operations, and the extent to which Congress
will pay for these costs in the future. The price tag is likely to be substantial, with the Service
requesting about $300 million in supplemental appropriations for fiscal year 2003 to improve
mail safety and security. This request is in addition to the $675 million that was appropriated in

fiscal years 2001 and 2002 for security purposes.

Another uncertainty that may affect the Service’s capital program involves its request for nearly

$1 billion in congressional appropriations for revenue foregone,” which the Service has said

* The Service has asked for nearly $1 billion in fiscal year 2003 appropriations for the total amount of revenue
forgone for free and reduced rate mail between 1991 and 1998 for which the Service has not yet received
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could be used to finance some capital facility projects. Specifically, the Service has proposed
accelerating payments for revenue foregone from $29 million annually through 2035 to a single
lump-sum payment in fiscal year 2003—a change that would increase the net present value of
appropriations received by the Service for this purpose.” Congress did not act on a similar

proposal last year and has not acted on the Service’s latest request.

Addressing the Service’s Financial Problems

In the short term, the Service may have to rely primarily on cutting costs and raising rates to
address its financial problems. The Service’s Transformation Plan identified mimerous short-
term steps the Service plans to take under its existing authority to cut costs and improve
productivity. Regarding rate increases, an above-inflation rate increase averaging 7.7 percent is
scheduled to take effect June 30, 2002, including a 3-cent increase in the price of a First-Class
stamp from 34 to 37 cents. However, raising rates may cause mail volumes to decrease and
encourage mailers to shift more mail to electronic and other delivery alternatives. Although the
Service plans to hold rates steady from June 2002 until calendar year 2004, pressures to increase
rates will continue in the long term to cover rising expenses, such as wage increases and growing
long-term obligations. The Service’s total liabilities on its balance sheet were $61 billion, which

exceeded total assets by $2.3 billion at the end of fiscal year 2001 2 These liabilities include $32

appropriations. This request would be in lieu of the current payment schedule established by a 1993 law for $29
million in annual appropriations over 42 years.

5 The present value of remaining payments of revenue foregone js $422 mitlion (at an interest rate of 5.8 percent)
according to a recent Congressional Research Service report. See The Postal Revenue Foregone Appropriation:
Overview and Current Issues, by the Congressional Research Service (CRS Report R$210235, Updated November
23,2001).

6 Total assets on the balance sheet 