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CONTINUING TO DELIVER: AN EXAMINATION
OF THE POSTAL SERVICE’S CURRENT FI-
NANCIAL CRISIS AND ITS FUTURE VIABIL-
ITY

THURSDAY, APRIL 15, 2010

HOUSE OF REPRESENTATIVES, COMMITTEE ON OVERSIGHT
AND GOVERNMENT REFORM, JOINT WITH THE SUB-
COMMITTEE ON FEDERAL WORKFORCE, POSTAL SERV-
ICE, AND THE DISTRICT OF COLUMBIA,

Washington, DC.

The committee and subcommittee met, pursuant to notice, at 10
a.m., in room 2154, Rayburn House Office Building, Hon. Stephen
F. Lynch (chairman of the subcommittee) presiding.

Present: Representatives Lynch, Maloney, Cummings, Kucinich,
Tierney, Clay, Watson, Connolly, Quigley, Davis, Foster, Speier,
Driehaus, Chu, Issa, Burton, Duncan, Jordan, and Luetkemeyer.

Staff present: Peter Fise, staff assistant; Adam Hodge, deputy
press secretary; Carla Hultberg, chief clerk; Marc Johnson and
Ophelia Rivas, assistant clerks; Michael Kubayabda, counsel; Mark
Stephenson, senior policy advisor; Ron Stroman, staff director; Wil-
liam S. Miles, staff director, Subcommittee on Federal Workforce,
Postal Service, and the District of Columbia; Larry Brady, minority
staff director; John Cuaderes, minority deputy staff director; Rob
Borden, minority general counsel; Adam Fromm, minority chief
clerk and Member liaison; Stephanie Genco, minority deputy press
secretary; Howie Denis, minority senior counsel; and Alex Cooper,
minority professional staff member.

Mr. LYNCH. Good morning and welcome.

What is encouraging about today’s hearing is that it is being con-
vened to specifically discuss suggested solutions for addressing
what many have called an unsustainable business model in need
of urgent attention and reform. I have had a chance to review both
the Postal Service’s action plan for the future as well as the re-
cently released GAO report on strategies and options to facilitate
progress toward financial viability, and I commend both of those
entities for your thorough analysis.

And, given the Postal Service’s currently dire situation, both of
these reports rightfully touch on some critical and highly controver-
sial issues such as calling for major changes in the frequency of
mail delivery, statutory pricing, facility and network optimization
and employee compensation and benefits.

I think we all get the fact that the difficult times will require
some difficult decisions to be made, and the impact of some of these
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decisions will more than likely fall heavily across the board, affect-
ing the Postal Service, its customers, employees, stakeholders, and
others.

While at the moment there may not be exactly a consensus on
what needs to be done to bring about the financial recovery of the
Postal Service. The one thing we believe we are all in agreement
on is that doing nothing is no longer a viable option.

The keystone of a $1.2 trillion mailing industry and the employer
of nearly 700,000 Americans, the solvency and long-term operation
of the U.S. Postal Service is essential to our national economy and
to our way of life, which is why I am glad that today’s hearing
gives us an opportunity to lay everything from the value of mail
nowadays to the debate over the Postal Service’s civil service retire-
ment system out on the table for deliberation and consideration.

I appreciate today’s witnesses for being here with us this morn-
ing to offer their suggested strategies on how best to increase reve-
nue, reduce cost, and improve efficiency going forward in order to
help ensure the future financial viability of the Postal Service.

Again, I would like to thank the chairman, Mr. Towns, for agree-
ing to hold this joint hearing, and I look forward to an informative
discussion this morning.

On our first panel we will hear from the Postal Service and GAO
on their reports, while our second panel will discuss the impact of
these recommendations and the CSRS pension issues.

Again, I thank all of our witnesses for appearing today, and I
look forward to their testimony.

[The prepared statement of Hon. Stephen F. Lynch follows:]
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STATEMENT OF CHAIRMAN STEPHEN F. LYNCH

The Committee on Oversight and Government Reform and the
Subcommittee on Federal Workforce, Postal Service, and the District of
Columbia

Joint Hearing

“Continuing to Deliver: An Examination of the Postal Service’s Current Financial
Crisis and its Future Viability.”

Thursday, March 25, 2010 at 2:00 p.m.
2247 of the Rayburn House Office Building

1 thank the Chair for yielding time and for also agreeing to hold today’s hearing,
which goes to show that you also recognize the critical state of affairs currently
confronting the United States Postal Service. As Chair of the Subcommittee with
oversight jurisdiction over the Postal Service, I continue to be quite concerned about the
recent financial and operational challenges that have caused one of our nation’s most
robust and fully solvent public entities to end the past three consecutive fiscal years in the
red — cumulatively, to the tune of nearly $12 billion dollars. It’s no secret that much of
the Postal Service’s recent financial woes stem from dramatic declines in mail volume
and corresponding revenue losses, which are attributable to increased diversion to new
modes communication, the nationwide economic downturn and, in some ways, statutorily
imposed benefit obligations, such as the prefunding of future retiree health costs. And if
projections for this year’s end holds true, the Postal Service could stand to lose an

additional $7 plus billion dollars.

While we have all known for quite sometime the sources of many of the Postal
Service’s problems, what’s encouraging about today’s hearing, Sir, is that it’s being
convened to specifically discuss suggested solutions for addressing what many have
called an “unsustainable business model” in need of urgent attention and reform. I've
had a chance to review both the Postal Service’s “Action Plan for the Future” as well as
the recently released GAO report on “Strategies and Options to Facilitate Progress
towards Financial Viability” and commend you both for performing such thorough
analysis. Given the Postal Service’s current dire situation, both of these reports rightfully

touch on some critical and highly controversial issues, such as calling for major changes
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in the frequency of mail delivery, statutory pricing, facility and network optimization and

employee compensation and benefits.

1 think we all get the fact that difficult times will require some difficult decisions
to be made and the impact of some of these decisions will more than likely fall heavy,
across the board — affecting the Postal Service, its customers, employees and stakeholders
alike. While at the moment there may not be exact consensus on what needs to be done
to bring about the financial recovery of the Postal Service, the one thing I believe we are
all in agreement on is that ‘doing nothing’ is no longer a viable option. The keystone of a
$1.2 trillion dollar mailing industry and the employer of nearly 700,000 Americans, the
solvency and long term operation of the United States Postal Service is essential to our
nation’s economy and to our way of life, which is why I am glad that today’s hearing
gives us an opportunity today to lay everything - from the value of the mail nowadays to
the debate over the Postal Service’s Civil Service Retirement System responsibility - out

on the table for deliberation and consideration.

1 appreciate today’s witnesses for being here with us this morning to offer their
suggested strategies on how best to increase revenue, reduce costs and improve efficiency
going forward in order to help ensure the future financial viability of the Postal Service.
Again, I’d like to thank the Chairman for agreeing to hold this joint hearing, and I look
forward to an informative discussion this morning.

it
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Mr. LYNCH. I now yield 5 minutes to our ranking member, Mr.
Darrell Issa from California, for his opening statement.

Mr. IssA. Thank you, Mr. Chairman.

Mr. Chairman, last year we worked together on a bipartisan
basis to provide a temporary fix. This committee had hoped that fix
would be slightly longer; however, at the end of the day it was a
1-year kick the can down the road fix. Today, it is clear that before
any fix of any sort is considered by this committee, we must have
a plan that will bring right-sizing, solvency, and a continued level
of high service by the Post Office.

Without that level of high service, we do not meet our Constitu-
tional responsibility, which this committee has direct oversight on.
Without right-sizing, the services versus the people versus the
equipment versus—and I am going to cross the line that we never
want to cross—versus the number of physical locations around the
country manned by postal personnel, we cannot get even.

For more than 30 years I have been either an executive or mem-
ber of the board of a company. I still sit on a public company. We
are the fiduciaries of your enterprise. As fiduciaries of your enter-
prise, we must tell you, you have at the current time more or less
a third more people than you are properly using. If you were to use
the minimum amount of people, highly motivated, properly com-
pensated, you would clearly have a dramatic amount of less people.

Having said that, we have been remiss from the dais in meeting
our responsibility. During the last year since we began dealing spe-
cifically under this chairmanship with this problem, the Federal
work force has grown by nearly as many, if not more, than the
amount of people at your surplus. Postal workers are Federal work-
ers. Postal workers are vested in an equivalent system and a
transferrable system to that which we here on the dias and all Fed-
eral workers are in.

Although there are some slight differences, it is very clear that
we have not recognized that if the postal system has more workers
than it needs, the Federal work force in general has less than it
needs, postal workers represent what is or has been a highly moti-
vated, fairly compensated group of individuals at all levels, entry,
managerial, supervisal, and executive.

I hope today, in addition to prepared statements that we have
read and we will hear capsulated, that we will hear about the kind
of synergies the Federal Government needs to achieve in duties,
and from the dias many have suggested that the census should
have been done all or in part by those Federal workers presently
working for the post office, and other innovative ideas that could
be done to make better use of postal facilities.

But more importantly, you must leave here today understanding
that Congress needs a plan, like any other Board of Directors, that
passes the sniff test, that will, in fact, be reasonable for us to say
to the American people the post office will be self-sufficient and sol-
vent, which is a requirement of Congress, but, more importantly,
that we are not wasting the time and energies of so many people
who have in the past been well-motivated, loyal workers to the
postal system by simply saying, sit in the green room, blue room,
any color room you have, but today many of them sit in waiting
rooms. Nothing is more demoralizing to a worker than to be excess
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with no plan to deal with that in the future. No postal worker
should be given a route that is less than a full day’s work. No post-
al worker should be on the ready if, in fact, that ready bell is not
likely to ring.

So, Mr. Chairman, I have been supportive of the postal workers.
I intend to continue to be, but I want to make sure that we are
doing the best thing we can for those people, and if the American
people are watching us hire throughout the Federal work force peo-
ple who, with transition funds that we could authorize and appro-
priate, could find themselves in permanent positions, I do not want
to wait until it is time to put people on the street who otherwise
would be gainfully employed in the Federal service that they
signed up for 1, 2, 5, 20, or 30 years ago.

Mr. Chairman, I look forward to the comments and I look for-
ward to working together on a bipartisan basis to fix this troubling
problem.

I yield back.

[The prepared statement of Hon. Darrell E. Issa follows:]
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Thank you, Mr. Chairman, for holding today’s hearing about the ongoing struggles facing the Postal Service
and their plans for the future.

Within the broad jurisdiction assigned to this Committee, the responsibility to oversee the United States
Postal Service is one of the most critical. Article 1, Section 8, of the U.S. Constitution provides that
Congress has the power to “establish post offices and post roads.” This power, from the earliest days of our
Republic, was thought to be relatively benign. But soon after ratification, controversy set in over the extent
of Congressional authority.

Nearly one hundred years after Congress established the Office of Postmaster General, the Supreme Court
handed down a landmark decision that affirmed the far-reaching power of Congress over the mail. In fact,
Congressional control over the Postal Service has been characterized as a constitutionally-mandated
monopoly. There is no other authority, and no other institution of oversight, with the ultimate responsibility
to address the many problems facing the Postal Service.

And that is why, Mr. Chairman, it falls to us today to examine the causes of the current financial crisis and
challenges to the Postal Service’s future viability. Those challenges, Mr. Chairman, are many.

First, USPS is rapidly losing revenue. Even before the effects of the current recession were being felt, the
price of postage was gradually rising and the volume was steadily dropping. Congress requires the Postal
Service to operate like a business, and to be self-supporting, yet the relative inflexibility in pricing hinders
USPS’s ability to compete with their private sector counterparts.

Second, USPS is struggling with the fiscal strain brought on by an oversized organization. It is clearly time
to right-size its workforce to meet current demand. Existing contracts severely limit USPS from adjusting
its workforce to bring cost in line with revenue. In spite of efforts to cut labor costs, they continue to
consume roughly 80% of total Postal revenue each year. Studies have indicated that a significant reduction
in the Postal workforce is in the best interest of the Postal Service and its customers.
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We are aware that this year the Postal Service is negotiating two major union contracts and two more next
year. These negotiations cannot be business-as-usual, If USPS expects congressional cooperation, then it is
going to have to present a strategic plan that brings postal services —~ including its labor problems — in line
for long-term viability.

Third, USPS is struggling to keep pace with technology. Electronic mail and other recent advances in
technology offer the kind of convenience and timely delivery that neither the Postal Service nor its private
sector counterparts can provide. Facing this reality, USPS must reinvent itself to survive and thus perform
its core function of providing mail delivery to every American address.

Last year, Mr. Chairman, we worked on a bipartisan basis to enact H.R. 22 and provide a quick fix for
USPS’s financial problems. As we approach the fall, we are aware that those problems have not been
resolved in any fundamental way, and that a major funding issue is still upon us. Indeed, if we fail to enact
serious postal reforms this year, we will have no choice but to come head-to-head with the possibility of
another taxpayer bailout. This we will not allow.

To ensure the future success of USPS, every option must be on the table. I trust, Mr. Chairman, that we will
be able to build upon our past collaboration to find a permanent bipartisan solution, and I look forward to
hearing from today’s witnesses.

fisi
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Mr. LyNcH. I thank the gentleman. By prior agreement, the
Chair recognizes Mr. Kucinich for 5 minutes.

Mr. KuciNicH. I thank the chairman for holding the hearing on
this matter of great significance to the American people.

I want to begin by thanking the men and women who have dedi-
cated their lives to making sure that the commerce of this Nation
moves through the mail. Many of you made a life commitment to
that work, and it ought to be received with great appreciation by
this Congress and by the American people.

The financial issues that are facing the Postal Service will be
dealt with, and I am hopeful that this committee will have the op-
portunity to deal with it in a way that preserves the good faith
which the people who serve the U.S. Postal Service have a right
to expect from this Congress, and will preserve the appreciation
which the American people have for those who are involved in the
delivery of the mail.

I understand the importance to local communities of the Postal
Service, and I am committed to working with all stakeholders to
ensure its financial viability.

In November of last year, this subcommittee held a hearing to
examine possible methods of revenue generation, and we know that
since then we have seen a great amount of money continue to be
lost and the postal consolidation campaigns persist. I am concerned
that some of the proposals being considered could lead to the pri-
vatization of essential services.

As someone who has had to deal with privatization issues many
years ago as a mayor of a city, I can promise you that this is one
Member who is not going to sit by and let you use the excuse of
financial difficulties as a path to privatize a service that first and
foremost ought to be a commitment to the American people of regu-
lar delivery of the mail at a fair and reasonable price.

I strongly believe there are ways to generate revenue without
cutting jobs and essential services. The GAO report makes the ob-
servation that 300,000 postal employees are expected to retire
through 2020. It points out that in a 3-year period over 84,000 em-
ployees were reduced from the career work force. So it is not as
though people aren’t looking for ways to operate more efficiently
with less people. We have to be careful that we don’t, through the
desire to try to make this system work more efficiently, harm its
ability to deliver the mail.

My constituents continue to express their concern over post office
closing, especially in low-income communities with little or no ac-
cess to transportation or technology. Ultimately, it is going to be
up to the Congress to give the Postal Service the flexibility it needs
to implement vital revenue generation methods. At the same time,
it is our responsibility to ensure that methods of revenue genera-
tion do not come at the cost of universal access and the jobs that
have been vital to the communities we represent, because universal
access is something that is important to the people of this country
and it is a major economic issue in communities across America,
and it should not be denied to people because they happen to be
on a lower end of the economic ladder.

The Postal Service has a very powerful infrastructure already in
place, and that should be utilized in any future plan. Instead of
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consolidating branches and its work force, the Postal Service
should examine ways it can provide services and training for its
employees that will allow it to complete with some of the other en-
tities that are already out there.

Chairwoman Goldway and National Postal Worker Unions have
provided excellent ideas that warrant further examination, such as
providing Government services at local post offices and providing
retailers a space to sell their services or products.

As the economy moves toward recovery, we must ensure that
local post offices are there to serve the local community.

I thank the chairman.

Mr. LYNCH. I thank the gentleman.

The Chair now recognizes the ranking member of the Postal Sub-
committee for 5 minutes.

Mr. CHAFFETZ. Thank you, Mr. Chairman. I do appreciate the bi-
partisan approach in working on these issues, and I do appreciate
the efforts that the Postal Service has made.

I am new to this as a freshman here, and I have actually got to
tell you that I was pleasantly surprised and appreciative of the fact
of how the Postal Service has been addressing the financial needs
in a very proactive way and a very difficult way, but being finan-
cially responsible and having that at the top of their agenda.

There are difficult decisions to be made. They are going to be
painful any way you slice it. But I only wish every other agency
within the Federal Government would be as responsive to the fi-
nancial needs within their agency and their department as the
Postal Service has been.

Again, they are upside down financially and struggling, but,
again, I wish other departments and agencies would have the same
type of approach in being responsible, making difficult decisions,
and making the cuts that need to be there.

I also do believe that we need to continue the discussion on the
relevancy of the Postal Service and making it more relevant in the
business community, making it more relevant in people’s lives, and
how to drive revenue. We have had good discussions and will con-
tinue to have good, hard discussions about where to cut costs, but
we also need to continue that discussion about how to become more
innovative and how do we service the American people in a better
way that will actually drive revenue forward.

Personally, I have deep concerns about the move from a 6-day
delivery down to a 5-day delivery. I think there should be a blend.
My personal approach to this is that we should give you some flexi-
bility to find “postal holidays” so that you can have the flexibility
to take the least, the days that we know that there is less demand
and less need in the marketplace to actually deliver, but to say
that we are going to eliminate 52 days of service is not going to
necessarily drive volume forward.

I don’t think eliminating Saturday delivery before the Christmas
holiday is necessarily wise. When you look at the fact that we have
Mother’s Day on a Sunday, I don’t think the marketplace is going
to be very happy about not being able to deliver mail on Saturday.

Also, if you look at it in a given year, we will have eight or nine
holidays where you will not have service on a Monday or a Friday
because there is a national holiday, so there are 8 or 9 weeks out
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of the year where we would go for 3 days with no postal delivery
services, and there are many unintended consequences where cred-
it card bills and medicine that may be delivered through the mail
and those types of things that I think they need to be more thor-
oughly explained.

Again, I would hope that we would explore a blend where we
give you some flexibility to find that Saturday in August nobody is
going to miss it so you can trim costs.

The other thing, Mr. Chairman, that I hope we look at is I still
believe that this country lacks in energy policy. If you look at the
fuel prices, in January 2009 they were less than $2 a gallon. Now,
at least in Utah, I am paying more than $3 a gallon. This country
does not have an energy policy, and when we have rising energy
costs one of the consequences is a tremendous expense to the Post-
al Service in the delivery of its goods and services.

Obviously, the biggest thing out there that we have to talk about
that is difficult is labor. When you have 80 percent of your ex-
penses tied up in the labor pool, there are going to have to be some
very difficult decisions and discussions. I know we have some tough
labor negotiations that are coming up. We need to talk about right-
sizing the Postal Service and dealing with that. As Congressman
Issa talked about, it would be better, best if we could make some
of the transition in the astronomical growth we have in the other
departments and agencies and being able to transition some of the
good Federal workers there at the Postal Service into other applica-
ble jobs. I would hope that we would do a better job of making
those transitions.

And then certainly one of the big things that I want to more
thoroughly understand, Mr. Chairman, is the CSRS pension issues
that we have out there because that over-funding issue is some-
thing that we can’t just deal with on a Band-aid on a year-by-year
basis. But, as Ranking Member Issa said, we have to deal with it
in a long-term fashion.

So those are some of my thoughts and perspectives. I look for-
ward to this discussion and ongoing discussion and appreciate the
bipartisan way in which we are doing this.

With that I yield back, Mr. Chairman.

Mr. LYNCH. I thank the gentleman.

We will now turn to our first panel of witnesses. It is the commit-
tee’s policy that all witnesses to offer testimony have to be sworn.
Will the witnesses please stand and raise your right hands as I ad-
minister the oath?

[Witnesses sworn.]

Mr. LYyNcH. Thank you. Let the record show that the witnesses
have each answered in the affirmative.

I am going to ask you to bear with me while I do two brief intro-
ductions.

Mr. John E. Potter serves as the Postmaster General and CEO
of the U.S. Postal Service. Mr. Potter was named the 72nd Post-
master General of the United States of America on June 1, 2001.
He currently sits on the Postal Service Board of Governors and is
vice chairman of the International Postal Corp., an association of
23 national posts in Europe, North America, and the Asia Pacific.



12

Mr. Phillip Herr is currently the Director of Physical Infrastruc-
ture Issues at the U.S. Government Accountability Office. Since
joining GAO in 1989, he has managed reviews of a broad range of
domestic and international programs. His current portfolio focuses
on programs at the Department of Transportation and the U.S.
Postal Service.

Mr. Potter, you are now welcome to offer a 5-minute statement.
Thank you.

STATEMENTS OF JOHN E. POTTER, POSTMASTER GENERAL
AND CEO, U.S. POSTAL SERVICE; AND PHILLIP HERR, DIREC-
TOR, PHYSICAL INFRASTRUCTURE ISSUES, U.S. GOVERN-
MENT ACCOUNTABILITY OFFICE

STATEMENT OF JOHN E. POTTER

Mr. POTTER. Good morning, Mr. Chairman and members of the
committee.

For the past 2 years I have testified about the dire financial situ-
ation facing the U.S. Postal Service. Today we stand on the brink
of financial insolvency, and our cumulative losses could exceed
$238 billion by 2020.

I am pleased to report that the Postal Service does have a plan
for action to close the growing gap between revenues and expenses;
however, before discussing our plan, I would like to comment on a
recent audit by our Inspector General concerning the Postal Service
over-payments to the Civil Service Retirement System pension
fund.

The IG’s report is of such significance that it could have an enor-
mous bearing on the speed with which we need to make changes
outlined in our plan. The IG found that an inequitable and unrea-
sonable cost sharing methodology was used when the former Post
Office Department was reorganized into the Postal Service. That
methodology caused the Postal Service to contribute a dispropor-
tionate share of CSRS pension costs, resulting in a $75 billion over-
payment. We support the IG’s recommendation for dividing the re-
sponsibility of funding CSRS retirements for our employees by
splitting the total pension obligation between pre- and post-1971
employment.

Refunding the $75 billion to the Postal Service would not elimi-
nate the need for us to take additional actions, but it would lessen
the immediate financial crisis we are facing. I urge you to take a
close look at this critical issue as the first step in resolving the
Postal Service financial challenge.

The way Americans communicate has changed dramatically, and
the Postal Service has to change. Our management team, with the
support and approval of our Board of Governors, has developed a
responsive, ambitious, and balanced plan that offers a way forward
for a fiscally sound Postal Service. To help close the forecasted
$238 billion gap by 2020, our action plan has identified $123 billion
of cost savings that are within postal control, and we are imple-
menting those actions today.

We are also focused on growth and we are introducing new prod-
ucts and pricing incentives consistent with our mission, and we are
expanding and modernizing our retail access. I am confident that
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these strategies and other steps from our action plan will allow the
Postal Service to remain a viable and valuable entity into the fu-
ture, allowing us to continue to maintain and finance universal
service nationwide; however, we do need congressional help in
some key areas to provide management with the flexibility to deal
with our financial situation.

Specifically, we request your assistance in restructuring the pre-
funding of retiree health benefits, adjusting the frequency of mail
delivery, providing the freedom to offer access to postal services in
places other than traditional post offices, requiring arbitrators to
consider the financial condition of the Postal Service, applying the
Consumer Price Index price cap to all market-dominant products as
opposed to on a class-by-class application, introducing new products
consistent with our mission, and, finally, helping us to acquire
more streamlined oversight.

The first two of these proposed changes will generate the largest
and most immediate financial benefits and move us toward narrow-
ing our financial gap. If Congress is unable to act this fiscal year
on broader legislation, our projections show that we will risk run-
ning out of cash early in fiscal year 2011; therefore, should there
be insufficient time this year to pass comprehensive legislation, the
Postal Service will require a reduction in our retiree health benefit
trust fund payment this year similar to 2009.

We recognize that our agenda is ambitious and that the chal-
lenge will be finding the right balance between taking actions nec-
essary to mitigate our financial crisis, while at the same time im-
plementing a smooth transition for our customers and our employ-
ees.

The GAO recognizes the challenge facing us, too. In their re-
cently released report on the Postal Service, they do a thorough job
of reviewing a series of complex issues and strategies for long-term
structural and operational reform. I am pleased that many of the
GAO’s findings are consistent with the analysis and the Postal
Service action plan, and that the GAO agrees with us that we need
congressional action on removing some of our current legal and reg-
ulatory constraints.

One area where we disagree with the GAO is their recommenda-
tion that additional panels of experts or commissions be established
to develop legislative options or proposals for change. Due to the
urgency of our finances, we cannot support this. We believe that a
sufficient body of evidence exists to help guide the Congress on the
changes needed for the future. Our action plan provides us a solid
path to ensure that the Postal Service remains strong, healthy, and
viable into the future.

Our challenges are urgent, and I look forward to working with
the Congress, the GAO, the PRC, and the entire postal community
in implementing the best choices for success.

Thank you for your support of our ongoing efforts to ensure a
sound Postal Service, and I will be happy to answer any questions
you may have.

[The prepared statement of Mr. Potter follows:]
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UNITEDSTATES
P POSTAL SERVICE

STATEMENT OF
POSTMASTER GENERAL/CEO JOHN E. POTTER
BEFORE THE
COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM
UNITED STATES HOUSE OF REPRESENTATIVES
AND
SUBCOMMITTEE ON FEDERAL WORKFORCE, POSTAL SERVICE,
AND THE DISTRICT OF COLUMBIA

APRIL 15, 2010

Good morning, Mr. Chairman and members of the Committee. For the past two years, | have
testified about the dire financial circumstances facing the United States Postal Service. Once
again, | am here to report that our financial situation is precarious, mail volumes continue to decline,
and the cost of delivering mail to each address continues to increase. While all postal stakeholders
are aware of these circumstances, | am concerned that there is insufficient appreciation for the
long-term financial peril that the Postal Service faces. Expert, independent analysis clearly shows
an open-ended decline in mail volume and the revenues associated with it. The foundation of our
seif-sufficient business model has been swept aside by a digital communications revolution and a
severe economic crisis. While our Nation will continue to rely on a dedicated delivery network
offering universal service, it cannot be supported now and in the future by a business model based
on increasing volumes and revenue, Today, the Postal Service stands on the brink of financial
insolvency. Without significant and immediate changes, this pattern of constant financial distress
will continue unabated for years to come.

Over the past several months, | have had many discussions with members of Congress,
Administration officials, business mailers, chief executive officers, and consumers about our
financial plight and the action needed to address it. Too much attention has been focused on short-
term financial fixes, such as an adjustment to our retiree health benefits fund, or a single, significant
service change, such as five-day delivery. Too little attention has been paid to the need for other,
significant, across-the-board changes to our regulatory and legal framework. An independent
examination of the postal marketplace projects an annual Postal Service loss of $33 billion in 2020
and curmulative losses of $238 billion over the next ten years, if we make little or no changes. A
piecemeal approach with short-term financial relief only delays the inevitable, and impedes our
ability to maintain productive and efficient operations. Without bold, decisive, and comprehensive
action by this Committee and Congress, the Postal Service will face continual financial peril.

Before 1 discuss the Postal Service’s action plan for the future, ] would like to call your attentionto a
study conducted by our Office of inspector General (OIG) regarding overpayments by the Postal
Service to the Civil Service Retirement System (CSRS) pension fund. Given the significance of the
OIG’s findings, it is imperative that this matter be given prompt consideration by Congress and the
Administration. Failure to resolve this matter quickly will have an adverse effect on Congress’
ability to consider other legislative proposals beneficial to the Postal Service. It should also be
noted that any financial adjustment to the Postal Service’s CSRS fund would not eliminate the need
for the changes proposed in our action plan, but it could influence the timing of their
implementation.
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The OIG looked at employees who worked for both the pre-1971 Post Office Department and the
U.S. Postal Service. The report reviewed how the retirement obligation for those employees was
divided. The CSRS provides annuities based on the employees' highest three-year average base
wage and an increasing percentage credit for years of service. When calculating the Postal
Service’s portion of the obligation, the Office of Personnel Management (OPM) apportioned the
obligation based only on the service and base salaries at the time of postal reorganization in 1971.
OPM determined that the effects of future salary increases on the amount of the total pension
obligation were not the responsibility of the federal government. The OIG maintains that the
responsibitity for pre- and post-1971 pension costs should be divided between the federal
government and the Postal Service in a more reasonable manner. Such a calculation would
recognize the future earning potential of postal employees at the time of the 1971 reorganization.
The OIG study concluded that the Postal Service was overcharged $75 billion. We have asked the
Postal Regulatory Commission (PRC) to retain an actuary in reviewing this matter, and to submit
their findings to Congress.

The Postal Service supports the OIG recommendation that the Postal Service and the federal
government split the total pension obligation for an employee’s civilian service based on years of
employment completed pre- and post-1971. This “years of service” method would divide pension
liabilities in a far more equitable manner than the current system. OPM currently uses the "years of
service” method in allocating health care premiums for retirees. Moreover, the CSRS overpayment
could be transferred to finance the Postal Service's Retiree Health Benefits Trust Fund. We are
asking Congress to amend the Postal Act of 2006 to do the following:

* Require OPM to use of the methodology recommended by the OIG;

» Allow the transfer of the funds from the CSRS Trust Fund to the Retiree Health Benefits
Trust Fund;

« Eliminate the annual average retiree heaith benefits pre-payment of $5.5 billion;

« Allow the annual premiums for existing retirees to be paid from the Retiree Health Benefits
Trust Fund before 2017; and

+ Allow the Postal Service to begin to pay the “normal” cost for its current employees.

This would mean that the Postal Service would be fully funded for both its retirement systems, as
well as its health benefit obligation. And, since the Postal Service would be paying the normal cost
for current employees, the Postal Service would continue to be fully funded for its retiree health
benefits obligation. This change would save the Postal Service roughly $4.6 billion annually.

The OIG report states that “freeing the Postal Service from unjustified legacy costs is critical if the
Postal Service is to have the agility it needs to face an uncertain future.” it is the right thing to do,
and | urge you to take a close look at this critical issue. To be clear, | believe the changes
proposed in our plan are inevitable. Adoption of the OIG’s recommendation would, however, affect
the timing of when these options would need fo be implemented.

In regard to our action plan for the future, the Postal Service Board of Governors and postal
management have acted vigorously in responding to the ongoing nationwide economic crisis and
electronic diversion that has so dramatically eroded mail volume in recent years. We have devoted
this same effort in crafting a way forward in light of these circumstances. We used all the resources
at our disposal to study current and future economic trends. We asked for an independent
examination of the postal marketplace, projections for the future, and recommendations to address
the financial and service problems we face. We sought the advice and counsel of the entire postal
community in designing a path for the future that preserves affordable, universal mail service.
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The results are both encouraging and sobering. While mail volume will continue to drop and postal
revenues will remain stagnant over the next ten years, we can still maintain a viable and healthy
Postal Service. With increased operational flexibility and reasonable adjustments to our legal and
regulatory framework, the Postal Service can continue to provide quality mail services for years to
come. On the other hand, this comprehensive analysis revealed that "doing nothing” or “doing little
are not options. Failure to act will only worsen our financial crisis. Applying short-term fixes will
intensify the budgetary difficulties the Postal Service will face in succeeding years. Our proposals
for changes must be considered in their enfirety, as it will take many years for us to reap the cost
reduction and revenue generation benefits of these actions.

»

1 am confident that the Congress, the PRC, the Government Accountability Office (GAQ), the
mailing community, and consumers are committed to the long-term sustainability of the Postal
Service. Together, we can make the difficult, yet necessary, decisions to maintain an effective,
universal mail network.

Mr. Chairman, we have compiled the resuits of these studies and our recommendations for change
in a document entitled “Ensuring a Viable Postal Service for America: An Action Plan for the
Future.” | ask that our action plan be included in the hearing record.

To help develop this plan we engaged three of the world’'s most experienced and respected
management consulting firms: McKinsey & Company, The Boston Consulting Group, and
Accenture, LLC. We asked each of these firms to act independently and to conduct studies and
have conversations with postal customers, mailers, labor associations, regulators, and mailing
industry stakeholders. We wanted them to gather information to help us determine the likely state
of the mailing industry and the Postal Service over the next decade. Our expectation was for the
consultants to produce ideas that would allow the Postal Service to close the growing gap between
revenues and expenses without undue impact on stakeholders.

The consultant's key findings included:

»  Without fundamental changes, the Postal Service’s losses will continue. By 2020,
cumulative losses could exceed $238 billion.

«  Mail volume will decline by roughly 15 percent to about 150 billion pieces in 2020, from 177
billion pieces in FY 2009.

s The mix of mail will change; First-Class Mail will fall sharply and Standard Mail will stay
fairly flat. First-Class Mail contributes more toward covering institutional costs, which
support retail, processing, and delivery networks.

« The Postal Service could close the gap by as much as $123 billion, without statutory or
regulatory changes, by taking product and service actions, continuing to improve processes
and productivity, adopting workforce flexibility improvements, and pursuing purchasing
savings. Achieving this will be extremely challenging.

« There are no multi-billion dollar, revenue initiatives that the Postal Service could pursue,
inside or outside of our core competencies. Nor do the business models of foreign posts
offer any short-term, practical applications for generating revenue here in the U.S.

» Key areas within our core functions have been identified and options provided to close the
remaining $115 billion gap. However, legislative and regulatory changes are needed to
achieve them.

s The best way to address the financial challenges and preserve the strength of the Postal
Service and the entire mailing industry is through a comprehensive approach that balances
the needs of all key stakeholders.
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The Postal Service created its action plan based on a thorough review and consideration of the
consultants’ recommendations. Management and the Board of Governors can take actions that will
close $123 billion of the $238 billion projected gap. We intend to do everything in our authority to
achieve those savings, but they are not without risk. Our plan also provides proposals to address
the remaining $115 billion gap and is a balanced and reasonable approach to creating a financially
sound future. To implement the plan, a number of fundamental changes are necessary, some of
which would require legisiative changes. The necessary solutions are:

*  Restructure the Prefunding of Retiree Health Benefits — If no adjustments are made to the
CSRS fund, we request that Congress permit these payments to be deferred and shifted to
a "pay-as-you-go” system comparable to what is used by the rest of the federal government
and the private sector. This would provide the Postal Service with an average of $5.6
billion in cash flow per year through 2016. As noted previously, correcting the Postal
Service’s overpayment to the CSRS pension fund and transferring that amount to the
Retiree Health Benefits Fund would eliminate any need for these payments.

» Delivery Frequency — We request the ability to adjust permanently the number of mail
delivery days to better reflect current mail volumes and match customer usage.

» Expand Access — We will continue to modernize our channels for alternate access by
providing services where our customers are already transacting business. We also will
continue to increase and enhance customer access through private sector retail
partnerships, kiosks, and improved online offerings. However, the Postal Service needs to
be relieved of the statutory prohibition against closing a Post Office for solely economic
reasons.

*  Workforce — We will work during our upcoming collective bargaining negotiations to
establish a more flexible workforce that is better positioned to respond to the changing
needs of customers and take advantage of the over 300,000 voluntary separations
projected to occur over the next decade, as employees become eligible to retire. We would
also ask that Congress pass legislation that requires an arbitrator to take the financial
health of the Postal Service into consideration.

s Pricing — We request that Congress apply the Consumer Price Index price cap fo the entire
basket of Market Dominant products, rather than the current restriction which caps prices
for every class at the rate of inflation. This will allow pricing to respond to the demand for
each individual product and its costs. In addition, we will use existing flexibility to pursue an
exigent price increase. Assuming other parts of our plan can be implemented, the exigent
price increase will be moderate and not occur before 2011,

¢ Expand Products and Services — We ask that Congress permit us to evaluate and
introduce more new products and services consistent with our mission. This will allow us to
better respond to changing customer needs.

» Oversight — We ask that Congress provide a more streamlined and efficient process that
provides appropriate oversight while promoting effective business practices. This will help
to achieve the solutions in our action plan.

Some of these solutions could be implemented relatively quickly, while others would reguire much
more time to achieve. Adjusting retiree health benefit payments and implementing five-day delivery
will generate the largest and most immediate financial benefits for the Postal Service. Nonetheless,
each part of the plan is critical to restoring the Postal Service's financial heaith. No one solution is
the answer to reversing our financial condition. We believe a balanced approach that provides the
Postal Service with the flexibility to respond to market dynamics and the speed to bring products to
the market quickly, and that incorporates initiatives focused on cost, service, price, new products,
and changes in the law would be the best approach. It is also the one that is most likely to
perpetuate a financially sound Postal Service, able to meet the needs of the American people. We
are ready to proceed with the plan. But we need Congress to provide the legislative reform
necessary to move forward.
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I would like to provide greater detail regarding our legisiative proposals. The Postal Act of 2006
included ambitious requirements for the Postal Service to prefund its legacy costs. While this
appeared to be good public policy at the time, these measures did not anticipate, and were
inconsistent with, the economic realities the country would soon face. | refer specifically to the
provision that requires the Postal Service to prefund 73 percent of all future retiree health benefits—
a 75-year liability—in just a ten-year period ending in 2016, This prefunding mandate is not shared
by other federal agencies or private sector companies. The aggressive schedule, a product of
budget scoring rules, requires annual prefunding payments averaging $5.6 billion. Moreover, the
Postal Service's prefunding account had a balance of more than $35 billion at the end of FY 2009.

Between 2006 and 2008, mail volume fell by 17 percent and revenue fell by 6 percent.
Consequently, we do not have the ability to meet this unique statutory requirement to prefund
retiree health benefits at the accelerated pace. This enormous obligation costs Postal Service
customers—not taxpayers—approximately $50 biilion in prefunding over the ten-year period.
Eliminating this requirement is one of the major components of our action plan.

The Postal Service greatly appreciates the action taken by Congress fast year to enact legislation
that restructured the payment for 2009. However, for 2010 and beyond, there is no assurance that
similar adjustments will be granted. A restructuring of the payment obligation is urgently needed to
allow the Postal Service to continue to fulfill its mission now and in the future. Legislative change
would also reduce the need for the Postal Service to borrow funds from the U.S. Treasury for the
sole purpose of depositing the money back into a fund at the U.S. Treasury. The Postal Service
needs a quick decision by Congress on how this issue will be addressed to provide clarity regarding
the amount and timing of other actions that are necessary to close the gap. Our preference is a
comprehensive solution, but we need similar relief this year to ensure liquidity in Fiscal Year 2011.

Regarding our request to change the frequency of the number of mail delivery days each week, the
statutory requirement for six-day mail delivery has been in existence since 1983. It imposes a very
large financial burden, and is inconsistent with the overall mandate of the faw requiring the Postal
Service to operate like a business. Due to the unprecedented decline in mail volume, there no
longer is sufficient volume to sustain the cost of the current six-day delivery network. The number
of pieces of mail per delivery has declined from an average of five pieces in 2000 to four pieces in
2009, a 20 percent reduction. Without any changes in the business model, we can expect an
average of three pieces per delivery by 2020. However, assuming a scenario of five-day delivery
and FY 2009 mail volume, the amount of mail per delivery would increase to more than five pieces.
Revenue per delivery point dropped by more than 20 percent between 2000 and 2009, because our
largest volume declines occurred in profitable First-Class Mail.

Moving to five-day delivery is necessary to ensure financial viability, both now and into the future.
Reducing the frequency of delivery is the single most effective way for the Postal Service to
substantially reduce operational costs—allowing us to reduce annual net costs by more than

$3 billion. It would greatly assist us with regaining a portion of our financial footing and help to
ensure that affordable universal service is maintained nationwide. It is a prudent step a business
would take given the financial projections for the future.

Market surveys conducted independently and on behaif of the Postal Service show that customers
want to see the Postal Service survive and flourish. Most are willing to accept the elimination of
Saturday delivery to reduce the Postal Service’s losses. And, most would rather have Saturday
delivery eliminated than have stamp prices increased significantly, as would be needed to ensure
the Postal Service’s financial stability. | would also like to cite the results of a Gallup survey
conducted in March 2010. The survey showed that 68 percent of those polled favored a change to
five-day delivery "as a way to help the Postal Service solve its financial problems” over other
alternatives such as increasing postage prices or closing local Post Offices. This result was echoed
by recent USA Today and Washington Post polls reporting that the majority of those surveyed
support five-day delivery as a means of addressing our financial problems. in the USA Today
survey, 87 percent of Americans rated the Postal Service's performance as "excellent" or "good.”
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In anticipation of a possible change, we have conducted extensive stakehoider outreach through
dozens of meetings with customers. We identified mailer issues and ensured their consideration in
developing the proposed five-day plan. These exchanges helped us to understand and address the
needs of the mailing industry and the public concerning a potential change in the frequency of mail
delivery. The Postal Service has developed a comprehensive operations plan for five-day delivery
that addresses most, if not all, possible impacts from required software programming modifications
to workforce adjustments. Two major assumptions guided the development of the concept:

existing service standards would be maintained and any changes would comply with existing
collective bargaining agreements.

Our plan for five-day delivery, which was filed with the PRC last month, includes:
+ Residential and business delivery and collections would be discontinued on Saturday.
* Post Offices will be open on Saturdays.
e Post Office Boxes would receive mail delivery on Saturday.

* Express Mail would continue to be delivered seven days a week, including Saturday and
Sunday.

» Remittance mail (bill payments) addressed to Post Office Box and Caller Service customers
would still be made available to recipients seven days per week.

« Firm hold outs (mail that a business picks up at the Post Office) would continue to be
available for Post Office Box addressed mail Monday through Saturday, nationwide.

* No mail pick-up from collection boxes on Saturdays except for dedicated Express Mail
collection boxes.

*  Acceptance and drop-shipping of destinating bulk mail would continue on Saturday and
Sunday.

* Alternate contract locations would remain open on their normal schedules.
* Access to online services via usps.com would continue to be available 24/7.

Any change in the number of delivery days will require Congress to eliminate the appropriations
language that mandates six-day-a-week delivery. Should Congress approve such a change, we
are committed to implementing an in-depth communications plan for our customers and employees
to make the transition as smooth as possible. In fact, we have established a dedicated website that
describes in detail our plan for implementation. Upon approval, we intend to provide customers
with six months notice prior to implementing a change which we estimate would be no eariier than
mid-2011. If five-day delivery is enacted, we expect to handle adjustments to our career workforce
through attrition, not layoffs, consistent with existing collective bargaining agreements. However,
five-day delivery will substantially reduce the need for part-time, noncareer employees, most of
whom work one day per week for the Postal Service.

Legislative action is aiso needed to provide the flexibility to realign our retail network in order to
improve service while lowering costs. The Postal Service's primary goal in adjusting its retail
network is to find the right balance between cost, efficiency, and providing universal service. In
order to do this, we need the flexibility to close Post Offices. This will require the elimination of the
statutory prohibition against closing Post Offices solely for economic reasons. The law concerning
how we manage Post Offices needs to be modernized to allow our customers to be served where
they shop. With more options for consumers, including www.usps.com, seif-service kiosks, big-box
outlets, banks, and the ability to buy stamps in grocery stores and at ATM machines, any law
governing Postal Service business practices needs to reflect what consumers want—convenient
access to services. Expanding access is part of the action plan. Saving costs on “brick and mortar”
expenses will help us remain viable. Continuing to partner with the private-sector to expand
nationwide access will help in meeting customer demand for increased access and greater
convenience.
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Customer research indicates that the American public is not concerned about Post Offices closing if
postal services were moved to other retail locations. Many actually preferred to have postal
services provided in nearby retail locations. In considering whether to consolidate or close a Post
Office, the Postal Service operations plan would take into account convenient alternative places
where customers can access postal services. As this realignment takes place, it would be a long-
term process of adjusting the number of brick-and-mortar Post Offices while expanding access
points for postal services.

The Postal Service must become a leaner organization. The large number of expected employee
retirements creates an important opportunity to achieve this through what can be an orderly
process of attrition, and by establishing more flexible work rules through the collective bargaining
process. Through 2020, approximately 300,000 current employees will be eligible to retire. It
would not make sense to replace them with full-time employees if demand is moving in a direction
better suited to a part-time workforce.

The Postal Service is fully committed to negotiating collective bargaining agreements that are fair to
our employees and our customers. National economic conditions, the current and future viability of
the Postal Service, and the need to bargain in good faith for wages and benefits must all be a part
of contract negotiations. Under existing law, arbitration is always a possibility. The financial health
of the Postal Service and the affordability of postal products should be key considerations in any
arbitration ruling. While some arbitrators have considered the fiscal health of the Postal Service,
they are not required to take it into account. Our legislative proposal calls for a change to our
collective bargaining process that was initially proposed in legislation introduced in the Senate last
year. We ask that legislation be adopted to require arbitrators to take into account the Postal
Service's financial condition before making any decision.

In order to react to market forces and offset potential declines in revenue and volume, we are also
seeking legislative adjustments to the pricing mechanism found in the Postal Act of 2006. That law
divided postal products into two broad categories: Market Dominant and Competitive, with different
rules for each. Market Dominant, or mailing services, refers primarily to First-Class Mail,
Pericdicals, and Standard Mail. Rate increases for mailing services products are tied to a price cap
applied to each mail class based on the Consumer Price Index — All Urban Consumers.

Competitive, or shipping services, refers to products such as Priority Mail and Express Mail that
compete with private carriers. Shipping services products do not have a price cap, but have a price
floor. Market Dominant products account for about 90 percent of revenue. The Postal Service
wants to ensure that prices of Market Dominant products can be based on the demand for each
individual product and its costs, rather than capping prices for each class at the rate of inflation.

We ask that the inflation price cap be applied to Market Dominant products as a whole, rather than
to each class of mail under this category. In asking that the price cap be applied by category,
rather than individual products, the Postai Service is seeking the flexibility to price according to
market conditions and to maximize revenue. This action would help us ensure that products cover
their costs.

As technology and customer needs change, so will the definition of mail. The Postal Service seeks
additional flexibility to innovate its products and better meet changing customer demands, while
tapping into new sources of revenue. Currently, every potential new product, including individual
customer contracts, requires before-the-fact review by both the Postal Service Governors and the
PRC. This can delay the implementation of customer contracts, leading to mailer frustration and
providing an advantage for competitors. in some other instances, such as the addition, deletion, or
transfer of a product from the market dominant to the competitive product lists, there are no time
limits on the review. The current regulatory framework should be changed to broaden the definition
of postal products, enable streamlined, after-the-fact product and pricing reviews, and place time
limits on all areas of review.
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We are also seeking adjustments in the oversight of the Postal Service. Our current oversight
model includes Presidentially-appointed Governors (USPS) and Commissioners (PRC), Congress,
portions of the Executive Branch, GAO, the Postal Service Inspector General, and other federal
agencies. In many situations, roles and responsibilities overlap and are not sufficiently clear.
Changes in law are necessary to make oversight processes more responsive to market needs.
They should include looking at issues such as time limits on reviews, and moving from before-the-
fact to after-the-fact reviews. Collectively, these changes would ensure continued protection of
customer interests while providing flexibility to manage in the changing postal environment.

t would like to comment on the recently released report by the GAO regarding the Postal Service
business model. | appreciate all their efforts and contributions to this critical issue. Their report
was mandated by the Postal Act of 2006 for completion in 2011, However, GAO was asked by this
Committee to accelerate its completion given the national, economic conditions of the past two
years and our tenuous financial circumstances. For these same reasons, GAO added the Postal
Service to the High Risk list in 2009.

Many of GAO's findings are consistent with the analysis and action plan we have submitted for your
consideration. GAO's findings include:

* The Postal Service’s financial condition is dire, and its outlook is poor. Immediate
Congressional action is needed for the Postal Service to attain financial viability. f no
action is taken, risks of farger Postal Service losses, rate increases, and taxpayer subsidies
will increase.

* The Postal Service must apply the management flexibility called for in the Postal Act of
2006, by continuing to restructure its operations, networks, and workforce.

+ Congress should consider revising Postal Service retiree health benefits funding and
requiring any binding arbitration to take the Postal Service's financial condition into
account.

¢ The Postal Service should pursue the development of new enhanced products to increase
revenue.

The GAO report describes a number of strategies and options available to Congress and the Postal
Service for long-term structural and operational reform. The Postal Service can improve its
financial viability by working with Congress and taking aggressive actions {o reduce costs.
However, as GAO notes, the Postal Service is unlikely to succeed without Congressional action to
remove the legal and regulatory constraints that impede our ability to increase revenue and
decrease costs. | look forward to working with Congress, the GAO, PRC, and the entire postal
community in implementing the best choices for our continued success.

We do have a concern about one of the options listed in the GAO report. They note that Congress
may want to establish a commission of independent experts to assist in making changes to the
Postal Service’s network, business model, and operations. We believe that such a commission
would only add a layer of bureaucracy and delay to problems that require immediate attention. Our
challenges are urgent and well documented. Congress should be seeking the most expeditious
and effective resolutions to the Postal Service's financial difficulties. Commissions and additional
studies will not contribute to that process.

GAO also suggests that the Postal Service be required fo provide Congress with regular reports to
ensure that our financial condition is improving. We agree, and plan to ensure transparency and
accountability through a number of regular reports we currently are required to file. One of the
central components of the Postal Act of 2006 was to provide greater transparency in Postal Service
operations. That objective has been met, and existing procedures for documenting our financial
and operational condition are sufficient.
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Our findings, recommendations, and legislative proposal come as no surprise to postat
stakeholders. In our effort to develop a long-term action pian for success, we have made a
concerted effort to consider proposals and feedback offered by the entire postal community. Our
plan of action has been shared with Congress, the PRC, GAQO, mailers, employee groups, and
consumers. While no one is to blame for our current financial condition, we must all work together
to overcome it. Efforts to fine tune this organization can only occur in a transparent environment
with full participation by all stakeholders. We are committed to continuing this process of an open
dialogue to ensure the future success of the Postal Service.

Mr. Chairman, our founding fathers recognized the need for a basic and fundamental service to
“bind our Nation together.” For over 230 years, the Post Office has served that indispensible
purpose helping our country grow and prosper. In 1970, Congress passed legislation creating an
independent establishment to be operated in a business-like manner. This halimark legislation was
based on the necessity that a national, government—sponsored, postal network required sound
business practices and the freedom from political manipulation. Given the communications and
technological advancements between 1970 and 2006, it is not surprising that further changes to our
legislative mandate were needed to keep up with the times. More fine-tuning is needed to preserve
self-sustaining, universal mail services for all Americans.

The Postal Service must be leaner and have the ability to quickly respond to customer needs. Our
action plan is a path to a future in which the Postal Service will remain a vital driver of the American
economy and an integral part of every American community. We will continue to deliver the
greatest value of any comparable post in the world. If given the flexibility to respond to an evolving
marketplace, the Postal Service will be an integral part of the fabric of American life for a long time
to come. '

Thank you for your support of our ongoing efforts to ensure a sound Posta!l Service. | look forward
to working with you and other members of Congress o achieve the passage of legislation that wili
address our near-term and future challenges. | will be happy to answer any questions that you may
have.

HHH
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Mr. LyNcH. Thank you, Mr. Potter.
Mr. Herr, you are now recognized for 5 minutes.

STATEMENT OF PHILLIP HERR

Mr. HERR. Thank you. Chairman Lynch, Ranking Members Issa
and Chaffetz, and members of the committee, I am pleased to par-
ticipate in this hearing and discuss GAO’s report that was released
this week. Today I will focus my remarks on the Postal Service’s
financial condition and forecast and strategies and options to facili-
tate progress toward its financial viability.

Turning first to the Postal Service’s financial condition, as mail
volume declined by 36 billion pieces in fiscal years 2007 through
2009, the Postal Service’s financial viability has deteriorated, lead-
ing to $12 billion in losses. Current forecasts for the mail volume
will decline to 167 billion pieces this fiscal year, the lowest level
since 1992.

The Postal Service projects a record loss of over $7 billion this
fiscal year, while adding $3 billion in debt. Its outstanding debt
will increase to $13.2 billion, close to its $15 billion statutory limit.

The Postal Service does not expect mail volume to return to its
former levels when the economy recovers. The continuing shift to
electronic communications and payments has fundamentally
changed how mail is used. By fiscal year 2020 the Postal Service
projects further volume declines to 150 billion pieces, the lowest
level since 1986. First class mail volume is projected to decline by
another 37 percent over the next decade, and less profitable stand-
ard mail, primarily advertising that is subject to economic fluctua-
tions, is projected to remain roughly flat over the next decade.

Turning to actions needed to facilitate the Postal Service’s finan-
cial viability, in July 2009 GAO added the Postal Service’s financial
condition to our high-risk list and reported that action is needed
in multiple areas for the Postal Service to make progress toward
financial viability. We identified strategies and options that fall
into three major categories.

First, compensation and benefits currently represent 80 percent
of Postal Service cost, presenting cost savings opportunities. In
terms of retirements, about 162,000 postal employees are eligible
to retire this fiscal year, and about 300,000 are expected to retire
over the next decade. In terms of benefit costs, postal employees
have about 80 percent of their health benefit premiums paid, 8 per-
cent more than most Federal employees.

Second, cost savings can be achieved by consolidating processing
and retail networks, given mail volume declines. Removing excess
capacity is necessary in the 600 processing facilities where first-
class mail processing capacity exceeds needs by 50 percent. The
network of 36,500 retail facilities can also be reduced. Maintenance
has been under-funded for years, resulting in deteriorating facili-
ties and a maintenance backlog. Approximately 30 percent of postal
revenue currently comes from stamps purchased at non-postal loca-
tions such as grocery stores, indicating the customer has begun
shifting to alternatives.

Another opportunity is consolidating the field administrative
structure by reviewing the need for 74 district offices and an addi-
tional 8 area offices. And, because cost-cutting alone will not en-



24

sure a viable Postal Service, generating revenue through pricing
and product flexibility is needed. The new flat rate priority mail
boxes are an example of how the Postal Service has successfully
generated new revenues.

Turning to our report’s matters for congressional consideration,
to facilitate progress in difficult areas such as realigning postal op-
erations and its work force, Congress may wish to consider an ap-
proach similar to a BRAC-like commission used by the Department
of Defense. Congress has previously turned to panels of independ-
ent experts to restructure organizations and establish consensus.
We believe the commission could also help to ensure that Congress
and stakeholders have confidence in resulting actions.

We also suggested Congress consider change in two other areas.
One would be to revise the statutory framework for collected bar-
gaining to ensure that binding arbitration takes the Postal Serv-
ice’s financial condition into account. Another change to consider is
modifying the Postal Service’s retiree health benefit cost structure.
We believe it is important that the Postal Service fund its retiree
health benefit obligations to the maximum extent its finances per-
mit.

Currently, about 460,000 retirees and their survivors receive this
benefit and another 300,000 postal employees are expected to use
it by 2020. In considering revisions, it will be important to assess
what the Postal Service can afford, strike a fair balance of pay-
ments between current and future rate payers, and determine how
changes would affect the Federal budget.

Mr. Chairman, in conclusion, no single change will be sufficient
to address the Postal Service’s pressing challenges. The longer it
takes to realign the Postal Service to the changing use of the mail,
the more difficult change will be.

This concludes my prepared statement, and I am pleased to an-
swer any questions that you or members of the committee have.

Thank you.

[The prepared statement of Mr. Herr follows:]
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U.S. POSTAL SERVICE

Actions Needed to Facilitate Financial Viability

What GAO Found

USPS is facing a major financial crisis. Mail volume, the primary source of
USPS revenues, declined by 36 billion pieces (about 17 percent) over the last
three fiscal years (2007 through 2009). Mail volume declines were largely due
to the economic downturn and changing use of the mail linked to the
continuing shift to electronic cc ications and pay USPS's financial
outlook is poor as it projects future declines in mail volumes, stagnating
revenues, large financial losses, increasing debt, and significant financial
obligations, including for retiree health benefits. USPS projects a record loss
of over $7 billion in fiscal year 2010. Furthermore, USPS expects to borrow $3
billion, bringing its total outstanding debt to $13.2 billion, close to its $15
billion statutory borrowing limit with the U.S. Treasury. Looking forward,
USPS projects that by fiscal year 2020, total mail volume will further decline
by 15 percent, to the lowest level since 1986. Absent additional actions to cut
costs and increase revenues, USPS expects fi ial losses will date over
the next decade.

GAO recently reported that making progress toward USPS’s financial viability

would primarily involve taking action to rightsize operations, cut costs, and

increase . Making the y progress would require USPS and

Congress to pursue strategies and options that would

» reduce compensation, benefits, and other operations and network costs
using the collective bargaining process to address wages, benefits, and
workforce flexibility, as well as generating revenues through pricing and
product flexibility; and

¢ address legal restrictions and resistance to realigning USPS operations,
networks, and workforce.

USPS inciuded many of these strategies and options in the action plan it
issued in March 2010, but these planned actions under its existing authority
will not be enough to make it financially viable. Therefore, action by
Congress and USPS is urgently needed to

» reach agreement on actions to achieve USPS’s financial viability,

« provide financial relief through deferral of costs by revising USPS retiree
health benefit funding while continuing to fund these benefits over time to
the extent that USPS's finances permit; and

« require that any binding arbitration resulting from collective bargaining
would take USPS's financial condition into account.

To facilitate reaching agreement about the difficult constraints and legal
restrictions that hamper progress, Congress could consider establishing a
panel of independent experts, similar to the approach used by the Department
of Defense’s Base Realignment and Closure Commission (BRAC), to
coordinate with USPS and stakeholders to recommend a package of proposed
legislative and operational changes needed to reduce costs and address
challenges to USPS’s business model.

United States A Office
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Chairman Towns, Chairman Lynch, and Members of the Comunittee and
Subcommittee:

1 am pleased to participate in this hearing on the U.S. Postal Service’s
(USPS) financial condition, a topic we have addressed in recent reports
and testimonies. My statement will provide (1) information on USPS's
financial condition and outlock and (2) our perspective on the actions that
are needed to facilitate progress toward its financial viability.

My statement is primarily based upon our report released this week on
USPS’s business model.’ The report responded to a provision in the Postal
Accountability and Enhancement Act of 2006 (PAEA) that required GAO
to evaluate strategies and options for the long-term structural and
operational reform of USPS.2 We also drew on our recent testimonies on
USPS's financial condition and outlook and our July 2009 report in which
we added USPS’s financial condition to our high-risk list.” For our recent
report, we primarily drew on this past work; other studies; USPS data;
interviews with USPS, unions, management associations, Postal
Regulatory Commission (PRC), and mailing industry officials; and
stakeholder input. We conducted our work in accordance with generally
accepted government auditing standards. Additional information on scope
and methodology is available in each full product. Related GAO reports
and testimonies are listed in the attachment to this statement.

USPS’s Financial
Condition Has
Deteriorated and Its
Financial Outlook Is
Poor

- USPS is facing a major financial crisis. Mail volumes, the primary source of

USPS revenues, declined by 36 billion pieces (about 17 percent) over the
last 3 fiscal years (2007 through 2008). In particular, First-Class Mail and
Standard Mail—which together accounted for 94 percent of volume and
about 78 percent of revenue in fiscal year 2009—-experienced major
declines. These declines were largely due to the economic downturn and
the continuing shift to electronic communications and payments.

*GAO, U.S. Postal Service: Strategies and Options to Facilitate Progress toward
Pinancial Viability, GAO-10-455 (Washington, D.C.: Apr. 12, 2010).

*Pub. L. No 109-435, §710, 120 Stat. 3198 (Dec. 20, 2006).
3GAQ, High-Risk Series: Restructuring the U.S. Postal Service to Achieve Sustainable

Financiel Viability, GAO-09-937SP (Washington, D.C.: July 28, 2009). USPS's
transformation efforts and long-term outlook were on our high-risk list frora 2001 to 2007,

Page 1 GAO-10-624T USPS Financial Viability
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Both USPS and Congress took actions in fiscal years 2007 through 2009 to
help offset these declines by reducing billions in USPS costs. For example,

USPS achieved nearly $10 billion in cost savings during this time, primarily
by cutting nearly 201 million work hours. Work-hour savings were
achieved by workforce reductions of over 84,000 full- and part-time
employees, primarily through retirements; reduced overtiree; and changes
to postal operations.

Congressional action late in fiscal year 2009 deferred $4 billion in
payments USPS was mandated to make to prefund postal retiree health
benefits.!

These actions, along with others to generate additional revenues, however,
were insufficient to fully offset the impact of mail volume declines and
rising personnel-related costs. As a result, over this 3-year period, USPS
borrowed the maximum $3 billion each year from the U.S. Treasury and
still incurred record net losses, cumulatively losing nearly $12 billion.

USPS'’s financial problems are likely to continue unless fundamental
changes are made to address challenges in its current business model by
better aligning costs with revenues. USPS projects future declines in mail
volumes, stagnating revenues, large financial losses, increasing debt, and
significant financial obligations. For example, total mail volume for the
first quarter of fiscal year 2010 was down almost 4.4 billion pieces, a
decrease of almost 9 percent over last year. For fiscal years 2010 and 2011,
USPS is already projecting annual deficits exceeding $7 billion, creating
additional pressures to generate sufficient cash to meet its obligations.
USPS expects to borrow $3 billion in fiscal year 2010, which would bring
its total outstanding debt to $13.2 billion, close to its $15 billion statutory
limit, which it could reach as early as fiscal year 2011, Moreover, USPS
projections through fiscal year 2020 indicate that total mail volume is not
expected to return to its former levels (see fig. 1).

“Pub. L. No. 111-68, § 164, 123 Stat. 2023 (Oct. 1, 2009).

Page 2 GAO-10-624T USPS Financial Viability
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Figure 1: Actual and Projected Total Mail Volume, Fiscal Years 1971 through 2020
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Source: USPS.

USPS projects that financial losses will escalate over the next decade, with
cumulative losses of over $238 billion by fiscal year 2020 if its planned cost.
reduction and revenue generation initiatives are not implemented (see

fig. 2.).

Page 8 GAO-10-624T USPS Financial Viability
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Figure 2: USPS Actual and Projected Net Income (Loss), Fiscal Years 2000 through 2020
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Source: USPS.

Note: The projaction for fiscal year 2010 is from USPS's Fiscal Year 2010 Integrated Financial Plan,
USPS projections for fiscal years 2011 through 2020 are from its Action Plan and assums that

(1) USPS takes no management actions beyond those in its fiscal year 2008 budget and (2) USPS’s
total statutory borrowing limit of $15 bitfion wouid be increased to accommodate these losses.
USPS’s $8.4 bilion in cumulative net income for fiscal years 2003 through 2005 largely resulted from
22003 law {Pub. L. No. 108-18) that reduced USPS pension benefit payments by about $9 biltion
over this period.

These financial challenges highlight deficiencies in USPS’s business
model, which is predicated on fulfilling its mission through self-
supporting, businesslike operations. The financial and operational
challenges facing USPS have been exacerbated by the recent economic
downturn. Because of these challenges, in July 2009, we placed USPS’s
financial condition on our high-risk list and testified that restructuring is
needed to enhance USPS’s current and long-term financial viability.* We
concluded in our most recent report that its business model is not viable
because it is unable to reduce costs sufficiently in response to continuing
mail volume and revenue declines. We continue to believe that major
restructuring is necessary and not doing so will increase the risk that
taxpayers and the U.S. Treasury will have to provide financial relief.

*GAC-09-937SP and GAO, U.S. Postal Service: Broad Restructuring Needed to Address
Deteriorating Finances, GAO-09-790T (Washington, D.C.: July 30, 2009).

Page 4 GAO-10-624T USPS Financial Viability
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Actions Congress and
USPS Can Take to
Facilitate Progress
toward Financial
Viability

Action by Congress and USPS is urgently needed in a variety of areas to
facilitate progress toward USPS’s financial viability. We have identified a
variety of strategies and options that can be taken to address these
challenges. Some of these strategies can be completed within USPS's
current authority, while others would need congressional involvement or
require collaboration with unions through collective bargaining. The
strategies fall into three major categories:

reducing compensation and benefits costs,

reducing other operations and network costs and improving efficiency,
and

generating revenues through product and pricing flexibility.

Other options that Congress may want to consider would more
comprehensively restructure USPS's statutory and regulatory framework
to reflect busi and consumers’ changing use of the mail. Although our
report did not focus on whether USPS’s ownership structure should be
changed, we identified the following questions that could be helpful when
considering this framework:

Mission: What universal postal service, inclading mail delivery and postal
retail service, is appropriate in light of fundamental changes in the use of
mail?

Role: Should USPS be solely responsible for providing universal delivery
and postal retail service, or should that responsibility be shared with the
private sector?

Monopoly: Does USPS need a monopoly over delivery of certain types of
letter mail and access to mail boxes to finance—in part or wholly-—
universal postal service?

Governance and regulation: What is an appropriate balance between
USPS's managerial flexibility and the oversight and accountability
provided by the current governance and regulatory structure?

To facilitate progress going forward, it will be critical for USPS and
Congress to reach agreement with other stakeholders on major issues that
impede USPS’s ability to implement actions to reduce financial losses,
such as the following:

Page 8 GAO-10-624T ‘USPS Financial Viability
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Funding postal retiree health benefits: USPS has said that it cannot afford
its required prefunding payments, and several proposals have been made
to defer costs by revising the statutory requirements. It is important that
USPS fund its retiree health benefit obligations—including prefunding
these obligations—to the maximum extent that its finances permit. In
revising the requirements, it will be important to consider what is
affordable to USPS; what is a fair balance of payments between current
and future ratepayers; and what impact such changes could have on the
federal budget.®

Binding arbitration: One of the most difficult challenges is making
changes to USPS’s compensation systems, which will be critical to its
financial condition since wages and benefits represent 80 percent of its
costs. USPS and its employee unions will begin negotiations for new
agreements in 2010 and 2011. In this regard, the time has come to
reexamine the structure for collective bargaining that was developed 40
years ago. Since that time, USPS’s competitive environment has changed
dramatically, and rising personnel costs are contributing to escalating
financial losses. Thus, Congress should consider modifying the collective
bargaining process to ensure that any binding arbitration takes USPS’s
financial condition into account.

Realigning postal services with changing use of the mail: As mail use by
businesses and consumers continues to change, USPS has stated that it
cannot afford to provide the same level of services. For example, it has
estimated that costs could be reduced by about $3 billion annually if
delivery frequency is reduced from 6 days to 5 days per week, but
congressional action would be needed to remove statutory requirements
for 6-day mail delivery. USPS filed its proposal to eliminate Saturday
delivery with the PRC on March 30, 2010. This action will allow public
input on this issue and lead to a PRC advisory opinion.

Generating revenue through new or enhanced product and services: A
key issue is whether USPS can make sufficient progress using the pricing
and product flexibility provided in PAEA or if changes are needed. In 2009,
USPS asked Congress to change the law so that it could diversify into
nonpostal areas to find new opportunities for revenue growth. USPS and
stakeholders we collected information from offered many options for
diversification into nonpostal areas, including banking, financial,
insurance, and government services, either on its own or in partnership

SSee GAO-10-455 for a discussion of different approaches for funding USPS's retiree health
benefit obligations.

Page 6 GAO-10-624T USPS Financial Viability
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with other private firms or government agencies. USPS also asked for
additional pricing flexibility in a recently issued Action Plan.” However, it
is unclear what the potential impacts of such changes would be and what
statutory or regulatory changes would be needed.

Realigning operations, networks, and workforce: Once Congress and
USPS have determined what, if any, changes should be made in the
products and services that it provides, postal operations, networks, and
workforce would need to be realigned. Decisions in this area will involve
difficult tradeoffs related to reducing USPS’s size so0 as to remain self-
financing and keep prices affordable, versus concerns about how such
realignments would affect its workforce, the value of USPS’s brand, and its
network of physical assets.

When we placed USPS on our high-risk list, we suggested that USPS
develop and implement a broad restructuring plan that would identify
specific actions planned, key issues to address, and steps Congress and
other stakeholders needed to take. On March 2, 2010, USPS issued an
Action Plan that identified seven key areas in which it would need
legislative changes or congressional support. Many of the options
discussed are similar to those we have analyzed and included in our recent
report. USPS’s plan indicates that actions within its control can close $123
billion of this financial gap, but that actions outside its existing authority—
including some involving statutory changes—will be needed to eliminate
the remaining financial gap. Progress on these issues will likely take
several years to fully implement once a-decision is made on the scope of
needed changes.

Congress, USPS, and other stakeholders need to reach agreement on the
actions that should be taken, the desired operational and financial results,
and the time frames for implementation. Key questions that need to be
addressed include the following;

“United States Postal Service, Ensuring « Viable Postal Service for America: An Action
FPlan for the Future (Washington, D.C.: March 2010). USPS's plan and related material are
available at the following Web address:

http:/wrww.usps.c icplanni epC ice.hira (; d on Apr. 9, 2010).

Page 7 GAO-10-624T USPS Financial Viability
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.

Universal service: What, if any, changes are needed—that is, shouid
delivery services be changed (e.g., frequency or standards), and should
retail services be moved out of post offices to alternative locations?

Realigning operations, networks, and workforce: How should USPS
optimize its operations, networks, and workforce to support changes in
services? How quickly can this happen? How can USPS best work with its
employees and customers to minimize potential disruption?

New products and services: What opportunities are there to introduce
profitable new postal products and enhancements to existing ones?
Should USPS engage in nonpostal areas where there are private-sector
providers? If so, under what terms?

In our recent report, we stated that to facilitate progress in difficult areas,
such as realigning operations, networks, and workforce, Congress may
want to consider an approach similar to that used by the Department of
Defe ’s Base Reali t and Closure Commission (BRAC). USPS
agreed with the report’s key findings but raised concerns about using a
BRAC-type panel and its timing. Congress has previously turned to panels
of independent experts to assist in restructuring organizations that are
facing key financial challenges. These panels have helped establish
consensus and developed proposed legislative or other changes to address
difficult public policy issues. Establishing a similar commission or control
board of independent experts could provide a mechanism to assist
Congress in making timely decisions and comprehensive changes to
USPS’s business model and operations.

In addition to establishing a panel, our report included two other matters
for Congress to consider to address USPS’s financial viability in the short
term:

Modify USPS’s retiree health benefit cost structure in a fiscally responsible
manner.

Revise the statutory framework for collective bargaining to ensure that
binding arbitration takes USPS’s financial condition into account.

The current crisis presents an opportunity to act and position this
important American institution for the future. The longer it takes for USPS
and Congress to address USPS’s challenges, the more difficult they will be
to overcome.

Page 8 GAO-10-624T USPS Financial Viability
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Messrs. Chairmen, this concludes my prepared statement. I would be
pleased to answer any questions that you or other Members of the
Committee may have.
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U.S. POSTAL SERVICE

Strategies and Options to Facilitate Progress toward
Financial Viability

What GAO Found

USPS’s business model is not viable due to USPS’s inability to reduce costs
sufficiently in response to continuing mail volume and revenue declines. Mail
volume declined 36 billion pieces (17 percent) over the last 3 fiscal years
(2007 through 2009) with the recession accelerating shifts to electronic
communications and payments. USPS lost nearly $12 billion over this period,
despite achieving billions in cost savings by reducing its career workforce by
over 84,000 employees, reducing capital investments, and raising rates.
However, USPS had difficulty in eliminating costly excess capacity, and its
revenue initiatives have had limited results. USPS also is nearing its $15 billion
borrowing limit with the U.S. Treasury and has unfunded pension and retiree
health obligations and other liabilities of about $90 billion. In 2009, Congress
reduced USPS's retiree health benefit payment by $4 billion to address a
looming cash shortfall, but USPS still recorded a loss of $3.8 billion. Given its
financial problems and outlook, USPS cannot support its current level of
service and operations. USPS projects that volume will decline by about 27
billion pieces over the next decade, while revenues will stagnate; costs will
rise; and, without major changes, cumulative losses could exceed $238 billion.

This report groups strategies and options that can be taken to address

" challenges in USPS's business model by better aligning costs with

(see table on next page). USPS may be able to improve its financial viability if
it takes more aggressive action to reduce costs, particularly compensation and
benefit costs that comprise 80 percent of its total costs, as well as increasing
revenues within its current authority. However, it is unlikely that such
changes would fully resolve USPS'’s financial problems, unless Congress also

* takes actions to address constraints and legal restrictions.

Action by Congress and USPS is urgently needed to (1) reach agreement on
actions to achieve USPS’s financial viability, (2) provide financial relief
through deferral of costs by revising USPS retiree health benefit funding while
continuing to fund these benefits over time to the extent that USPS’s finances
permit, and (3) require that any binding arbitration resulting from collective

* bargaining would take USPS's financial condition into account. Congress may
also want assurance that any financial relief it provides is met with aggressive
actions by USPS to reduce its costs and increase revenues, and that USPS is
making progress toward addressing its financial problems. USPS's new
business plan recognizes immediate actions are needed, but USPS has made

: limited progress on sorae options, such as closing facilities. If no action is
taken, risks of larger USPS losses, rate increases, and taxpayer subsidies will

- increase. To facilitate progress in these difficult areas, Congress could setup a
mechanism, such as one similar to the military Base Realignment and Closure
Comnission, where independent experts could recommend a package of
actions with time frames. Key issues also need to be addressed related to what
changes, if any, should be made to delivery or retail services; to allow USPS to
provide new products or services in nonpostal areas; and to realign USPS
operations, networks, and workforce.

United States Government Accountability Office
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Highlights of GAO-10-455 (continued)

The table below

ize:

lected strat

and options for action by Congress and USPS to address USPS's

financial viability, with some options requiring collaboration with unions through collective bargaining.

Challengss Options for USPS Options for Con_g_ress
Strategy: Reduce p and cosis
Workforce size: Reduce the size of the workforce through

o About 300,000 postal employees are
expected 1o tetire through 2020.
Collective bargaining ag

include fimits on outsourcing.

+  Postal unions are concerned about the
loss of jobs paying a middie-class
wage and benefits to private-sector
jobs with lower wages and no benefit
guarantees.

retirements and outsourcing, where it is
cost-effective to do so.

Wages: USPS is required to maintain
ion and b i

to

Reduce wage costs, for example, through

the ;:r»rivate sector, and wages account for
about one-half of USPS's costs.

a two-tiered pay system that would pay
new hires lower wages and “grandfather”
employees in the current system,

Require arbitrators to consider USPS's
financial condition when making binding
arbitration decisions.

Benefils:
s USPS benefits account for over 23
percent of USPS’s costs. USPS is
required to make annual muitibiliion
dollar retiree health benefit payments.
Employees eligible for workers'
compensation benefits can continue
these more generous benefits even
when eligible to retire,

Reduce bensfit costs by reducing USPS
health and life insurance contribution rate:
for active i to levels !

«  Defer costs by revising funding
requiremnents for retiree heaith

POy P

1o those paid by other federal agencies.

¢ Revise workers’ compensation laws
for employees eligible for retirement.

Workforce mix and work rules: USPS has a
high ratio of full-time career employees—
about 78 percent—and wants flexibility to
hire more part-time employees.

Adjust workforce mix, for example, by
using more part-time staff.

Strategy: Reduce other operations and network costs and improve efficiency

»  USPS has costly excess capacity and

inadequate flexibility to quickly reduce

costs in its retail, processing, and

delivery networks.

Closing facifities has been limited by

political, employee, union, and
iy ftion to p N

PP tjob
iosses.

Retail: Legal restrictions limit its ability
1o close certain types of post offices.
Delivery: Delivery is the largest cost
segment, labor-intensive, and required
by statute to be provided 6 days a
week.,

Maif processing:

» Ciose unneeded facilities.

Relax defivery standards to facilitate
closures and consolidations.

Retail:

Optimize USPS retail facility network
{including hours and locations).
Move more retall services to private
stores and self-service and close
unneeded retail {acilities.

Delivery: Expand use of more cost-
efficient delivery, such as cluster boxes.

-

Mail processing: Support having USPS
reduce excess capacity by closing some of
its major mail processing facilities.

Retail: Remove statutory and
appropriations language restricting USPS’s
ability to close some of its 36,500 retail
facilities.

Delivery: Remove appropriations language
requiring 6-day defivery.

Field structure: Reduce the number of field

administrative offices,

Strategy: Generate revenues through product and pricing flexibility

» The changing use of the mail is
projected to continue fimiting USPS’s
ability to generate sufficient revenues.

« Rate increases for market-dominant

products are limited by the inflation-

based price cap.

Large rate increases may lower USPS

revenues in the long run and add to its

excess capacity.

In fiscal year 2009, USPS lost $1.7

biltion from products with revenues

that did not cover costs, mainly

Pariodicals and Standard Mail Flats

(e.9., cataiogsz.

+  Revise pricing for market-dominant

products, such as First-Class Mail and

Standard Mail.

Address loss-making products by

better aligning prices and costs.

«  Provide volume incentives for certain
types of bulk business mail.

«  Devslop new postal products and

product enhancements,

Provide incentives by simplifying

complex rules for mail preparation.

Determine whether preferential pricing
required by law for loss-making products
should continue.
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April 12, 2010
Congressional Committees

The Postal Accountability and Enhancement Act' (PAEA) of 2006 required
GAO to evaluate strategies and options for the long-term structural and
operational reform of the United States Postal Service (USPS). At that
time, USPS was given additional pricing flexibility and required to develop
service standards, while PAEA reconfigured certain financial obligations.
These changes provided additional tools to improve its effectiveness and
accountability in an increasingly competitive delivery and communications
marketplace. Recent develor ts have highlighted deficiencies in
USPS’s business model, which is to fulfill its mission through self-
supporting, businesslike operations. As mail volume declined in fiscal
years 2007 through 2009, USPS financial viability deteriorated, and it was
not able to cut costs fast enough to offset the accelerated decline in mail
volume and revenue, These volume declines have been brought on by
customers’ changing use of the mail and have been accelerated by the
recession and continuing difficulties in the economy. In fiscal year 2008,
total mail volume declined by a record 26 billion pieces, while revenue
dropped nearly $7 billion. USPS has incurred close to $12 billion in losses
in fiscal years 2007 through 2009 and is rapidly approaching its statutory
debt limit. Furthermore, a looming cash shortfall at the end of fiscal year
2009 necessitated last-minute congressional action that deferred costs by
reducing USPS’s mandated retiree health benefit payments. On the basis of
these challenges, in July 2009, we testified® that a restructuring of USPS
was needed to enhance its current and long-term financial viability and
placed USPS’s financial condition on our high-risk list.®

USPS’s financial outlook is poor. In fiscal year 2010, USPS expects a
record loss of over $7 billion, its outstanding debt to increase to $13.2
billion, and limited cash flow that will continue to constrain capital
investment. USPS projections show losses growing over the next decade

'Pub. L. No. 109-435, 120 Stat. 3198 (Dec. 20, 2006).

2GAO, U.8. Postal Service: Broad Restructwring Needed to Address Deteriorating
Finances, GAO-09-790T (Washington, D.C.: July 30, 2009).

3GAOQ, High-Risk Series: Restructuring the U.S. Postal Service to Achieve Sustainable

Financial Viability, GAO-09-837SP (Washington, D.C.: July 28, 2008). USPS's
transformation efforts and long-term outlook were on our high-risk list from 2001 to 2007.
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as mail volume declines further and costs rise. USPS remains the largest
civilian federal agency (employing about 712,000 employees at the end of
fiscal year 2009), has a nationwide network of about 38,000 facilities, and
provides 6-day-per-week mail delivery to most of the nation’s 150 million
addresses.

PAEA required that GAO complete this report by December 2011. Because
of USPS's financial crisis and our assessment that restructuring is urgently
needed, our work has been accelerated at the request of Members of
Congress and is presented in this report. Our objectives were to assess

(1) the viability of USPS’s business model, (2) strategies and options to
address the challenges to USPS's current business model, and (3) actions
Congress and USPS need to take to facilitate progress toward USPS’s
financial viability.

In conducting our work related to assessing the viability of USPS'’s
business model and strategies and options to solve its challenges, we
relied on our past work and USPS financial and operating data. We
interviewed various USPS officials, including the Postmaster General, the
Deputy Postmaster General, the former and current Chairmen of the
Board of Governors, and headquarters and field staff. We reviewed USPS's
Action Plar. released March 2010 and its financial and volume
projections.’ We did not assess the validity of USPS's financial and mail
volume projections due to time and resource constraints. We reviewed
USPS’s current legal and regulatory framework and relevant congressional
testimonies and hearings. We also reviewed the results of retiree health
valuations provided to us by the Office of Personnel Management (OPM)
in March 2010, which were based on USPS employee population
projections. We did not assess the reasonableness of these projections or
OPM’s actuarial assumptions and methodology. We utilized OPM’s
valuation results to analyze the financial impacts of selected options for
funding USPS'’s retiree health benefit obligations.

We also examined studies performed by other postal stakeholders,
including the Postal Regulatory Commission (PRC), USPS Office of
Inspector General (OIG), the 2003 President’s Commission on the United
States Postal Service, and other mailing industry experts. We met with

“United States Postal Service, Ensuring a Viable Postal Service for America: An Action
Plan for the Future (Washington, D.C.: March 2010). USPS's plan and related material are
available at the following Web address:
http//www.usps. i i

p ice htm (; 1 on Apr. 9, 2010).
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PRC commissioners and staff, representatives of the four major employee
unions and three major management associations, USPS OIG, members of
the mailing industry, economists, and other stakeholders, We distributed a
list of questions to over 60 organizations to collect additional information
on actions that could be taken to improve USPS’s business model and the
potential impacts of these actions. The organizations represented various
sections of the postal community, such as postal unions and management
associations; small and large mailers; and mailers across various segments
(e.g., First-Class Mail, Standard Mail, Periodicals, parcels, newspapers, and
nonprofit mail); and other companies in the mailing industry. They were
selected on the basis of several factors, including testifying before
Congress on postal issues; submitting comments to the 2003 President’s
Ce ission; submitting cc ts to PRC on universal service, the postal
monopoly, and the new regulatory structure for ratemaking; and
submitting comments to the Federal Trade Commission (FTC) on
_differences in the legal status between USPS and its competitors.

We gathered and eval d rel strategies and options on the basis of
a variety of criteria, including their potential to reduce USPS costs, realign
its operations, and increase revenues, in light of USPS’s current and
projected financial condition. In this report, we present selected options
that could be considered to address USPS’s financial viability on the basis.
of these criteria. Some options are consistent with actions we have
discussed in our past work, while others have been discussed in
congressional hearings, regulatory proceedings, and major studies. We
analyzed the options on the basis of the criteria that we have previously
listed, including available cost and revenue data. Furthermore, assessing
certain options related to a comprehensive restructuring of USPS’s legal
and regulatory framework was limited because it is still too soon to see
the full impact of the changes frora PAEA. We also plan to address the
experiences of foreign postal administrations in a separate report.

We conducted this performance audit from August 2009 to April 2010 in
accordance with generally accepted government auditing standards. Those
standards require that we plan and perform the audit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence
obtained provides a reasonable basis for our findings and conclusions
based on our audit objectives. Appendix I contains a detailed discussion of
our scope and methodology. We requested comments on a draft of this
report from USPS, and its comments are discussed later in this report and
reproduced in appendix IL ’
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Background

Over the last 40 years, Congress has considered several business models to
provide postal services to the nation and moved USPS toward a more
businesslike entity but has simultaneously placed constraints on its
operations. Until 1970, the federal government provided postal services via
the U.S. Post Office Department, a government agency that received
annual appropriations from Congress. Congress was involved in many
aspects of the department’s operations, including the selection of

s (e.g., postxt s), and in setting postal rates and wages. A
presidential commission {The Kappel Commission) reported to the
President in 1968 on the crisis facing the department, which included
financial losses, management problems, service breakdowns, low
productivity, and low employee morale. The Kappel Commission's basic
finding was that “the procedures for administering the ordinary executive
departments of Government are inappropriate for the Post Office.”
Furthermore, it concluded that

“a transfer of the postal system to the private sector is not feasible,
largely for reasons of financing...but the possibility remains of private
ownership at some future time, if such a transfer were then considered
to be feasible and in the public i .... Wereco d, therefore,
that Congress charter a Government-owned Corporation to operate the
postal service, The corporate form would permit much reore

" successful operation of what has become a major business activity
than is possible under present circumstances.”

The Postal Reorganization Act (PRA) of 1970 replaced the department
with the current USPS model—an independent establishment of the
executive branch designed to be self-sustaining by covering its operating
costs with revenues generated through the sales of postage and postal-
related products and services. USPS receives no appropriations for
purposes other than revenue forgone on free and reduced rate mail.

In 1996, Congress again began considering the merits of postal reform and
ultimately enacted PAEA in 2006. A number of factors encouraged reform,
including financial challenges, such as growing cash-flow problems and

F 's O ission on Postal Organization, Towards Postal Excellence (Washington,
D.C.: June 1968).

SUSPS receives annual appropriations for revenue forgone in providing (1) free and
reduced rate mail for the blind and (2) overseas voting materials for U.S. elections.
Congress appropriated about $118 million to USPS for these purposes for fiscal year 2010.
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debt. A second presidential commission examined USPS's future and
issued a report in 2003 that recommended a number of actions {o ensure
the viability of postal services.” Additionally, the Postal Civil Serviee
Retirement System Funding Reform Act of 2003 was enacted after OPM
determined that USPS was overfunding its employees’ pensions.® This law
required the amounts achieved by reducing the previous pension
contributions to be used toward USPS’s debt to the U.S. Treasury and set
aside any remaining amounts in an escrow account. Congress addressed
how the escrowed funds should be used—along with many of USPS’s
other financial and operational challenges—in PAEA. Key requirements
and flexibilities provided in PAEA are detailed in table 1.

Table 1: Selected Requirements and Flexibilities Provided to USPS in PAEA

Key areas

Description

Flexible pricing mechanisms

.

Abolished the former process for setting prices that was often lengthy, costly, and
litigious. Under the new structure, USPS has broad latitude to announce price changes
that are reviewed by the newly created PRC and implemented in a streamlined process.
Aliowed USPS to raise average rates for each class of market-dominant products,’ such
as First-Class Mail, Standard Mail, Periodicals, and Package Services, up to a defined
annual price cap; exceed the price cap should extraordinary or exceptional
circumstances arise; and use any unused pricing authority within 5 years.

Allowed USPS to raise prices for competitive products, such as Priority Mait or Express
Mail, as fong as each product’s revenue covers the product’s costs and the revenue

.

from ail competitive products covers what PRC df ines to be an appropriate share of
USPS's institutional costs (overhead costs).
Modern delivery p e ds + Required establishing modem delivery p ds for market-d

products. These standards for on-time delivery of mail enable mailers to have realistic
expectations for the number of days mail takes to be delivered, and to organize their
activities accordingly.

Restriction on nonpostai products

o F ¥ USPS from i ing new p and services.

Required PRC 1o review each nonpostal service USPS already offered and de!ermme
whether it should continue based on (1) the public need for the service and (2) the ability
of the private sector to meet the public need for the service,

« Required the funds accumulated in escrow and annual paymenis to be made in fiscal

Retiree health benefit pay

years 2007 through 2016 to prefund retiree health obligations.

Ability to retain earnings

.

Allowed USPS to retain any earnings.

"President’s Commission on the United States Postal Service, Embracing the Future:
Making the Tough Choices to Preserve Universal Mail Service (Washington, D.C.: July 31,
2003).

®Pub. L. No. 108-18, 117 Stat. 624 (Apr. 23, 2003).
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Key areas

Description

Pian for improving operational efficiency

« Required USPS to develop a plan that, among other things, included a strategy for
rationalizing the postal facilities network and removing excess processing capacity and
space from the network, as well as identifying the cost savings and other benefits
associated with network rationalizaﬁon

Financial reporting

« Established new reporting and to collection and
reporting of information on rates and financial performance

Source: GAO analysls of Pub. L. No. 109-435.

'Maﬂ(et-dommant products pnmaﬂ!y include First-Class Mail {e.g., correspondence, bills, payments,
Mazl {mainly, bulk ing and direct mail

i (mai i and some types of Package Services
(pnmanky single- plece Parcel Post Med|a Mail, librafy mail, and bound printed matter).

PAEA also made ch to USPS's latory and oversight structure. In
addition to responsibilities for reviewing pricing and nonpostal services
described in table 1, the newly created PRC gained additional oversight
responsibilities, including responsibility for making annual determinations
of USPS compliance with applicable laws, developing accounting practices
and procedures for USPS, reviewing the universal service obligation, and
providing transparency through periodic reports. The USPS Board of
Governors, which has responsibilities similar to a board of directors of a
publicly held corporation, directs the exercise of the powers of USPS,
directs and controls its expenditures, reviews its practices, conducts long-
range planning, and sets policies on all postal matters.® PAEA added new
qualifications and lengths of term for new board raembers.

USPS’s Business
Model Is Not Viable

USPS's business model is not viable due to its inability to reduce costs
sufficiently in response to continuing declines in mail volume and revenue.
Mail volume declined 36 billion pieces over the last 8 fiscal years, 2007
through 2009, due to the economic downturn and changing use of the mail,
with mail continuing to shift to electronic communications and payments.
USPS lost nearly $12 billion over this period, despite achieving billions in
cost savings, reducing capital investinents, and raising rates. However,
USPS had difficulty in eliminating costly excess capacity, and its revenue
initiatives had limited results. To put these results into context, until
recently, USPS’s business model benefited from growth in mail volume to

°USPS is directed by a Board of Governors consisting of 1 bers, including (1) 9
Governors appointed by the President, with the advice a.nd consent of the Senate, to 7-year
terms; (2) the Postmaster General, who is appointed by the Governors; and (3) the Deputy
Postmaster General, who is appointed by the Governors and the Postmaster General. Not
more than 5 of the 8 Governors may belong to the same political party.
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help cover costs and enable it to be self-supporting. In each of the last 3
fiscal years, USPS borrowed the maximum $3 billion from the U.S.
Treasury and incurred record financial losses (see fig. 1). A looming cash
shortfall led to congressional action at the end of fiscal year 2009 that
deferred costs by reducing USPS’s mandated retiree health benefit
payment. Looking forward, USPS projects continued mail volume decline
and financial losses over the next decade.

Figure 1: USPS Annual Net income (Loss), Fiscal Years 1871 through 2009

Dotlars in billions
4
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2

Source: USRS,

Note: A looming cash shortfall in 2008 i fast-minute i action to defer costs by
reducing USPS's mandated payments to prefund refiree health benefits from $5.4 billion to $1.4
billion. While this action provided USPS with $4 billion of financial relief, USPS still reported a loss of
$3.8 billion for the year. USPS's $8.4 biflion in cumulative net income for fiscal years 2003 through
2005 fargely resulted from a 2003 law (Pub. L. No. 108-18) that reduced USPS pension benefit
payments by about $9 biflion over this period.

Page 7 GAD-10-455 USPS Strategies and Options



52

USPS Faces Reduced Mail
Volume from Changes in
Mail Use

In fiscal year 2009, USPS’s mail volume declined to 17 percent below its
peak of 213 billion pieces in fiscal year 2006. USPS projects that total mail
volume will decline to 167 billion pieces in fiscal year 2010—the lowest
level since fiscal year 1992 and 22 percent less than its fiscal year 2006
peak. USPS and many mailers who provided information for this study do
not expect volume to return to its former levels when the economy
recovers. By fiscal year 2020, USPS projects further volume declines of 15
percent to about 150 billion pieces, the lowest level since fiscal year 1986
(see fig. 2).

e ————
Figure 2: Actual and Projected Total Mall Volume, Fiscal Years 1971 through 2020
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First-Class Mail volume has declined 19 percent since it peaked in fiscal
year 2001, and USPS projects that it will decline by another 37 percent
over the next decade (see fig. 3). This mail is highly profitable and
generates over 70 percent of the revenues used to cover USPS overhead
costs.

Standard Mail (primarily advertising) volume has declined 20 percent
since it peaked in fiscal year 2007, and USPS projects that it will remain
roughly flat over the next decade. This class of mail is profitable overall
but lower priced, therefore, it takes 3.4 pieces of Standard Mail, on
average, to equal the profit from the average piece of First-Class Mail.
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Standard Mail volume was affected by large rate increases in 2007 for flat-
sized mail, such as catalogs, and by the recession that affected advertising,
such as mortgage, home equity, and credit card solicitations, These
solicitations appear unlikely to return to former levels. Standard Mail also
faces growing competition from electronic alternatives, increasing the
possibility that its volume may decline in the long term.

e e e
Figure 3: Actual and Projected First-Class Mail and Standard Mail Volume, Fiscal
Years 1980 through 2020
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One reason that mail volumes declined is because businesses and

consumers have moved to electronic payment alternatives over the past
decade (see fig. 4).
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Figure 4: F ge of Hi Bili Pay Made by Mail and Electronically,
Fiscal Years 2000 through 2008
Percentage
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Source: USPS.

Looking forward, the use of electronic alternatives for communications
and payments, including broadband and mobile technology, is expected to
continue to grow. Nearly two-thirds of American households had
broadband service in fiscal year 2008, up from 4.4 percent in less than a
decade (see fig. 5). Expanded availability and adoption of broadband
technology is being facilitated by federal spending under the American
Recovery and Reinvestment Act.”

loGAO, Recovery Act: Preliminary Observations on the Implementation of Broadband
Programs, GAO-10-192T (Washington, D.C.: Oct. 27, 2009). Also see GAO, Recovery Act:
Agencies Are Addressing Broadband Program Chall but Actions Are Needed to

Improve Implementation, GAO-10-80 (Washington, D.C.: Nov. 186, 2000).
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USPS Has Made Progress
in Reducing Costs but Still
Faces Major Cost
Pressures

USPS achieved nearly $10 billion in cost savings in the 3 fiscal years 2007
through 2009, primarily by cutting nearly 201 million work hours, Work-
hour savings were achieved by workforce reductions of over 84,000 full-
and part-time employees, primarily through retirements; reduced overtime;
and changes to postal operations. For example, USPS reached agreement
with the National Association of Letter Carriers to realign delivery routes,
and with the American Postal Workers Union and the National Postal Mail
Handlers Union on early retirement incentives. However, USP8’s cost
savings and added revenue from rate increases and other actions to
generate revenues were insufficient to fully offset the impact of declines in
mail volume and rising personnel-related costs. Thus, USPS revenues
declined by $4.7 billion during this period of time, while its costs declined
$7 million.

USPS also has large financial liabilities and obligations that totaled over
$88 billion in fiscal year 2009, Over the last 2 fiscal years, total liabilities
and obligations have increased by nearly $14 billion (see table 2). USPS
debt to the U.S. Treasury, over this same period, increased by $6 billion
and pension obligations changed by over $8 billion—{rom a $5.3 billion
surplus to $2.8 billion in unfunded obligations. To put these liabilities and
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obligations into context, they increased from 100 percent of USPS
revenues in fiscal year 2007 to 130 percent of revenues in fiscal year 2009.

Table 2;: USPS Financial Liabilities and Unfunded Obligations, Fiscal Years 2007 through 2009

Dollars in billions

Liabilities Obligations
Unfunded
Unfunded  obligations Total
Workers’ obligations for (surplus) for Total Habilities
Fiscal 0 ing p i Othe Total retiree heaith pension  unfunded and
year debt liabilities  liabilities® liabilities its” gati
2007 $4.2 $6.8 $13.7 $24.7 $55.0 $(5.3) $49.7 $74.5
2008 7.2 7.0 18.5 277 53.5 25 56.0 83.6
2009 102 8.1 14.3 335 52.0 238 54.8 88.3
Source: USPS.
Note: Data may not add exactly to totals due to rounding.
*Other liabilities inciude many ftemns, such as that USPS itted to in fiscal
ysar 2009 but has not yet paid and the value of smployees’ accumulated leave.
*Includes both CSRS and FERS obligations.
USPS’s Financial Outlook  Declines in mail volume and revenue, large financial losses, increasing
Is Poor debt, and financial obligations will continue to challenge USPS. For fiscal

year 2010, USPS is projecting a record loss of over $7 billion and
additional pressures to generate sufficient cash to meet its obligations.
Furthermore, it has halted construction of most new facilities and has
budgeted $1.5 billion in capital cash outlays (mostly for prior
commitments), which is down from the average of $2.2 billion in the
previous b fiscal years. USPS also expects to borrow $3 billion in fiscal
year 2010, which would bring its total outstanding debt to $13.2 billion,
close to its $15 billion statutory limit.

Looking forward, USPS projects that, absent additional action, annual
financial losses will escalate over the next decade to $33 billion in fiscal
year 2020 (see fig. 6). According to USPS, its projected losses will result
from declining mail volume, stagnant revenue (despite rate increases),
large costs to provide universal service, and rising workforce costs. These
projections are the most pessimistic in many years. Stakeholder interviews
reinforce the conclusion that the recent recession was a “tipping point”
that has accelerated the diversion of mail to electronic alternatives,
particularly among business mailers who generate the most mail volume
and revenues, leading to sobering financial results.
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Figure 6: USPS Actual and Projected Net Income (Loss), Fiscal Years 2000 through 2020
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‘Source: USPS.

Note: The projection for fiscal year 2010 Is from USPS's Fiscal Year 2010 Integrated Finaricial Plan.
USPS projections for fiscal years 2011 through 2020 are from its Action Plan and assume that

(1) USPS takes no management actions beyond those in its fiscal year 2009 budget and (2) USPS's
total statutory borrowing limit of $15 billion would be increased to accornmodate these logses.
USPS’s $8.4 billion in cumutative net income for fiscal years 2003 through 2006 largely resulted from
a 2003 law {Pub. L. No. 108-18) that reduced USPS pension benefit payments by about $9 biilion
over this period.

Strategies and
Options That Address
Challenges to USPS’s
Current Business
Model

Making progress toward USPS's financial viability would primarily involve
taking action on strategies and options to rightsize operations, cut costs,
and increase revenues. USPS does not need—and cannot afford to
maintain—its costly excess infrastructure capacity. USPS has achieved
noteworthy cost reductions, but much more progress is needed. Making
the necessary progress would require (1) taking more aggressive actions to
reduce costs and increase revenues within its current authority, using the
collective bargaining process to address wages, benefits, and workforce
flexibility, and (2) congressional action to address legal restrictions and
resistance to realigning USPS operations, networks, and workforce. Key
strategies and options, some of which would require statutory changes, fall
into the following three major categories:
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reducing compensation and benefits costs,

reducing other operations and network costs and improving efficiency,
and

generating revenues through product and pricing flexibility.

Ultimately, Congress may want {o examine other options that would alter
the ownership structure of USPS. For example, USPS might be moved
back to being a federal agency funded in part by taxpayer support, or it
might be moved to a corporate model. This report does not address the
ownership issue because of an array of functional and operational
options-—discussed throughout this report—that need to be examined
immediately. The resolution of some of these more pressing issues might
afford a better understanding of whether the ownership structure should
be modified.

Options to Reduce
Compensation and
Benefits Costs

USPS has options to reduce its corapensation and benefits costs in the
following four key areas: workforce size, to be aligned with reduced
workload; wages, which continue to be a key component of costs;
benefits, which in some cases are more generous than those provided by
other federal agencies; and workforce flexibility, including the mix of full-
and part-time employees and work rules that govern what tasks employees
can perform. Changes in these areas would need to be negotiated with
employee unions and would involve tradeoffs between reducing costs and
addressing union concerns that reducing workforce size and
compensation and benefits would erode the number of well-paying jobs.

About 85 percent of USPS employees are covered by collective bargaining
agreements, which correspond with major crafts (see table 3). USPS and
its employee unions will begin negotiations for new agreements in 2010
and 2011, If USPS and its unions are unable to agree, binding arbitration by
a third-party panel will ultimately be used to establish agreement, USPS is
also required to consult with its management associations that represent
postmasters and supervisors. About 78 percent of USPS employees are full
time and receive salary increases and cost-of-living adjustments based on
predetermined levels. These employees are generally scheduled in 8-hour
shifts and can earn overtime pay, except for rural mail carriers, who are
generally paid a salary without overtime. Managers are not covered by
collective bargaining agr and are comp ted under a pay-for-
performance program. About 90 percent of city carriers are full time, while
about 55 percent of rural carriers are full time.
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Table 3: USPS Employ C by Sel d Union Ci as of Sey 30, 2009

Craft Number of empioyees  Name of union Contract expiration date
Clerks 177,842  American Postal Workers Union November 20, 2010

Mail Handlers 52,954  National Postal Mait Handlers Union November 20, 2011

City Carriers 200,668  National Association of Letter Carriers November 20, 2011

Rural Carriers 122,278"  National Rural Letter Carriers’ Association  November 20, 2010

Total 553,732

Sourcas: USPS and employee unlons.
“Includes 54,528 part-ime rural carriers.

USPS has not achieved significant reductions in compensation and
benefits, in part due to the following challenges:

USPS is required by law to maintain compensation and benefits
comparable to the private sector. The application of the comparability
standard to postal employees—that is, whether a compensation premium
exists between postal employees and private-sector employees who do
comparable work-—has been a source of disagreement between
management and postal unions in negotiations and interest arbitration.

Career USPS employees participate in federal pension and benefits
programs, including health care and life insurance. USPS collective
bargaining agreements include provisions to reduce USPS’s contribution
to health care premiums by 1 percent a year from 85 percent in fiscal year
2007 to 81 percent in 2011 or 80 percent in 2012, depending on the
agreement. Nevertheless, USPS covers a higher proportion of employee
premiums for health care and life insurance than most other federal
agencies. The law requires USPS’s fringe benefits to be at least as
favorable as those in effect when the PRA of 1970 was enacted.”

USPS is also required by law to participate in the federal workers’
compensation program® and ensure coverage for injured employees.
Sorme benefits provided under the federal program exceed those provided
in the private sector. For example, injured USPS employees with
dependents receive 75 percent of their salary corpared with the 66
percent of pay private employers covered under state workers’

139 U.8.C. § 1005(6).
239 11.8.C. § 1006(c).
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Workforce Size

compensation laws typically provide. Furthermore, USPS employees
receiving this benefit often do not opt to retire when eligible, staying
permanently on the more generous workers’ compensation rolis.

Current collective bargaining agreements include provisions related to
compensation, leave, workforce composition, and work rules. They also
include some provisions that allow USPS to make changes, such as
relocating employees, but other provisions limit USPS’s flexibility to
manage work efficiently and rightsize its workforce, For example, current
collective bargaining agreements

« limit the percentage of part-time and contract workers who help USPS
match its workforce to changing workload;

« limit managers from assigning work to employees outside of their
crafis, such as having a retail clerk deliver mail;

« limit outsourcing for city delivery routes; and

* contain “no-ayoff” provisions for about 500,000 employees and require
USPS to release lower-cost part-time and temporary employees before
it can layoff any full-time workers without layoff protection.

Currently, if the collective bargaining process reaches binding arbitration,
there is no statutory requirement for USPS's financial condition to be
considered. In 2009, proposed Senate legislation” included I that
would require any binding arbitration in the negotiation of postal contracts
to take the financial health of the Postal Service into account.

The 2003 President’s Commission reported that “far more than individual
benefits, the size of the [postal] workforce determines the cost of the
workforce.” USPS has worked to reduce the size of its workforce through
regular retirements and early retirements in response to recent separation
incentives and through a hiring freeze. USPS's workforce of career and
noncareer employees declined by nearly 21 percent—from 901,238 at the
end of fiscal year 2000 to 712,082 at the end of fiscal year 2009 (see fig. 7).
Career employees continued to comprise most of the fotal workforce
throughout this period. USPS has a window of opportunity to reduce the
cost and size of its workforce through the large number of upcoming
retirements, minimizing any need for layoffs. In this regard, about 5

5, 1507, 111* Cong, (2009).
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percent of USPS employees will be eligible and expected to retire each
year through 2020—a total of approximately 300,000 employees. Key
issues include what size workforce is needed to reflect changes in mail
volumes, revenues, and operations; how quickly changes can be made in
this area; whether separation incentives should be offered and are
affordable; and to what extent and under what terms should outsourcing

be considered.
Figure 7: Total Career and N Postai Employees, Fiscal Years 2000 through 2009
Number of empioyees
800,000

2000 2001 2002 2603 2004 2008 2008 2007 2008 2008
Fiscal yoar

[:' Noncarger employees

Options to reduce the size of USPS’s workforce include the following:

* Retirement and separation incentives: According to USPS officials,
incentives could accelerate the rate of attrition, but it needs to have
sufficient cash to fund them.

« Qutsourcing: Determine which functions would be cost-effective to
outsource (using companies or individuals). At the end of fiscal year 2009,
USPS had about 36,500 retail facilities, 3,000 of which were contract postal
units and 800 of which were community post offices staffed by nonpostal
employees. USPS also has long outsourced most of its long-distance air
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Wages

and ground transportation. In delivery operations, contractors deliver to
less than 2 percent of USPS’s delivery points. Postal labor unions and
some Members of Congress have previously resisted outsourcing. For
example, after USPS attempted to contract out some city delivery routes in
2007, legislation was introduced in both Houses of Congress on this
matter.” USPS and the National Association of Letter Carriers
subsequently agreed to a moratorium on outsourcing city carrier delivery
through November 2011. Looking forward, the outsourcing issue could
involve consideration of the tradeoffs between the loss of government jobs
paying middle-class wages and benefits to achieve savings by shifting the
work to private-sector jobs that may pay lower wages and not have
guaranteed benefits.

Layoffs: USPS could implement layoffs as a last resort if it has too few
positions to offer employees affected by restructuring. For example, USPS
could implement layoffs as part of shifting from 6-day delivery to 5-day
delivery. However, under current collective bargaining agreements, any
layoffs of covered employees not protected by no-layoff clauses must first
be applied to noncareer employees, such as temporary employees, whose
average wages are less than full-time career employees.

USPS wages were $39 billion in fiscal year 2009—about one-half of its
costs. Increasing wages have been a key driver of additional costs,
expected to add $1 billion in fiscal year 2010. Wages have traditionally
increased on the basis of cost-of-living allowances keyed to the Consumer
Price Index. Rising wages also increase benefit costs, such as pensions.
Key issues include how USPS can improve its compensation systems to
balance the need for fair compensation with reducing costs and increasing
incentives to become more competitive. In this regard, a recent legislative
proposal would have required that USPS's financial condition be
considered if collective bargaining reaches binding arbitration.” One
option would be a two-tier pay system that would pay new hires lower
wages, while “grandfathering” current employees under the current pay
structure,

HThe Mail Delivery Protection Act of 2007, S. 1457, 110th Cong. (2007) would have
restricted contracting for mail delivery. The Mail Network Protection Act of 2007, HR.
4236, 110th Cong. (2007), specified conditions that must be met before USPS entered into
some contracts, such as for surface transportation of mail. Additionally, H.Res. 282, 110th
Cong. (2007), expressed “the sense of the House of Representatives that the United States
Postal Service should di i the ice of ¢ ing out raail delivery services.”

*Postal Service Retiree Health Benefits Funding Reform Act of 2009, S. 1507, 110th Cong.
(2009).

Page 18 GAQ-10-455 USPS Strategies and Options



63

Benefits

USPS makes payments to fund its liabilities and obligations for retiree
health and pension benefits, health and life insurance premiums, and
workers’ compensation.” Benefits cost USPS almost $17 billion in fiscal
year 2009, over 23 percent of its total costs. The cost would have been
nearly $21 billion if Congress had not reduced USPS payments for retiree
health benefits by $4 billion to address a looming cash shortfall. Key issues
are assigning financial responsibility for benefits to USPS, its employees,
and current and future ratepayers and balancing USPS’s poor financial
condition, while keeping rates affordable, meeting legal requirements for
employee benefits, and minimizing risk to the taxpayer if USPS would be
unable to meet its responsibilities.

Retiree Health Benefits

According to OPM estimates, at the end of fiscal year 2009, the actuarially
determined obligation for USPS'’s future retiree health benefits was about
$87.5 billion. At that time, the dedicated Postal Service Retiree Health
Benefits Fund (the RHB Fund) had a balance of $35.5 billion, and,
therefore, unfunded obligations of $52.0 billion ined. These unfunded
obligations developed largely because, prior to the enactment of PAEA in
2006, USPS financed its share of the health insurance premiums for its
retirees on a pay-as-you-go basis, rather than on the annual accrued cost of
future benefits attributable to the service of current employees, PAEA
required USPS to begin prefunding its retiree health benefit obligations
with annual payments to the RHB Fund, while continuing to pay its share
of the retiree health premiums of current retirees to the Federal
Employees Health Benefits Fund (the FEHB Fund).

Since PAEA was enacted, mail volume has declined, USPS’s financial
condition has deteriorated, and it has had difficulty in making its required
payments to prefund its retiree health benefit obligations. In fiscal year
2009, a looming cash shortfall led to last-minute congressional action that
deferred costs by reducing USPS's required prefunding payment from $5.4
billion to $1.4 billion. At the end of fiscal year 2009, USPS had about
463,000 annuitants and survivors participating in the Federal Employees
Health Benefits Program. Furthermore, 162,000 USPS career emaployees
are eligible for regular retirement this fiscal year, and this number is
projected to increase to about 300,000 career employees over the next

'®{JSPS accounts for its paniéipation in the federal government’s health and pension plans
by recognizing these ibutions as an This ing method is based on
privat s dards that empl use to account for multieraployer benefit plans.
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decade. For fiscal year 2010, USPS has reported that it is “highly
uncertain” whether it will have sufficient cash to cover its required
prefunding payment of $5.5 billion that is due by September 30, 2010.
According to USPS's fiscal year 2010 budget, by making the required
prefunding payment, it will end the fiscal year with a cash balance of only
$200 million. However, USPS officials have said that this cash balance
would likely be inadequate to finance operations in October 2010, when it
must make three payroll payments of close to $2 billion each, as well as a
payment for workers’ compensation costs expected to exceed $1 billion.
In response to these likely conditions, USPS has requested that Congress
revise the required schedule for retiree health benefits payments as part of
a package to improve its financial viability.

There are multiple options for funding USPS's retiree health benefit
obligations. In addition to the current prefunding approach, where the
obligations are paid prior to when USPS's share of retiree health premiums
are due, there are two broad approaches—(1) a “pay-as-you-go” funding
approach, where USPS's share of retiree health premiums are paid as they
are billed for current retirees, and (2) an actuarial funding approach,
where payments include amounts for “normal costs” to finance the future
retiree health benefits attributed to the service of current employees and
amortization amounts to liquidate unfunded obligations over a 40-year
period. The impact of these various approaches on USPS’s payments
would depend on whether its share of retiree health premiums would be
paid directly by USPS to the FEHB Fund or whether the premiums would
be paid from the RHB Fund. Depending on which option is selected,
changes could also impact the federal budget deficit. PAEA’s approach to
funding USPS'’s retiree health benefit obligations is a combination of the
prefunding and pay-as-you-go approaches that we have previously
described. Specifically, PAEA requires USPS to make two payments
annually over fiscal years 2010 through 2016:

a payment to the FEHB Fund to cover its share of the premiums for
current retirees and

a statutorily determined payrent to the RHB Fund to prefund obligations
for future retirees.

Starting in fiscal year 2017—after the last statutorily scheduled prefunding
payment—PAEA requires that USPS’s share of retiree health premiums be
paid from the RHB Fund and requires OPM to determine future payments
to the RHB Fund. Each annual payraent to the RHB Fund starting in fiscal
year 2017 will be the sum of the two arnounts that finance the following:
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the annual accerued cost of future benefits attributable to the service of
current USPS employees, which OPM refers to as “normal costs,” and

amortization payments over 40 years to liguidate any unfunded obligations.”

Table 4 shows USPS payments fror fiscal years 2010 through 2020, based
on updated estimates that OPM provided to us for this report. Total USPS
payments are estimated to increase-from $7.8 billion in fiscal year 2010 to
$10.3 billion in fiscal year 2016. The payments are estimated to decline to
$6.4 billion in fiscal year 2017 and increase to $7.3 billion in fiscal year
2020. Based on GAO analysis, assuming that USPS made these payments
through 2020, estimated unfunded obligations of about $33 billion would
remain.

Table 4: USPS Retiree Health Benefit Payments under Current Law, Fiscal Years
2010 through 2020, which include Prefunding through Fiscal Year 2016

Dollars in billions

UsPs usPs
Fiscal paymenisto payments to Total USPS  Payments from RHB
year RHB Fund FEHB Fund payments  Fund to FEHB Fund
2010 $5.5 $23 §7.8 $0.0
201 585 2.6 8.1 0.0
2012 56 2.9 85 0.0
2013 56 3.3 88 .0
2014 87 36 9.3 0.0
2015 87 4.0 8.7 0.0
2016 58 4.5 10.3 0.0
2017 64 0.0 6.4 4.9
2018 8.7 0.0 6.7 54
2019 7.0 0.0 7.0 5.8
2020 7.3 0.0 7.3 8.4
Total $66.8 $23.2 $90.0 . $22.5

Source: OPM analysis prepared at GAC's request,

“pub. L. No, 109-435, § 803.
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Note: Estimates are based on OPM assumptions that factor in updated USPS workiorce size
projections, annual inflation in health care costs of 8 percent in fiscal year 2010 that then declines
stowly, a general inflation rate of 3.5 percent annually, and RHB Fund interest of 6.25 percent
annually. USPS prefunding payments are specified in PAEA and are shown above as USPS
Payments to RHB Fund for fiscal years 2010 through 2016, Starting in fiscal year 2017, annual USPS
payments will include {1) “normal costs” {Le., fulure refiree health benefits costs attributed to the
service of current employees) and (2) amortization amounts to fiquidate any unfunded obligations
over a 40-year period.

In 2009, proposed legislation was introduced in both houses of Congress
that would have revised the payment schedule for postal retiree health
benefits.” The House legislation (HL.R. 22) would have shifted
responsibility for payments for current retiree health premiums from
USPS to the RHB Fund for fiscal years 2009 through 2011. Such action
would result in USPS needing to pay additional amounts to the RHB Fund
in the future due to the use of those RHB funds for current retiree health
premiums. The Congressional Budget Office (CBO) estimated that
enacting the House legislation would have a net cost to the federal budget
of $2.5 billion over fiscal years 2010 through 2019.” The Senate legislation
(S. 1507) would have extended and revised prefunding payments to the
RHB Fund, with the payment amounts increasing from $1.7 billion in fiscal
years 2009 and 2010 to $56.3 billion in fiscal year 2019. CBO estimated that
enacting S. 1507 would have a net cost to the federal budget of $2.8 billion
aver both fiscal years 2010 through 2019 and fiscal years 2009 through
2014.% Ultimately, Congress acted at the end of September 2009 to reduce
costs by deferring USPS’s prefunding payment for retiree health benefits in
fiscal year 2000 by $4 billion.”

We strongly support the principle that USPS should continue to fund its
retiree health benefit obligations to the maximum extent that its finances
permit. Deferrals of funding such benefits would serve as financial relief.
Such deferrals, however, increase the risk that in the future USPS will not
be able to pay these obligations as its core business continues to decline
and if sufficient actions are not taken to restructure operations and reduce
costs. With these considerations, the current statutory approach for

R, 22, 111th Cong. (2009); S. 1507, 111th Cong. (2009).

“Congressional Budget Office, H.R. 22: United States Postal Service Financial Relief Act
of 2008 (Washington, D.C.: July 20, 2008).

ACongressional Budget Office, S. 1507 Postal Service Retiree Health Benefits Funding
Reform Act of 2009 (Washington, D.C.: Sept. 14, 2009).

PHR. 2918, 111th Cong. (2009), enacted as Pub. L. No. 111-68 (2009).
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funding USPS’s retiree health benefit obligations can be revised along the
lines of the two broad approaches to funding retiree health obligations—
pay-as-you-go and actuarial. The approaches vary in the amount of annual
payments, which, in turn, impact the unfunded obligation, lower annual
payments, and result in higher unfunded obligation balances. For
comparison purposes, we present the estimated unfunded balance for
USPS's retiree health obligations in fiscal year 2020. These approaches to
revising the current statutory approach are presented in the following text
to illustrate the wide range of possible options.

Approach #1: Pay-as-you-go approach to funding retiree health benefit
obligations

In March 2010, USPS proposed “to shift to a ‘pay-as-you-go’ system [for its
retiree health benefits], paying premi as they are billed” for current
retirees. Estimated annual USPS payments under one possible pay-as-you-
go approach are shown in table 5. Under this approach, USPS would make
payments to the FEHB Pund for its share of retiree health premiums. The
RHB Fund would not make or receive payments, but would continue to
earn interest. Based on GAO analysis, USPS's unfunded obligations would
be an estimated $99 billion in fiscal year 2020, or about $66 billion more
than they would be under current law. This level of unfunded obligations
would increase the risk that, absent future events that could reduce
USPS's retiree health premiums, USPS’s operations in the future may not
be able to support the future payments that are expected. However, in
such a circumstance, a mechanism could be created to pay a portion of
premium payments from the assets that have accumulated in the RHB
Fund once a threshold was reached, such as when the pay-as-you-go
premium payments reach a particular percentage of postal revenues. Using
the RHB Fund to pay a portion of retiree health premiums would reduce
USPS's payments to the FEHB Fund and increase USPS’s unfunded
obligations by a corresponding amount. Such a mechanism could, if
implemented carefully, provide some assistance to USPS in meeting its
obligation to pay retiree health premiums.
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D —
Table 5: A Pay-as-You-Go Approach for Revising USPS Retiree Health Benefit Payments, Fiscal Years 2010 through 2020

Doliars in hillions

Difference between total

USPS payments under

USPS pay to to Total USPS  Payments from RHB this option and

Fiscal year RHB Fund FEHMB Fund payments Fund to FEHB Fund current law®
2010 $0.0 $2.3 $23 $0.0 $(5.5)
2011 0.0 26 26 0.0 {6.5)
2012 0.0 29 2.9 0.0 {5.6}
2013 0.0 33 3.3 () (5.8)
2014 0.0 3.8 3.6 0.0 5.7
2015 0.0 4.0 4.0 0.0 (5.7}
2016 0.0 45 45 0.0 (5.8)
2017 0.0 4.9 4.9 0.0 {1.5)
2018 0.0 54 5.4 0.0 (1.3)
2019 0.0 5.8 5.8 0.0 1.2)
2020 0.0 6.4 6.4 0.0 0.9)
Total $0.0 $45.7 $45.7 $0.0 $(44.3)

Source: OPM anaysis praparsd &t GAQ'S request.

Note: Estimates are basad on OPM assumptions that factor in updated USPS workiorce size
projections, annual inflation in health care costs of 8 percent in fiscal year 2010 that then declines
stowly, a general inflation rate of 3.5 percent annually, and RHB Fund Interest of 6.25 percent
annually.

*GAC compiled the data shown in this column. Also, see table 4 for USPS payments under current
law,

Different variations on a “pay-as-you-go” approach are also possible, such
as using the RHB Fund to pay USPS’s share of retiree health premiums for
current retirees until the RHB Fund is exhausted and then reverting to
USPS funding future prerniums from its operations by paying the FEHB
Fund directly. Under this alternative, USPS'’s payments would be
suspended until the RHB Fund is exhausted, which would be
approximately fiscal year 2025.

Approach #2: Actuarial approach to funding retiree health benefit
obligations

An actuarial funding approach for USPS retiree health benefit obligations
could provide a financing mechanism that allows the RHB Fund to remain
self-sustaining in the long term. Under one such approach, unfunded
retiree health benefit obligations would be reamortized starting in fiscal
year 2010, instead of fiscal year 2017, as required under current law.
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Specifically, starting in fiscal year 2010, USPS would make payments to
the RHB Fund that finance the following:

« the annual accrued cost of future benefits attributable to the service of
current USPS employees, which OPM refers to as “normal costs,” and

» amortization payments over 40 years to liquidate any unfunded
obligations.

Under this actuarial funding approach, USPS would make annual
estimated payments that total about $80 billion from fiscal years 2010
through 2020 (see table 6). Based on GAO analysis, in fiscal year 2020, the
estimated unfunded obligations under this method would be about $48
billion, or about $15 billion more than they would be under current law.

Table 6: Actuarial Funding Alternative for USPS Retiree Health Benefit Payments, Fiscal Years 2010 through 2020

Dollars in billions

Difference between total

USPS payments under

USPS pay to  USPS pay to Total USPS  Payments from RHB this option and

Fiscal year RHB Fund" FEHB Fund payments Fund to FEHB Fund current law”
2010 $6.3 $0.0 $6.3 $2.3 ; $(1.5)
2011 6.4 0.0 64 26 1.7)
2012 65 0.0 6.5 29 2.0)
2013 6.8 0.0 6.8 3.3 2.1
2014 7.0 0.0 7.0 36 2.3
2015 7.2 0.0 7.2 40 (2.5)
2016 7.5 0.0 75 45 (2.8)
2017 : 7.7 0.0 7.7 4.9 1.3
2018 8.0 0.0 8.0 54 1.3
2019 83 0.0 8.3 68 1.3
2020 8.8 0.0 8.6 6.4 1.3
Total $80.3 $0.0 $80.3 $45.7 $(8.7)

Source: OPM analysls done at GAO'S request.

Note: Estimates are based on OPM assumptions that factor in updated USPS workforce size
projections, annuat inflation in health care costs of 8 percent in fiscal year 2010 that then declines
siowly, a general inflation rate of 3.5 percent annually, and RHB Fund interest of 6.25 percent
annually.

*Starfing in fiscal year 2010, USPS payments include {1) amounts for “"normal costs” (L.e., future
retiree health benefits costs attributed to the service of current USPS amployees) and

{2) amortization amounts to figuidate any unfunded obligations over a 40-year period.

*GAQ compiled the data shown in this column. Also, see tabls 4 for USPS payments undar current
faw.
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PAEA’s funding requirements represent a significant financial commitment
for USPS, especially in light of the current economic environment and the
major challenges it faces. As we have testified, we continue to be
concerned about those options that would greatly reduce payments in the
short term, only to defer payments into the future.” Specifically, we are
concerned that deferring these payments or some portion into the future
increases the risk that USPS may have difficulty in making the future
payments, particularly if mail volumes continue to decline. Because its
retirees areé eligible to receive the same health benefits as other federal
retirees, if USPS cannot make its required payments, the U.S, Treasury,
and hence the taxpayer, would still have to meet the federal government’s
obligations.

Pension Benefits

USPS employees participate in the federal government’s two civiliah
pension plans—-the Civil Service Retirement System (CSRS) and the
Federal Employees’ Retirement System (FERS)—that are administered by
OPM. As of the end of fiscal year 2008, approximately 80 percent of USPS’s
employees were enrolled in FERS, while 20 percent were enrolled in CSRS
or the Dual Civil Service Retirement System and Social Security (Dual
CSRS).® As an agency employer, USPS is required by law to make certain
payments to the Civil Service Retirement and Disability Fund (CSRDF) to
fund its share of CSRS and FERS pension costs. In addition to providing
an annuity at retirement based on years of service and “high-3" average
pay, FERS also consists of Social Security and the government’s Thrift
Savings Plan (TSP). As such, USPS contributes the employer’s share of
Social Security taxes and the required contributions to its employees’ TSP
accounts.

Because USPS's pension, Social Security, and TSP contributions are in
part a function of employee wages as defined for these programs, changes
in total employee wages will have a corresponding effect on USPS's costs
for these items. USPS's retirement expenses were $5.9 billion in fiscal year
2009. As we have previously mentioned, most USPS employees are full

22GA(), U.8. Postal Service: Deteriorating Postal Fingnces Require Aggressive Actions to
Reduge Costs, GAO-09-332T (Washington, D.C.: Jan. 28, 2009).

“Employew ‘with prior U.S. government service who were hired between January 1, 1984,

and January 1, 1987, are covered by Dual CSRS. Less than 1 percent of USPS employees are
covered by this plan.
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time, can receive overtime pay, and receive pay increases and cost-of-
living adjustiments as set forth in collective bargaining agreements with
various unions. Other USPS employees, typically managers and

post , are comp ted under pay-for-performance programs.
USPS's ability to reduce the size of its workforce and the nuraber of
workhours, the strategies and options for which are described elsewhere
in this report, will affect the pension, Social Security, and TSP benefit
costs it incurs for most of its employees.

Furthermore, the methods and rates at which USPS funds pension benefit
costs are set forth in law. In 2002, OPM estimated that, under statutory
pension funding requirements applicable to USPS at the time, USPS was
on course to overfund its CSRS pension obligations.” Congress responded
by enacting the Postal Civil Service Retirement System Funding Reform
Act of 2003,” which changed the prior method of estimating and funding
the USPS CSRS pension obligations. The act required USPS to contribute
the employer’s share of “dynamic normal cost” to the CSRDF, plus an
amount to liquidate any underfunding, or “postal supplemental liability,”
both as determined by OPM.* In July 2003, OPM submitted to Congress its
plan enumerating the actuarial methods and assumptions by which OPM
would make its determinations. In 2004, OPM and the Board of Actuaries
for the CSRDF reconsidered OPM’s methodology at the request of USPS
and concluded that OPM’s methodology was in accordance with

®USPS contributed 7 percent of its CSRS employees’ basic pay to the CSRDF when the
Postal Reorganization Act was enacted in 1970. Subsequently, Congress periodically
enacted legislation that reqmred USPS to make additional CSRS com;nbnnons, pnmmly
for the effect of increases in pension liabilities lting from

and annuitant cost-of-living adjustments. See GAO, Review of the Oﬂwe of. Perscmmai
Management’s Analysis of the United States Postal Service's Punding of Civil Service
Retirement System Costs, GAD-03-448R (Washington, D.C.: Jan. 31, 2003), appendix II, for
a listing and description of key legislation affecting USPS's funding of CSRS costs.

®pyb. L. No. 108-18, 117 Stat. 624 (Apr. 23, 2003). See S. Rep. No. 108-35, at 2 (2003).

r’Posml supplemental liability is the estimated difference of the actuarial present value of

ions for USPS employees less the sum of several items, mcludmg the
present value of future it normal cost ions and loyee contributions to
the CSRDF; the portion of the CSRDF balance attributable to paymem‘s to the CSRDF; and
any other appropriate amount determined by OPM under generally accepted actuarial
practices and principles. The current requirement is codified, as amended, at 5 US.C. §
8348(h). In determining USP&'s CSRS contributions, Ci ired the use of “d
assumptions,” which are defined as economic assumptions that are used in determining
actuarial costs and Habilities of a retirement system and in anticipating the effects of long- -
term future investment yields; increases in rates of basic pay; and rates of price inflation,
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congressional intent. OPM also rejected an alternative methodology
offered by USPS.

In January 2010, the USPS OIG issued a report on funding the USPS’s
CSRS pension responsibility.” This report asserted that, despite the
changes brought about in the 2003 Act, the current method of allocating
the pension costs for post-1971 pay increases results in the inequitable
allocation of pension obligations to USPS. The USPS OIG proposed an
alternative allocation methodology that its actuaries estimated would, if
iraplemented, change the funded status of USPS’s CSRS pension
obligations from a current $10 billion underfunding to a $65 billion
overfunding. This alternative allocation methodology is the same
methodology that OPM rejected in 2004. Application of the USPS OIG’s
proposed methodology would result in a shift of pension funding costs
from USPS to the U.S. Treasury.

Other Benefits

Health and life insurance: Health insurance premiums for current
employees comprise a growing share of USPS expenses, rising from $2.2
billion (3.5 percent of total expenses) in fiscal year 2000 to $5.3 billion (7.4
percent) in fiscal year 2009. Collective bargaining agreerents require
USPS to pay a more generous share of employees’ health and life
insurance premiums than most other agencies, For example, USPS paid,
on average, 81 percent of health benefit premiums in fiscal year 2009
compared with 72 percent by other federal agencies. It also paid 100
percent of employee life insurance premiums, while other federal agencies
pay about 33 percent. One option would be to increase employee premium
payments for health and life insurance premiums. USPS’s share of the
health and life insurance premium payments could be reduced to levels
paid by most federal agencies, which would increase the employees’
annual premium payments and, according to USPS estimates, would have
saved about $615 million in fiscal year 2009,

Workers’ compensation: The 2003 President’s Commission recommended
making USPS's workers’ compensation program raore comparable to
programs in the private sector to control costs, still provide adequate
benefits, and address USPS's unfunded liability in this area. The
commission recommended that USPS be allowed to (1) transition -

*United States Postal Service, Office of Inspector General, The Postal Service’s Share of
GSRS Pension Responsibility, RARC-WP-10-001 (Arlington, Va.: Jan. 20, 2010).
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Postal Workforce Mix and
Work Rules

employees receiving workers’ compensation to its pension plan on the
basis of when the employee (if not injured) would be retirement eligible
and (2) limit benefits from the current 75 percent for employees with
dependents to two-thirds of the maximum weekly rate--the rate that
applies to employees without dependents.

Limitations on the workforce mix of full-fime and part-time postal
employees and workforce flexibility rules contained in contracts with
USPS's unions are key determinants of how postal work is organized and,
thus, of its cost. USPS officials told us that as mail volume declines, it
would be more efficient to have a much higher proportion of pari-time
workers than is currently allowed under the existing agreements. These
part-time employees would have flexible schedules and responsibilities
and lower pay than full-time career employees. A key issue is. how USPS
can obtain greater flexibility through the collective bargaining process so
that it can adjust its workforce more quickly to adapt to changing volume
and revenue. Some options for postal workforce mix and work rules
include the following:

Part-time workers: Increase the percentage of part-time employees, who
could work more flexible schedules, including less than an 8-hour shift.
Such flexibility could help match USPS's workforce to the changing
workload, which varies greatly depending on the day of the week and the
time of the year.

Job Flexibility: Increase the flexibility to use employees in different
assignments. Changes in the skill requirements of some jobs and the needs
of operations have made it more feasible and necessary for employees to
be trained in different tasks and work in different areas, depending on
daily needs. Under current collective bargaining agreements, USPS can
assign employees to “cross crafts” and perform different duties, but the
agr ts require to consider wage level, knowledge, and
experience before asking employees to perform duties outside of their
normal purview.

Options for Reducing
Operational and Network
Costs and Improving
Efficiency

Another area where USPS can reduce operational costs is by optimizing its
mail processing, retail, and delivery networks; eliminating growing excess
capacity and maintenance backlogs; and improving efficiency. Declines in
mail volume and continuing automation have increased costly excess
capacity that was a problem even when mail volume peaked in fiscal year
2006. USPS no longer needs—and can no longer afford—{o maintain all of
its retail and mail processing facilities. For example, USPS has reported
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that it has 50 percent excess plant capacity in its First-Class Mail
processing operations.

Although USPS has begun efforts to realign and consolidate some mail
processing, retail, and delivery operations, additional efforts are urgently
needed to overcome obstacles. USPS has faced formidable resistance to
facility closures and consolidations because of concerns about how these
actions might affect jobs, service, employees, and communities,
particularly in small towns or rural areas. According to some Members of
Congress and postmaster organizations, among others, post offices are
fundamental to the identity of small towns, providing them with an
economic and social anchor. Another issue is that inadeguate USPS
financial resources could impede efforts to optimize postal mail
processing, retail, and delivery networks by limiting available funding for
transition costs.

Reducing operational and network costs would require navigating
statutory requirements, regulations, procedures, and service standards,
including the following:

USPS is required by law to provide adequate, prompt, reliable, and
efficient services to all communities, including a maximum degree of
effective and regular services in rural areas, communities, and small towns
where post offices are not self-sustaining.® USPS is specifically prohibited
from closing small post offices “solely for operating at a deficit.”®
Statutory requirements also specify the process and criteria for post office
closings, including appellate review by PRC.® Also, USPS regulations
prescribe processes for closing, consolidating, and relocating post offices.

PAFEA requires USPS to develop and use procedures for providing public
notice and input before closing or consolidating any mail processing or
logistics facilities.”

Appropriations provisions restrict post office closures® and mandate 6-day
delivery.®

P39 U.S.C. § 101

30 U.S.C. § 101(b).

36 U.S.C. § 404().

3'Pub. L. No. 109435, § 302(c)(5).

Page 30 GAO-10-455 USPS Strategies and Options



75

Mail Processing Operations

Service standards drive operations at mail processing facilities. In this
regard, PAEA requires USPS to establish and maintain modern delivery
standards.™ USPS standards currently call for delivery of most local First-
Class Mail overnight and most long-distance First-Class Mail in 2 to 3 days.

A PRC hearing and advisory opinion are required when USPS submits a
proposal to make changes that would generally affect serviceona
nationwide.or substantially nationwide basis.®

In 2006, PAEA encouraged USPS to expeditiously move forward in its
streamlining efforts, recognizing that USPS has more processing facilities
than it needs.” USPS has begun efforts to consolidate some mail
processing operations, but much more needs to be done. Since 2005, USPS
has closed only 2 of its 270 processing and distribution centers. Over this
period, it also has closed some facilities, such as 68 Airport Mail Centers
and 12 Remote Encoding Centers.” Between fiscal years 2005 and 2009,
the Area Mail Processing (AMP) process has been used to implement 13
consolidations, saving a projected $31 million, but 39 under consideration
were canceled, according to a recent USPS OIG report.* This report also
noted that another 16 AMP consolidations have been approved, while 30
remained under consideration.

When determining whether to close a particular mail processing facility,
key factors include the role of the facility in providing secure and tireely
delivery in accordance with its service standards as well as the expected
cost reductions or productivity gains. Furthermore, we have reported that
the process for governing such decisions should be clearly defined and

®For example, see Consolidated Appropriations Act, 2010, Pub. L. No. 111117, div. G, title
V, 123 Stat. 3034, 3200 (Dec. 10, 2009), which provides “that none of the funds provided in
this Act shall be used to consolidate or close small rural and other small post offices in
fiscal year 2010.”

*For example, see Pub. L. No. 111-117, which provides that “6-day delivery and rural
delivery of mail shall continue at not less than the 1983 level.”

#Pub. L. No. 103-435, § 301
*39 U.8.C. § 3661.
*pub. L. No. 109-435, § 302.

FRemote Encoding Centers were ishedasa the
processing of mail with handwritten addresses that cou!d not be read by sorting equipment,

*United States Postal Service, Office of Inspector General, Audit Report - Status Report on
the Postal Service's Report Number EN-AR-10-001
(Arlington, Va.: Jan. 7, 2010).
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transparent, and include public notice and meaningful engagement with
affected communities, mailers, and employees. In 2005, we recommended
that USPS enhance transparency and strengthen accountability of
realignment efforts to assure stakeholders that such efforts would be
implemented fairly and achieve the desired resulis.® We have since
testified that USPS took steps to address these recommendations and
should be positioned for action.” Individual facility decisions are best
made in the context of a comprehensive, integrated approach for
optimizing the overall mail processing network. Key process issues in this
area include how to better inform Congress and the public about the
purpose and scope of USPS's optimization plans, address possible
resistance to consolidating operations and closing facilities, and ensure
that employees will be treated fairly.

Options in the mail processing area include the following:

Close magor mail processing focilities: The Postinaster General and other
stakeholders have recently said that USPS could close many major mail
processing facilities while maintaining current standards for timely
delivery. Some stakeholders have esti d that roughly over one-half of
these facilities are not needed.

Relox delivery standards to facilitate closures and consolidations: USPS
officials and experts have also noted that additional major processing
facilities could be closed if delivery standards were relaxed. For example,
one senior USPS official estimated that about 70 processing facilities could
be eliminated if local First-Class Mail were to be delivered in 2 days
instead of overnight.

Introduce a discount for destination-entry of First-Class Mail:* Some
mailers favor having USPS introduce a discount for entering First-Class

#GAO, U.S. Postal Service: The Service’s Strategy for Realigning Its Mail Processing
Infrastructure Lacks Clarity, Oriteria, and Accountability, GAO-05-261 (Washington,
D.C.: Apr. 8, 2005).

“GAO, U.S. Postal Service: USPS Has Taken Steps to Strength R
! chity and bmprove G ;

Ph and A GAO-08-1022T (Washington,
D.C.: July 24, 2008).

“PAEA defined “worksharing discounts” as reductions in postal rates that are provided to
mailers for the presorting, prebarcoding, handling, or transportation of mail, Worksharing
discounts are generally based on the costs that USPS is estimated to avoid as a result of
mailer worksharing activities.
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Retail Operations

Mail at facilities that are generally closer to the mail's final destination. For
mail sent to distant recipients, such destination entry would be expected
to bypass some mail processing facilities and some USPS transportation.
However, USPS officials {old us that they did not believe that USPS could
capture the potential cost savings from creating such a discount, because
of existing excess capacity. If such a discount were to be applied to mail
that is already locally entered—which comprises much First-Class Mail
volume—that could reduce revenues with little corresponding cost
savings.

USPS’s retail network has remained largely static, despite expanded use of
retail alternatives and population shifts. USPS continues to provide service
at about 36,500 post offices, branches, and stations and has not
significantly downsized its retail operations in recent years. Furthermore,
USPS has a maintenance backlog for its retail facilities.” USPS officials
stated that maintenance has historically been underfunded, causing it to
focus on “emergency” repairs at the expense of routine maintenance.
USPS has limited its capital expenditures to help conserve cash, an action
that may affect its ability to make progress on its maintenance backlog.

USPS recognizes the need to adjust its retail network to provide optimal
service at the lowest possible cost and has expanded its use of alternatives
to traditional post offices. In 2009, customers could also access postal
services at more than 63,000 physical locations, such as purchasing staraps
at drug stores and supermarkets., By fiscal year 2009, nearly 30 percent of
retail transactions were conducted in locations other than USPS retail
facilities. In addition, self-service options, such as Automated Postal
Centers, are located in postal retail facilities. Opportunities to consolidate
retail facilities are particularly evident in urban and suburban areas, where
USPS retail locations are close to one another, customers have more
options, and facilities are expensive to operate and maintain.

Some of the key issues in the retail area include whether USPS should
retain its current retail network and find sources of revenue to support it
other than through the sale of postal products, or whether it should
eliminate unnecessary facilities, modernize its retail services, and partner
with the private sector to provide services in other locations, such as
shopping malls. Another issue is whether USPS should provide other

“GAO, U.S. Postal Service Facilities: Improvements in Data Would Strengthen
Muaintenance and Alignment of Access to Retail Service, GAO-08-41 (Washington, D.C.
Dec. 10, 2007).
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governmental services in postal facilities and, if so, whether it would
receive reimbursement.

Options in the retail area include the following:

Optimize USPS’s retail facility network by expanding retail access and
closing unneeded facilities: In March 2010, USPS stated that it plans to
expand customer access while reducing costs through new partnerships
with retailers and other options, such as self-service kiosks. USPS
explained that post offices are often less convenient for customers in
terms of hours and accessibility, and cost two to three times more than
alternatives. USPS also noted that it has more retail locations than
McDonalds, Starbucks, Walgreens, and Walmart combined, but the
average post office provides service to about 600 customers weekly——or
about 1/10th in comparison to Walgreens. Additional postal retail locations
could be located within drug stores, grocery stores, and other retail chain
stores, such as those in shopping centers and local malls. These retail
stores are often open 7 days a week, for longer hours than postal retail
facilities. According to USPS officials, stores that could provide access to
postal retail services pay their employees less than postal retail clerks who
currently earn an average of over $40 per hour in compensation and
benefits. USPS stated that it would reduce redundant retail facilities as
customers continue to shift to alternatives, but noted that proposals to
close facilities have led to protests and resistance. USPS called for
Congress to eliminate the statutory prohibition on closing small post
offices solely for operating at a loss,” and stated that changes would be
needed to the regulatory review process for closing post offices. USPS also
called for reduced constraints on the decision-making process for
providing access to postal services. If USPS is not able to strearmline its
retail operations, it may need to make major reductions in the hours that
post offices and retail facilities are open for window service.

Leverage the USPS retail network: USPS could maintain current retail
facilities and leverage this network by providing other nonpostal goods or
services. Such activities might be performed by USPS or private-sector
partners and other government agencies. For example, these partners and
agencies could lease unused space in USPS facilities. Stakeholders
suggested many options for diversifying into nonpostal retail areas, which
could include selling nonpostal products at postal retail facilities and
providing services for other federal, state, or local government agencies.

39 U.8.C. § 101(b).
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Delivery Operations

While this option may increase the use of USPS’s retail network, it may
raise costs if facility modifications are needed, such as measures to
maintain mail security at a facility where other business partners are
colocated. Also, some competitors may raise concerns about USPS’s legal
advantages. For example, according to a 2007 report to Congress by FTC,*
USPS is exempt from state and local taxes and fees and some other state
and local statutes and regulations.

USPS has opportunities to reduce delivery costs, which is its most costly
operation. More than 320,000 carriers account for close to one-haif of
USPS salary and benefit expenses. Because USPS delivers 6 days per week
to most of its 1560 million addresses, regardless of mail volume, it is
difficult to reduce delivery costs commensurate with declining mail
volume. In fiscal year 2000, carriers delivered an average of about 5 pieces
of mail per day to every address, which fell to about 4 pieces in fiscal year
2009—a decline of 22 percent. This trend is continuing as mail volume
declines and the delivery network continues to expand. Over 800,000
delivery points were added in fiscal year 2009—increasing costs by over
$190 million, according to an USPS estimate.

In addition to the number of delivery points, the efficiency and cost of
delivery operations depend on a variety of other factors, including the type
of carrier route or the location of the receptacle where mail is delivered.
For example, most customers (about 87 percent)® receive their mail via
one of the three different types of carrier routes identified in table 7. These
routes are served by carriers under different compensation systeras, which
largely account for the differences in their costs.

Table 7: Cost and Percentage of Delivery Routes, by Type, Fiscal Year 2008

Average annual national

Type of carrier route cost per address  Percentage of routes

City delivery $198 64%

Rural delivery 156 32

Contract defivery 108 3
Source: USPS.

Note: Percentages do not add to 100 percent due to rounding.

“Federal Trade Commission, AccountmgforLaws that Apply Dvﬁerently to the United
States Postal Service and its Private Ct (W D.C: D ber 2007).

13 percent of add (about 20 million of the total 150 million delivery
pomts) are to Post Office boxes. Most of these deliveries are served by clerks, not carriers.
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Cost differences also exist related to the location of the mail receptacle
(see table 8). .

Table 8: Cost and ¥ ge of Carrier Deliveries, by Mode, Fiscal Year 2009
A ge annual F of carrier
Mode of delivery cost per address deliveries
Doot* $353 28%
Curbline 224 41
Centralized® 161 16
Collection/Cluster box units® 158 13
Bource: USPS.

Note: Percentages do not add to 100 percent due to rounding.

*These deliveries are primarily door deliveries and also include “other” deliveries that are not covered
by other categories,

*Centralized defivery Is defined as defivary and collsction services to a number of businesses or
residences from a centrally located delivery point or place, such as a group of mailboxes at an
apartment building.

“This category includes cluster box units (which are centralized units of individually locked
compariments for the delivery of mail) and Neighborhood Dalivery Collection Box Units (which are
centralized units of more than sight individually locked compartments that receive mail).

We have reported on USPS’s ongoing efforts to increase the efficiency of
mail delivery.® USPS has begun to install 100 machines for its $1.5 billion
Flats Sequencing System to sort flat-sized mail into delivery order. USPS
expects this to eliminate costly 1 sorting, thereby imaproving
delivery efficiency, accuracy, consistency, and timeliness. USPS is also
realigning city carrier routes to remove excess capacity, which is expected
1o generate more than $1 billion in annual savings. This effort is expected
to result in reduced facility space needs, increased employee satisfaction,
and more consistent delivery service. Route realignment has been made
possible by collaboration between USPS and the National Association of
Letter Carriers and is continuing this fiscal year. In addition, USPS may
have additional opportunities to further increase delivery route efficiency,
such as by promoting the use of more efficient delivery modes for new
delivery points.

Options in the delivery area include the following:

“GAO, U.S. Postal Service: Mail Delivery Efficiency Has Fmproved, but Additional
Actions Needed to Achieve Further Gains, GAO-09-696 (Washington, D.C.: July 15, 2009).
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-

Decrease delivery frequency from 6 days a week to 5 days a week: USPS
favors eliminating Saturday delivery to provide substantial financial
savings.” According to USPS studies, its savings would be primarily
achieved by eliminating work performed by city and rural letter carriers.
Additional savings would be realized from reducing the use of delivery
vehicles as well as reducing the scope of mail processing activities that
support Saturday delivery. However, concerns have been raised about the
impact on customers, who may need to wait longer to receive time-
sensitive mail or go to USPS retail facilities to pick up mail; senders, who
may have to change when they send mail; and USPS, which may lose the
competitive advantage of delivering on Saturdays. According to USPS,
eliminating Saturday delivery is estimated to result in annual savings of
about $3 billion. PRC reported in 2009 that eliminating Saturday delivery
would result in estimated annual savings of about $2.2 billion, on the basis
of somewhat different assumptions regarding the likely effects on mail
voluree and costs. For this option to be implemented, Congress would
need to exclude statutory restrictions that raandate 6-day delivery from
USPS annual appropriations. USPS filed a request on March 30, 2010, fora
PRC advisory opinion on its proposal to eliminate Saturday delivery,
which would lead to a public proceeding that would include input by
interested parties.

Allow USPS to determine delivery frequency on the basts of local mail
volume: A related option would be to change delivery frequency to match
mail volumes to demand, which could change by season as well as by local
area. For example, USPS could have less frequent delivery in low-volume
summer months than the high-volume holiday season. Some residents
already do not receive 6-day delivery, particularly those located in remote
or seasonal vacation areas. A consequence of this option could be more
frequent delivery to areas with higher mail volume, which could be in
higher-income areas, which tend to receive much more mail. However,
low-incore residents and others, such as the elderly and disabled, may
rely more on mail delivery. This option may also be criticized as
inconsistent with current statutory requirements. USPS is required by law
to provide prompt, reliable, and efficient services to patrons in all areas.”
1t is also required by law to provide a maximum degree of effective and

“"ISPS officials indicated that USPS would continue providing window retail service and
delivery to Post Office boxes on Saturday as well as remittance mail service for business
mailers.

“39 U.S.C. § 101(a).
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Streamline Field Structure

regular postal services to rural areas, communities, and small towns where
post offices are not self-sustaining.”

Expand the use of more cost-efficient modes of delivery for new
addresses, including cluster boxes and curbline delivery: USPS has
recently estimated that this option could annually save around $2.5 billion
by moving certain door deliveries to centralized deliveries. However, USPS
officials told us that they and some mailers are concerned that this option
would lead to residents picking up their mail less frequently, which could
delay remittances and lower the value of advertising mail. It also would
affect access to mail, particularly for customers who currently have
mailboxes attached to their hores.

Further streamlining of USPS’s field structure could help reduce facility
and personnel costs. USPS has the authority to review the need for field
administrative offices and streamline its field structure. For example, in
fiscal year 2009, it closed 1 of its 9 area offices and 6 of its 80 district
offices.

Options to Generate
Revenues

USPS has many opportunities to generate additional net revenue,
particularly from postal products and services; however, as it has noted,
results from actions to generate revenue other than rate increases are
likely to be limited compared with its expected losses. Aside from rate
increases, USPS projects that it can increase profits by $2 billion by fiscal
year 2020 through product and service initiatives. For example, according
to USPS, it will work to increase direct mail use among small and medium-
sized businesses and increase volumes in both First-Class Mail and
advertising mail through targeted promotions. USPS aiso will continue to
leverage its “last-mile” network to transport and deliver packages to their
final destinations and work to grow other retail services, such as passport
services provided by USPS and Post Office box rentals.

Key challenges in the area of revenue generation include the following:

The shori-term results will likely be limited by the economic climate as
well as the ongoing diversion to electronic alternatives.

930 U.8.C. § 101(b).
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Rate Increases for Market-
Dominant and Competitive
Products

The potential for some actions will be limnited because they will apply to
mail or services that generate only a small fraction of revenues.

USPS projects that its revenue will stagnate in the next decade despite
further rate increases. Its revenue peaked at $75 billion in fiscal year 2007
but is projected to decline to $66 billion in fiscal year 2010, and to reach
$69 billion in fiscal year 2020-—growth that is below expected inflation.

Rate increases for market-dominant products, such as First-Class Mail and
Standard Mail, would address pressing needs for revenue and could be
used to better align rates and discounts with the costs, profitability, and
price-sensitivity of mail. In the coming decade, rate increases for market-
dominant products up to the price cap could raise significant revenues
since these products currently generate 88 percent of revenue, while
competitive products comprise nearly all other revenue.

Some key issues include the following:

At what point are rate increases self-defeating, potentially triggering large,
permanent declines in mail volume?

How does USPS balance increasing rates to generate revenues with the
impact on mailers and the long-term effects on volume, revenues, and the
broader mailing industry?

Would an “exigent” increase in postal rates over the price cap be justified,
considering that it is limited by law to extraordinary or exceptional
circumstances?

Some options include the following:

“Exigent” rate increases over the price cap: USPS projects that its annual
losses will increase greatly, even if rates for market-dominant products
increase by the maximum allowed under the price cap. To improve its
financial viability, USPS announced in March 2010 that it would seek “a
moderate exigent price increase” for its market-dominant products that
would be effective in 2011. An exigent rate increase over the price cap may
produce a large short-term revenue boost. However, a very large rate
increase could be self-defeating by increasing incentives for mailers to
accelerate diversion to electronic alternatives, thereby lowering revenues
in the long run and adding to USPS excess capacity. In 2009, USPS cited
the potential impact on mail volurae and the mailing industry when it ruled
out an exigent rate increase for 2010—-a year when the inflation-based
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Volume-Based Incentives for
Specific Types of Market-
Dominant Mail

price cap was zero—and announced that rates would not change for
market-dominant products.

Rate increases for petitive products: USPS 1ly increased rates in
2008, 2009, and 2010 for competitive products, including Priority Mail and
Express Mail. Major USPS competitors, such as United Parcel Service
(UPS) and FedEx, also have a history of annual rate increases.

USPS plans to pursue more volume-based rate incentives to stimulate
additional mail use and take advantage of its excess capacity. For
exaraple, USPS reported that volume-based incentives can stimulate more
advertising mail sent for sales, customer acquisition, and customer
retention purposes, which should lead to greater mail use in the future.
The additional mail volume can take advantage of USPS’s large excess
operational capacity. However, results to date suggest that such incentives
can increase net income, but they appear to have limited potential
compared with USPS losses. For example, a 2009 “summer sale” for
Standard Mail that offered lower rates for volumes over mailer-specific
thresholds reportedly had little effect on USPS’s overall financial results
for the fiscal year. USPS has estimated that about 38 percent of the volume
qualifying for reduced “summer sale” rates would have been sent in the
absence of the incentive, which reduced the profitability of this initiative.
USPS plans to implement a similar initiative for summer 2010.

Some mailers have said that USPS should enter into more negotiated
service agreements (NSA) with individual business mailers of market-
dominant products. NSAs generally specify mutual agreements between
USPS and mailers involving the preparation, presentation, acceptance,
processing, transportation, and delivery of mailings under particular rate,
classification, and service conditions, and restrictions that go beyond
those required of other mailers. USPS did not generate net income from its
seven NSAs in fiscal years 2007 through 2009 combined. These NSAs
generally offered mailers lower rates for volumes that exceeded
thresholds and had provisions to reduce some USPS costs, such as not
returning undeliverable advertising mail and using electronic
communications to provide this information to mailers. In comparison,
USPS has negotiated about 100 contracts with business mailers of
competitive products. Like NSAs for market-dominant products, contracts
for competitive products are generally volume-based. These contracts also
have provisions intended to lower USPS's mail-handling costs. PRC has
reported that the contracts it approved in fiscal years 2008 and 2009 are
expected to improve USPS’s net revenue.
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Develop New Postal Products
and Product Enhancements

Increase Focus on Volume
Growth in the Growing but
Competitive Parce! Delivery
Market

In December 2009, USPS officials told us that after PAEA was enacted,
USPS preferred to pursue the volume-based incentive programs for
market-dominant products that we have previously described, instead of
pursuing NSAs. In theory, NSAs can increase net income by incentives
tailored to each mailer's business needs, mailing practices, and
opportunities to reduce USPS costs, In practice, it may be costly and time-
consuming to negotiate NSAs and have them reviewed by PRC. The
potential profitability of NSAs has been scrutinized in the past and is listed
in PAEA as a factor for PRC to consider, along with (1) issues of fair
competition, such as the availability of NSAs to similarly situated mailers,
and (2) whether NSAs would cause unreasonable harm to the :
marketplace. These issues relate to the broader issue of whether USPS
should have additional pricing flexibility and less PRC review of rates for
its market-dominant products. USPS has suggested that regulatory and
legal restrictions in this area need to be removed to provide greater
flexibility, explaining that NSAs provide mailers with the opportunity to
increase volume at a reasonable price.

During 2009, USPS considered options for developing new postal products
and product enhancements, such as (1) “hybrid” mail that could be created
online and printed and sent close to its final destination, which might
involve USPS partnerships with private companies, and (2) new, low-cost
ways for handling consumer electronics and other items that are being
returned for recycling or disposal. As an example of recent product
enhancements, USPS introduced new flat-rate boxes for Priority Mail,
which it reports has met customer needs and generated volume growth.
Consistent with USPS’s stated strategy of providing greater value to its
customers, some stakeholders told us that USPS should better understand
and meet the needs and revenue growth opportunities of diverse mailers,
in part through greater customer focus and improving the value of mail.

Competitive products are a promising growth opportunity for USPS,
especially packages mailed by busi to ¢« USPS forecasts
that the volume of competitive products will increase 40 percent over the
next decade. However, this volume growth is expected to have limited
impact on losses, in part because competitive products generate only 12
percent of revenues. USPS is working to increase revenues from
competitive products by increasing its market share in the growing
package delivery market as well as by delivering more packages of
competitors, such as “last-mile” delivery of packages that UPS or FedEx
transport close to the destination and provide to USPS for final delivery. A
key issue is what the net return would be if USPS pursues a growth

Page 41 GAO-10-4556 USPS Strategies and Options



86

Simplify Complex Rules for -
Mail Preparation and Entry

New Nonpostal Products and
Services

strategy requiring costly additional investment to upgrade its automation
and tracking capabilities in an area with formidable competitors.

USPS may have opportunities to increase volume by reducing mailers’
costs to prepare and enter mail as well as allowing more creative mail use
for advertising and communications. However, this option could also risk
additional costs to handle mail and provide assurance that discounted mail
meets the necessary requirements. Some mailer groups and mailers have
criticized USPS requirements that they consider to be impediments to
volume and revenue growth. These stakeholders said that these
requirements are costly for mailers but only yield marginal benefits for
USPS, delay delivery, limit the effectiveness of mail, or are enforced in an
overly stringent manner. USPS counters that (1) these requirements are
needed to limit its handling costs and ensure that discounted mail meets
the necessary requirerments and (2) there are limited opportunities for it to
increase revenues by simplifying its requirements. Some parties have said
that USPS should strike a balance between requirements necessary for its
operations and the need to provide mailers with flexible, low-cost methods
to prepare and submit mail. USPS and mailers have long engaged in
collaborative efforts to help define appropriate requirements. Redoubling
efforts in this area could produce important benefits for USPS and the
mailing industry.

In 2009, USPS asked Congress to change the law so that it can diversify
into nonpostal areas to find new opportunities for revenue growth, and
some stakeholders have also supported diversification. USPS and
stakeholders we collected information from offered many options for
diversification into nonpostal areas, either on its own or in partnership
with other private firms or government agencies. New nonpostal products
and services that were identified include providing banking, financial, and
insurance services; selling nonpostal products at its retail facilities;
providing services for other federal, state, or local government agencies;
carriers delivering nonpostal items or providing contract services (such as
meter reading); advertising at USPS facilities; and providing electronic
commerce. Diversification could involve entering new areas or earning
revenues from business partners who sell nonpostal products at USPS
retail facilities.

‘Whether USPS should be allowed to engage in nonpostal activities should
be carefully considered, including its poor past performance in this area,
as should the risks and fair competition issues. We have previously
reported the following:
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.

USPS lost nearly $85 million in fiscal years 1995, 1996, and 1997 on 19 new
products, including electronic commerce services, electronic money
transfers, and a remittance processing business, among others.”

In 2001, we reported that none of USPS's electronic commerce initiatives
were profitable, and that USPS’s management of these initiatives—such as
an electronic bill payment service that was eventually discontinued-was
fragmented, with inconsistent iraplementation and incomplete financial
information.”

In enacting PAEA, Congress restricted USPS from engaging in new
nonpostal activities. PAEA also required PRC to review USPS's existing
nonpostal services to determine whether they should be continued or
terminated. PRC recently found the intent of this requirement was to
concentrate USPS'’s focus on its core responsibilities and away from
nonpostal services that are not justified by a public need that cannot be
met by the private sector. Allowing USPS to diversify into nonpostal
activities would raise a number of issues, including whether it should
engage in nonpostal areas where there are private-sector providers and, if
so, under what termas. Other issues relate to concerns about unfair
competition; whether USPS’s mission and role as a government entity with
a monopoly should be changed; as well as questions regarding how it
would finance its nonpostal activities, what {ransparency and
accountability provisions would apply; whether USPS would be subject to
the same regulatory entities and regulations as its competitors; and
whether any losses might be borne by postal ratepayers or the taxpayer.

USPS reported in March 2010 that even if it could enter nonpostal areas,
such as banking or selling consumer goods, its opportunities would be
limited by its high operating costs and the relatively light customer traffic
of post offices compared with commercial retailers. USPS also stated that
the possibility of building a sizable presence in logistics, banking,
integrated marketing, and document management is currently not viable
because of its net losses, high wage and benefit costs, and limited access
to cash to support necessary investment. USPS concluded in its Action

®GAO, U.S. Postal Service: Development and Inventory of New Products, GAO/GGD-99-15
(Washington, D.C.: Nov. 24, 1998).

'GAQ, U.S. Postal Service: Update on E-Comm Activities anud Privacy Pr
GAO-02-79 (Washington, D.C.: Dec. 21, 2001). Also see GAD, U.S. Postal Service: Postal
Activities and Laws Related to Electronic Commerce, GAO/GGD-00-188 (Washington,
D.C.: Sept. 7, 2000).
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Plan that building a sizable business in any of these areas would require
“time, resources, new capabilities (often with the support of acquisitions
or partnerships) and profound alterations to the postal business model.”

Options to Reform USPS's
Statutory and Regulatory
Framework

USPS’s Mission

Addressing challenges to USPS’s current business model may require
restructuring its statutory and regulatory framework to reflect business
and consumers changing use of the mail. While we do not address whether
USPS’s ownership structure should be modified in this report, many other
statutory and regulatory considerations that should help to address the
changing use of mail have been discussed and relate to the following
elements of USPS’s business model:

Mission: What is an appropriate universal service obligation in light of
fundamental changes in the use of mail?

Role: Should USPS be solely responsible for providing universal postal
service, or should that responsibility be shared with the private sector?

Monopoly: Does USPS need 2 monopoly over delivery of certain types of
letter mail and access to mail boxes to finance—in part or wholly—
universal postal service?

Governance and regulation: What is an appropriate balance between
managerial flexibility and the oversight and accountability provided by the
current governance and the regulatory structure?

USPS's statutory mission is to provide postal services to “bind the nation
together through the personal, educational, literary, and business
correspondence of the people.”™ It is reguired by law to provide prompt,
reliable, and efficient services to patrons in all areas and postal services to
all communities. These and related requirements are commonly referred to
as the universal service obligation, PRC has reported that universal postal
service has seven principal attributes (see table 9).

39 U.8.C. § 101(a).
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Table 9: Attributes of the Universal Postal Service Obligation

Attribute Description

Geographic scope USPS is required to provide universal postal service throughout the nation and to and from foreign
countries, subject to reasonable economic and efficiency limitations.

Range of products The range of postal prod included in the uni service obligation can change to meet the

public’s changing needs.

Access to universal services

Access takes into account not only the time and distance needed to get to a location where postal
services are available, but also the time spent waiting to obtain services. “Essential postal
services” include postal products, mail acceptance points such as collection boxes, access to letter
carriers who accept mail for posting, and easily accessible information, Although USPS has -
discretion to determine the nature and location of postal facilities, these determinations are subject
to statutory limitations, such as those related 1o closing post offices.

Delivery of universal services

Since fiscal year 1984, annual approp { has that 6-day delivery continue
at not less than the 1983 level." However' USPS has discretion over the method used to deliver
mail, such as to mailboxes attached to houses, curbside mailboxes, and cluster boxes.

Prices/Affordabifity

Requirements include reduced rate or no charge for some mail; uniform rate for at least one class
of mail (currently First-Class Mail); and PAEA pricing constraints that include a price cap for
market-dominant products.

Quality of service

USPS is required to provide quality postal service, and service changes that are nationwide or
substantially nationwide in scope are subject to public comment and a PRC advisory opinion and
must meet service quality standards.

¥ persons may file complaints with PRC for USPS's failure to meet certain statutory
provisions, such as ratemaking requirements. If PRC finds a complaint to be justified, PRC is
required to order USPS to take the appropriate action to come into compliance.

Sourve: Postal Reguiatory Commission, Report on Universal Postal Service and the Postal Monopoly (Washington, D.C.: Dec. 10,
2008).

*Consolidated Appropriations Act, 2010, Pub. L. No. 111117, div. C, it. V, 123 Stat. 3034, 3200
{Dec. 16, 2009).

Key questions regarding universal postal service include the following:

» How much postal service does the nation need and how should it be
funded?

« Should the costs of providing universal service be bore by postal
ratepayers, or should taxpayers subsidize some unprofitable aspects of
universal service that benefit the nation?

o If USPS cannot be financially viable without reducing universal postal
service, what changes would be needed?

» Who should determine whether changes should be made to universal
service (e.g., Congress, USPS, or PRC)?
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In addition, issues have been raised about whether all postal products
should be required to cover their costs, even if they provide social
benefits, or receive a subsidy through appropriations. Historically, some
types of mail were designed to channel broad public goals, such as
furthering the dissemination of information, the distribution of
merchandise, and the advancement of nonprofit organizations. For
example, Periodicals (mainly, mailed magazines and newspapers) have
historically been given favorable rates, consistent with the view that they
help bind the nation together, but this class has not covered its costs for
the past 13 fiscal years. Losses from Periodicals increased from $74 million
in fiscal year 1997 to $438 million in fiscal year 2008 and to $642 million in
fiscal year 2009. These escalating losses have provoked growing concern
and controversy. Postal stakeholders are currently debating what
corrective actions, if any, are warranted, and their possible impact on
Periodicals.

Other money-losing types of mail with social benefits include the
following:

Single-piece Parcel Post was introduced in 1913 to provide affordable
parcel delivery; this opened up the mail order merchandise market,
especially in rural areas.

Media Mail, or “book rate,” as it was formerly known, was initially
designed in 1938 to provide lower rates for mailed books and encourage
the mailing of educational materials.

Library Mail was introduced in 1928 as a preferential rate for books sent
by or to libraries and was later expanded to schools, colleges, and
universities in 1953,

According to a Congressional Research Service report, when Congress put
USPS on a self-sustaining basis in 1971, it continued to subsidize the
mailing costs of such groups as the blind, nonprofit organizations, local
newspapers, and publishers of educational material, by providing an
appropriation to cover the revenues that were given up, or “forgone,” in
charging below-cost rates to these groups.® Appropriations for these
subsidies mounted as postage rates and the nursber of nonprofits grew,
approaching $1 billion annually in the mid-1980s. Successive

®Congressional Research Service, The Postal Revenue Forgone Appropriation: Overview
and Current Issues, RS21025 (Washington, D.C.: updated Sept. 21, 2006).
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administrations sought to cut these costs by reducing eligibility and having
other mailers bear more of the burden. Questions continue about how
these money-losing types of mail should be funded.

All money-losing market-dominant products lost $1.7 billion collectively in
fiscal year 2009, up from $1.1 billion in fiscal year 2008 (see table 10). In
addition to the $642 million lost from Periodicals in fiscal year 2009, the
largest money-losing product was Standard Mail Flats ($616 million).*
Losses from Standard Mail Flats have nearly tripled over the past fiscal
year. In its Annual Compliance Determination report for fiscal year 2009,
PRC discussed actions that could be taken to deal with these and other
money-losing products. Some of the losses from Standard Mail are due to
unprofitable mail sent by nonprofit organizations. By law, rates for
nonprofit Standard Mail are 60 percent of the rates for the most closely
corresponding type of for-profit Standard Mail.*® However, nonprofit rates
benefit charitable and religious organizations, and Congress has long
required preferential rates for nonprofit mail.

Table 10: USPS Money-Losing Market-Dominant Products, Fiscal Years 2008 and
2009

Dollars in millions

Net income {loss)
Fiscal year Fiscal year
2008 2

Market-dominant product 008 Change
Poriodicals ${438) $(642)  $(204)
Standard Mail Flats® {218) {616)  (398)
Mail ("not flat i ™ and {165) {205} {38)
parcels)
Inbound single-piece First-Class Mait {102) {105) 3)
Media and Library Mail (58) (74) (16)
Single-piece Parcsl Post . {64) {61) 3
Other @n 23) 14

Total $(1,082) $(1,726)  .$(644)
Sources: USPS and PRC. ; o
Note: All data are rounded to the nearest million, including totals and changes between fiscal years.

*The Standard Mail Flats product includes some, but not all, flat-sized Standard Mail. This
product does not include saturation advertising mail.

39 U.S.C. § 3626(2)(6).
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USPS'’s Role

*Standard Mail Flats includes some, but not all, flat-sized Standard Mail. For example, saturation
advertising mail is not part of the Standard Mail Flats product.

o

Mail “not flat i " include items that cannot be sorted by USPS automation
equipment, such as CD jewel cases and other rigid items.
“Other inciudes ancillary services for i i mail, Regi Maii, and ped Cards (losses

in both fiscal years) as well as Bound Printed Matter, inbound surface Parcel Post at Universal Postal
Union rates, Confirm Service, and address fist services (losses in fiscal year 2009 only}.

If Congress were to decide that all market-dominant products should
cover their costs, it could also revisit other legal requirements that
constrain USPS’s pricing flexibility for these products. First, the price cap
requirement may need to be revisited to enable some types of mail to be
increased over the cap without resorting to the exigent rate increase
process. For example, the average rate increase for the Periodicals class is
limited to inflation under the price cap. Similarly, single-piece Parcel Post,
Media Mail, and Library Mail are a significant part of the Package Services
class that is also covered by the price cap. In addition, USPS could
continue to gradually implement a rate structure for Periodicals that is
based more on costs, which could involve rate increases for mail that is
more costly to handle (e.g., mail provided to USPS in sacks, rather than on
pallets). However, such a rate structure could disproportionately affect
some small-circulation magazines.

Issues regarding which entity should consider and decide on changes to
universal service-—including Congress, PRC, or USPS—have long been
debated. Because many aspects of universal service are required by law,
Congress would have to make any changes in these areas. For example,
Congress would have to redefine certain aspects of universal postal
service that are required under current law, such as 6-day delivery, revised
statutory preferences for nonprofit mail, and restrictions on closing small
post offices. For some aspects of universal service, such as related pricing
issues, PRC has the authority to act by establishing regulations that govern
postal pricing and overseeing USPS compliance with legal requirements.
USPS has flexibility to act on some other aspects, such as establishing and
maintaining service standards for timely mail delivery.

Another issue is whether postal services are an inherently governmental
function, and whether USPS should be the only entity responsible for
universal postal service. The federal government’s responsibility for postal
services is detailed in Title 39 of the United States Code. A possible
rationale for sharing this responsibility would be to allow private
companies to provide postal services, with the idea that competition could
give some customers more choices that better meet their needs, through
lower cost products and expanded services. A related consideration is that
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USPS Monopoly

some aspects of postal service, particularly mail delivery, are considered
to have economies of scale, meaning that, in theory, one provider might
fulfill this function more economically than multiple providers. In practice,
multiple providers—including USPS and numerous companies—already
deliver mail (e.g.,, contractors who provide long-distance mail
transportation and deliver mail to households located along sparsely
populated highway routes).

Another question is whether USPS should continue to fulfill other roles, or
whether these roles should be discharged by other agencies. For example
whether USPS or some other law enforcement body should enforce postal
laws was considered in the postal reform debate—specifically, whether
the Postal Inspection Service that enforces mail fraud and other statutes
should be transferred to another federal law enforcement agency. Another
example is USPS’s involvement in responding to national disasters,
including hurricanes and terrorist attacks. In this regard, a recent
executive order stated that USPS has the capacity for rapid residential
delivery of medical countermeasures across all U.S. communities, and that
the federal government will use USPS to iraplement national medical
countermeasures in the event of a large-scale biological attack.”

USPS has two types of monopolies to (1) deliver certain letter mail and
(2) have exclusive access to mailboxes.

The Mail Monopoly

USPS has a monopoly over the delivery of certain letter mail to help
ensure that it has sufficient revenues to carry out public service mandates,
including universal service.” USPS has promulgated regulations to identify
exceptions to the postal monopoly.® Some key exceptions include
“extremely urgent” letters (generally, next-day delivery) and cutbound
international letters. Most mail volume is covered by this monopoly,

SExec. Order No. 13527, B: ishing Federal Capability for the Timely Provision of
Medical Counter Following a Biological Attack, 75 Fed. Reg. 737 (Dec. 30, 2009).

“The basic restrictions on private delivery of letter mail are in seven sections of the federal
criminal statutes (18 U.S.C. §§ 1693-1699) as well as additional provisions dealing with
private delivery of letters (39 U.S.C. §§ 601-606). These laws generally prohibit anyone from
establishing, operating, or using a private company to carry letters for compensation on
regular trips or at stated periods over postal routes or between places where U.S. mail
regularly is carried. Violators are subject to fines or, in some cases, imprisonment.

See, for example, 39 C.F.R. § 320.6.
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Tated

T 1 as market-domi mail, and subject to the price cap. Over the
years, Congress has reevaluated the need for the mail monopoly,
broadening and reducing it at various times, including in PAEA.®

For over 200 years, USPS and its predecessor, the former U.S. Post Office
Department, operated with a statutory mail monopoly, which restricted
the private delivery of most letters. Congress created the mail monopoly as
a revenue protection measure to help enable the former Post Office
Department to fulfill its mission. A rationale for the mail monopoly is to
prevent private competitors from engaging in an activity known as cream-
skimming, that is, offering service on low-cost routes at prices below those
of USPS, while leaving USPS with high-cost routes. Furthermore, allowing
private companies to compete for mail now covered by the monopoly
could lead to additional declines in mail volume and revenue, thereby
increasing excess capacity and reducing USPS’s net income.

According to PRC, the most frequent argument against the mail monopoly
is that, assuming a legal framework continues to exist to protect public
interest and the provision of universal service, competitive markets might
produce more efficient, innovative, flexible, and fairer services to buyers
and producers. Narrowing or eliminating the monopoly could increase
consumer choice and provide incentives for USPS to become more
effective and efficient. Critics of the monopoly also cite the experience of
foreign countries that have narrowed, eliminated, or are phasing out their
monopolies.

The Mailbox Monopoly

This restriction prohibits anyone from knowingly and willingly placing
mailable matter without postage into any mailbox.® As we have reported,
the purposes of the restriction, which dates back to 1934, were twofold-—
to stop the loss of postal revenue resulting largely from private
messengers delivering customer bills to mailboxes without paying postage
and to decrease the quantity of extraneous matter being placed in
mailboxes.” PAEA did not change the mailbox monopoly.

*pub. L. No. 108-435, § 503.
PI8US.C. § 1725,

'GAO, Postal Service Reform: Issues Relevant to Changing Restrictions on Private Letter
Delivery, GAO/GGD-96-129B (Washington, D.C.: Sept. 12, 1966).
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Governance and Regulation

USPS has stated that continuation of the mailbox monopoly would best
preserve customer service, safety, security, and the value of mail.
According to USPS, the mailbox monopoly helps deter mail theft and
identity theft, facilitates enforcement when violations occur, and is needed
for efficient mail collection and delivery. We have previously reported that
critics of the mailbox monopoly said it impedes competition and infringes
on private property.® FTC reported in 2007 that the mailbox monopoly
reduces competition and raised competitors’ costs of delivering products
that otherwise could fit into a mailbox.® While FTC recognized mail
security and privacy issues, it concluded that Congress and PRC may want
to consider whether relaxing the mailbox monopoly to allow consumers to
choose to have private carriers deliver competitive products to their
mailboxes would create net benefits. In 2008, PRC stated that it “does not
recommend any changes to the mailbox rule,” citing issues with mail .
security and USPS efficiency. PRC also noted that its public proceeding
evidenced broad support for continuing the railbox monopoly.

The effectiveness of USPS’s governance and regulatory structure is critical
to its success and fo ensuring that quality affordable postal services are
provided to the American people. The 2003 President’s Commission noted
that managerial accountability must come from the top, with USPS being
governed by a strong corporate-style board that holds its officers
accountable. The commission concluded that giving USPS greater
flexibility would require enhanced oversight by an independent regulatory
body endowed with broad authority, adequate resources, and clear
direction to protect the public interest and ensure that USPS fulfills its
duties. A number of regulatory changes were implemented after PAEA was
enacted, and a thorough review of these changes has not been developed.
PAEA required PRC to submit a report to Congress by December 2011
concerning “the operation of the amendments made by [PAEA]” and any
recommendations for improvements to the U.S. postal laws. Another PRC
report is required by December 2016 to determine whether the system for
regulating rates and classes for market-dominant products is achieving its
objectives.

GAO, U.S. Postal Service: Information About Restrictions on Mailbox Access,
GAO/GGD-97-85 (Washington, D.C.: May 30, 1987).

® Accounting for Laws that Apply Differently.
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Governance

The Board of Governors directs the exercise of the powers of USPS,
directs and controls its expenditures, reviews its practices, and conducts
long-range planning. The board sets policy; participates in establishing
postage rates; and takes up various matters, such as mail delivery
standards and some capital investments and facilities projects. By law,
governors are chosen to represent the public interest and cannot be
“representatives of specific interests using the Postal Service.”™ Despite
the changes made by PAEA, the qualifications of USPS governors continue
to be an issue. Members of the Board of Governors told us that the board
lacks sufficient business and financial expertise. The merabers also
suggested that some governors should not be politically appointed. In this
regard, the 2003 President’s Cc ission reco ded that the Board of
Governors be comprised of 12 individuals: 3 presidential appointees, 8
independent members selected by the 3 appointees with the concurrence
of the Secretary of the Treasury, and the Postmaster General (who would
be selected by the other 11 members).®

Regulation

Should any of the operational or structural options outlined in this report
be implemented, Congress, USPS, the Board of Governors, PRC, and other
relevant postal stakeholders could consider whether governance and
regulatory structures need to be changed to reflect an appropriate balance
in the oversight roles of these entities. PAEA gave USPS more pricing and
product flexibility, which was balanced by strengthening PRC’s oversigh
authority. Among other things, PAEA required PRC to develop the
regulatory structure for postal rates, consult with USPS on establishing
delivery service standards, and annually determine USPS’s compliance
with applicable laws. Also under PAEA, PRC was granted the authority to
issue subpoenas; direct USPS to adjust rates not in compliance with
applicable postal laws; or, in cases of deliberate noncompliance with
applicable postal laws, levy fines.

530 U.8.C. § 202(2).

65 to the 8 ind di bers would be sel d by the full board, with the
concurence of the Secretary of the Treasury.
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Actions Congress and
USPS Can Take to
Facilitate Progress
toward Financial
Viability

Action by Congress and USPS is urgently needed on a number of difficult
issues to facilitate progress toward USPS's financial viability by reducing
costs, increasing efficiency, and generating revenues. The significant
deterioration in USPS’s financial condition over the past 2 years, its
increasing debt, and the grim forecast for declining volume over the next
decade led GAQO to add USPS’s financial condition to its high-risk list in
July 2009. We suggested that USPS develop and implement a broad
restructuring plan, with input from PRC and other stakeholders, to identify
specific actions planned, key issues, and steps Congress and other
stakeholders need to take. On March 2, 2010, USPS issued its Action Plan,
which identified seven key areas wherein it would need legislative changes
or support. Many of the options discussed are also options we have
analyzed and included in this report for consideration. USPS forecasts of
mail volumbe, revenue, and net income over the next decade quantify the
itude of the chall that it faces frora continued volume decline to
about 150 billion pieces in fiscal year 2020-—about the same as the volume
level in fiscal year 1986--and a projected cumulative $238 billion shortfall
if no additional efficiency or revenue initiatives are undertaken. USPS’s
Action Plan indicates that actions within its control can close $123 billion
of this financial gap, but that actions outside its existing authority—
including some involving statutory changes—would be needed to
eliminate the remaining financial gap. Action on these issues will likely
take several years to fully implement once a decision is made on the scope
of needed changes. Therefore, agreement on next steps is urgently needed.

If USPS is to continue being self-financing, Congress, USPS, and other
stakeholders will need to reach agreement on major issues that impede its
ability to implement actions to reduce losses. These issues include funding
postal retiree health benefits; reexamining binding arbitration; realigning
services, operations, networks, and workforce to reflect declining volume;
and changing use of the mail in a dynamic marketplace as weil as
generating revenue.

Funding postal retiree health benefits: USPS has said that it cannot afford
its required prefunding payments on the basis of its significant volume and
revenue declines, incurring large losses, nearing its debt limit, and limited
cost-cutting opportunities under its current authority. Several proposals
have been made to defer costs by revising the statutory requirements, and
it is important that USPS fund its retiree health benefit obligations—
including prefunding these obligations—to the maximum extent that its
finances permit. In addition to considering what is affordable and a fair
balance of payments between current and future ratepayers, Congress
would also have to address the impact of these proposals on the federal
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budget. CBO has raised concerns about how aggressive cost-cutting
measures would be if prefunding payments for refiree health care were
reduced. This concern further indicates the need for broad agreement on
specific realignment actions, the time frame for implementation, and the
expected financial impact.

Binding arbitration: One of the most difficult challenges USPS faces is
making changes to its compensation systems, which will be critical to its
financial condition since wages and benefits comprise 80 percent of its
costs. In this regard, the time has come to reexamine the structure for
collective bargaining that was developed 40 years ago. Since that time, the
competitive environment has changed dramatically and rising personnel
costs are contributing to escalating losses. Thus, it is imperative to ensure
that USPS's financial condition be considered in upcoming collective
bargaining if the process reaches binding arbitration.

Realzgmng postal services with changing use of the mail: As mail use by

and cc continues to change, USPS has stated that it
cannot afford to provide the same level of services and that changes are
needed. USPS has estimated that it could reduce costs by about $3 billion
annually if it could reduce delivery frequency from 6 days to 5 days, but
congressional agreement would be needed to not include a 6-day delivery
requirement in USPS annual appropriations. USPS filed a request on
March 30, 2010, for a PRC advisory opinion on its proposal to eliminate
Saturday delivery.

Generating revenue through new or enhanced product and services: On
the revenue side, a key issue is whether USPS can make sufficient
progress using the pricing and product flexibility provided in PAEA or
whether changes may be needed. The Action Plan stated that USPS needs
additional authority to adjust its pricing to better reflect market dynamics
and proposed some changes. These proposals have not been fully
analyzed, nor have PRC and stakeholders had an opportunity to provide
input. Thus, it is unclear what statutory or regulatory changes should be
made at this time. Another key issue is whether USPS should be allowed
to engage in new nonpostal areas that may compete with private firms.
Congress considered many of the public policy issues in this area related
to fair competition prior to PAEA’s enactment in 2006 and decided at that
time not to let USPS engage in new nonpostal areas. It is not clear what
specific actions USPS would like to take, their expected profitability, or
how they might affect other businesses. USPS’s current financial condition
may limit its expansion into other areas in the short term, but vitimately its
plans in this area could affect its operations.
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* Realigning operations, networks, and workforce: Once Congress and
USPS have determined what, if any, changes should be made in the
products and services that it provides, corresponding changes will be
needed in postal operations, networks, and workforce. This area involves
some public policy issues that Congress may want to address. USPS will
need to address detailed operational issues related to increasing cost-
efficiency. Some of the difficult tradeoffs in this area include USPS’s need
to significantly reduce its size to remain self-financing and keep prices
affordable, versus concerns about whether such reductions could harm
the value of its brand, its network of physical assets, and the social
benefits that it provides as well as the effects of these actions on its
workforce.

USPS has made limited progress in optinizing its networks over the last
decade, particularly in facilities that include public access to retail
operations. For example, in July 2009, USPS initiated a PRC review of over
3,600 retail stations and branches located primarily in urban and suburban
areas for possible consolidation or discontinuance, but fewer than 200
facilities remain under consideration for such actions. PRC issued its
advisory opinion on USPS’s proposed retail consolidations in early March,
which affirmed USPS's authority to adjust its retail network while
recommending several process improvements.” Considering the
numerous statutory and regulatory requirements in this area, it could be
difficult to make rapid changes to rightsize its network of 36,500 retail
facilities, USPS’s Action Plan says that it plans to expand access to retail
service and, as customers shift to these new services, that it will reduce
redundant retail facilities. However, it is unclear what specific changes
would be made, how long it would take to make these changes, and how
much annual cost savings could be achieved. USPS'’s Action Plan also
does not address possible closures of large mail processing facilities to
reduce the excess capacity in its mail processing network.

A new approach is urgently needed to make the necessary progress in
realigning postal operations and networks as USPS's core business
continues to decline. Conducting business as usual is unlikely to produce
significant results, particularly in the rapid time frame that would be
required to avert massive losses. Thus, it will be important for Congress,
USPS, and other stakeholders to reach agreement on the package of

%Postal Regulatory Commission, Advisory Opinion Concerning the Process for
Evaluating Closing Stations and Branches, Docket No. N2009-1 (Washington, D.C.:
Mar. 10, 2010).
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actions that should be taken, the desired operational and financial results,
and the time frames for implementation. Key questions that need to be
addressed include the following:

+ Universal service issues: What, if any, changes are needed—that is,
should delivery services be changed (e.g., frequency or standards), and
should USPS continue moving retail services out of post offices to
alternative locations?

« New products and services: What opportunities are there to introduce
profitable new postal products and enhancements to existing ones?
Should USPS engage in nonpostal areas where there are private-sector
providers? If so, under what terms?

* Realigning operations, networks, and workforce: How should USPS
optimize its operations, networks, and workforce to support changes in
services; how quickly can this happen; and how can it work with its
employees and customers to minimize potential disruption?

This is an area where Congress may want to consider an approach similar
to that used by the Department of Defense’s Base Realignment and
Closure (BRAC) Commission, which was established to realign military
installations within the United States. Under the Defense Base Closure and
Realignment Act of 1990, the President can either accept or reject BRAC
recommendations in their entirety.” If rejected, the BRAC Commission
could give the President a revised list of recommendations. If the
President accepts the list of recommendations, it is forwarded to Congress
and the list becomes final, unless Congress enacts a joint resolution. Qur
report on the 2005 BRAC round noted that the Department of Defense
viewed this BRAC as a unique opportunity to reshape its installations and
realign its forces to meet its needs for the next 20 years.®

Congress has previously turned to panels of independent experts to assist
in restructuring organizations that are facing key financial challenges.
These panels have gained consensus and developed proposed legislative
or other changes to address difficult public policy issues. For example, the
District of Colurabia Financial Responsibility and Management Assistance

“Pub. L. No. 101-510, § 2901, 104 Stat. 1485, 1808 (Nov. 5, 1990).

®GAO, Military Base Realignments and Closures: Cost Estimates Have Increased and
Are Likely to Continue to Fvolve, GAO-08-159 (Washington, D.C.: Dec. 11, 2007).
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Authority was established to, among other things, (1) eliminate budget
deficits and cash shortages of the District through financial planning,
sound budgeting, accurate revenue forecasts, and careful spending;

(2) ensure the most efficient and effective delivery of services, including
public safety services, by the District during a period of fiscal emergency;
and (3) conduct necessary investigations and studies. This organization
was suspended in 2001 once relevant legal provisions were met, including
achieving a balanced budget for a 4th consecutive year.

Establishing a similar commission or control board of independent experts
could provide a mechanism to assist Congress in making timely decisions
and comprehensive changes to USPS’s business model and operations, A
commission of experts may be more appropriate to facilitate the changes
needed to achieve financial viability while also considering stakeholder
interests. The following questions could assist Congress in developing
such a commission:

What criteria should be used to select commission members, for example,
logistics experience, business restructuring, or labor management
expertise?

How could the commission best ensure that diversé stakeholder interests
are appropriately considered?

‘What would be the time frame of the commission?
What goals or objectives should guide the commission—for example,

ensuring USPS’s financial viability, and recommending policy and
management changes?

Conclusions

USPS faces daunting financial losses that it projects could total over $238
billion through fiscal year 2020, unless it can substantially reduce its costs,
including the size of its operations, networks, and workforce to reflect
declining mail volume, and to generate new revenues. USPS's planned
actions under its existing authority will not be enough to make it
financially viable. Therefore, Congress, USPS, and other stakeholders need
to reach agreement on a package of actions to take so that USPS can
become financially viable. This agreement will need to address difficult
constraints and legal restrictions that continue to hamper progress. Such
an agreement is urgently needed so that Congress and stakeholders have
confidence that the actions USPS takes will be fair to all stakeholders.
Then USPS could begin to plan and make the necessary changes, some of
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which may require several years to fully implement and realize potential
cost savings. For example, restructuring operations and networks would
require coordinated actions involving postal employees, mailers, and the
public.

To reach agreement on these difficult issues, Congress could engage a
panel of independent experts to develop a credible and comprehensive
package of specific proposals, including the following:

Potential changes related to adapting universal postal services to the
declining use of mail, such as removing the statutory requirements for
6-day delivery and restrictions on closing post offices.

Changes needed to realign USPS operations, networks, and workforce
with its declining workload, and how to address employee and community
concerns and resistance to facility closures.

Improving opportunities to generate revenues, and whether that should
include allowing USPS to engage in new nonpostal areas.

Due to the urgency of USPS’s deteriorated financial condition and outlook,
and the fact that it is rapidly approaching its statutory debt limit, Congress
may need to provide financial relief, for example, by revising the funding
schedule for retiree health benefits. Another action that Congress could
take in the near term, which would have a longer-term impact, would be to
raodify the collective bargaining process to ensure that any binding
arbitration would take USPS's financial condition into account,
Furthermore, Congress may want assurance through regular reports that
any financial relief it provides is met with aggressive actions to reduce
costs and increase revenues, and that progress is being made toward
addressing its financial problems.

Ultimately, Congress may want to consider changing USPS’s ownership
structure, but the resolution of these more pressing issues might afford a
better understanding of whether the ownership structure should be
modified. As communications and the use of the mail evolve, Congress will
need to revisit policy issues related to USPS, the services it provides, and
how to best position the organization for the future, The current crisis
presents the opportunity to act and position this important American
institution for the future. If no action is taken, the risk of USPS’s
insolvency and the need for a bailout by taxpayers and the U.S. Treasury
increases.
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Matters for
Congressional
Consideration

To address USPS’s financial viability in the short term, Congress should
consider providing financial relief to USPS, including modifying its retiree
health benefit cost structure in a fiscally responsible manner. Congress
should also consider any and all options available to reduce USPS costs,
including revising the statutory framework for collective bargaining to
ensure that binding arbitration takes its financial condition into account.
At the same time, to facilitate making progress in difficult areas, Congress
should consider establishing (1) a panel of independent experts, similar to
a BRAC-like commission, to coordinate with USPS and stakeholders to
develop a package of proposed legislative and operational changes needed
to reduce costs and address challenges to USPS's business model and

(2) procedures for the review and approval of these proposals by the
President and Congress. These proposals could focus on adapting delivery
and retail services to declining mail volumes; making postal operations,
networks, and workforce more cost-efficient; and generating new revenue.

Congress also should consider requiring USPS to provide regular reports
to Congress to ensure that USPS is making progress to improve its
financial condition. These reports could include the actions taken to
reduce costs and increase revenues, the resulis of these actions, and
progress toward addressing financial problems.

Agency Comments
and Our Evaluation

USPS provided written comments on a draft of this report by a letter dated
April 2, 2010. These corments are summarized below and included in
their entirety in appendix I of this report. In separate correspondence,
USPS also provided technical comments, which we incorporated as
appropriate.

USPS stated that it agreed with many key points in our report and with all
but one of our matters for congressional consideration. First, regarding
revising USPS retiree health benefit funding, USPS said the prefunding
requirement urgently needs to be restructured and agreed that it should
continue to fund its retiree health benefits obligation to the maximum
extent that its finances permit. Second, USPS agreed that Congress should
consider revising the statutory framework for USPS collective bargaining
to ensure that binding arbitration takes its financial condition into
account. Third, USPS agreed that Congress should consider requiring
USPS to provide regular reports to ensure that it is making progress to
improve its financial condition. However, USPS raised concerns about
using a panel of independent experts to develop a package of proposed
legislative and other changes, stating that doing so would add a layer of
bureaucracy and delay to problems that require immediate attention, We
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believe that unless Congress and USPS agree on actions to be taken, USPS
will not be able to reduce costs enough to close the revenue gap and
achieve financial stability. Congress has used such panels {o successfully
reach agreement regarding other difficult restructuring issues.

We are sending copies of this report to the appropriate congressional
committees, the Postmaster General, the Chairman of the USPS Board of
Governors, the Chairman of the Postal Regulatory Commission, and other
interested parties. In addition, the report will be available at no charge on
GAOQ’s Web site at http:/www.gao.gov.

If you or your staffs have any questions regarding this report, please
contact me at (202) 512-2834 or herrp@gao.gov. Contact points for our
Offices of Congressional Relations and Public Affairs may be found on the
last page of this report. GAO staff who made key contributions to this
report are listed in appendix IIL

//'

I % é /%

Phillip Herr

Director, Physical Infrastructure Issues
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List of Committees

The Honorable Joseph I Lieberman

Chairman

The Honorable Susan M. Collins

Ranking Member

Committee on Homeland Security and
Governmental Affairs

United States Senate

The Honorable Thomas R. Carper

Chairman

The Honorable John McCain

Ranking Member

Subcommittee on Federal Financial
Management, Government Information,
Federal Services, and International Security

Comunittee on Homeland Security and
Governmental Affairs

United States Senate

The Honorable Richard J. Durbin

Chairman

The Honorable Susan M. Collins

Ranking Member .

Subcommittee on Financial Services and General
Government

Committee on Appropriations

United States Senate

The Honorable Edolphus Towns

Chairman

The Honorable Darrell E. Issa

Ranking Member

Committee on Oversight and Governrment Reform
House of Representatives
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The Honorable Stephen F. Lynch
Chairman
The Honorable Jason Chaffetz
Ranking Member
Subcommittee on Federal Workforce,
Postal Service, and the District of Columbia
Committee on Oversight and Government Reform
House of Representatives

The Honorable José E. Serrano

Chairman

The Honorable Jo Ann Emerson

Ranking Member

Subcommittee on Financial Services and
General Government

Committee on Appropriations

House of Representatives
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Appendix I: Objectives, Scope, and
Methodology

The Postal Accountability and Enhancement Act (PAEA) of 2006 required
us to report on strategies and options for the long-term structural and
operational reform of the United States Postal Service (USPS). Because of
USPS’s financial crisis and our assessment that restructuring is urgently
needed, our work has been accelerated at the request of Members of
Congress and is presented in this report. The objectives of this report are
to assess (1) the viability of USPS’s business model, (2) strategies and
options to address challenges to USPS’s current business model, and

(3) actions Congress and USPS need to take to facilitate progress toward
USPS’s financial viability.

To assess the viability of USPS's business model, we relied on our past work,
including putting USPS's financial condition on GAO's high-risk list in July
2009, and on our testimonies regarding its deteriorating financial condition.
We interviewed multiple USPS officials, including the Postmaster General, the
Deputy Postmaster General, the former and current Chairman of the Board of
Governors, and headquarters and field staff during visits to post offices, mail
processing facilities, and other facilities that serve urban and rural areas. We
reviewed USPS financial and operating information, inchuding its Annual
Reports, Integrated Financial Plans, and Comprehensive Statements; other
strategic documents, including its transformation plans, Assessment of U.S.
Postal Service Future Business Model, action plan released March 2010~
entitled Ensuring a Viable Postal Service for America: An Action Plan for
the Future (Action Plan)—and the Action Plan’s financial and volume
projections; and collective bargaining agreements. We reviewed USPS's
current legal and regulatory framework and relevant congressional
testimonies and hearings. We also reviewed the results of retiree health
valuations provided to us by the Office of Personnel Management (OPM) in
March 2010. OPM’s valuations, which include estimates of future obligations,
costs, premium payments, and fund balances, were based on USPS employee
population projections. We did not assess the reasonableness of USPS's
population projections or OPM’s actuarial assumptions and methodology. We
utilized OPM's valuation results to analyze the financial impacts of selected
options for funding USPS's retiree health benefit obligations. We did not
assess the validity of USPS’s financial and mail volume projections due to
time and resource constraints.

Also, we examined reports issued by other postal stakeholders, including the
Postal Regulatory Commission (PRC) (particularly its 2008 report on
Universal Postal Service and the Postal Monopoly), USPS Office of Inspector
General, Congressional Research Service, Congressional Budget Office, the
2003 President’'s Commission on the United States Postal Service, and other
mailing industry experts. We also met with PRC comraissioners and various
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Appendix I: Objectives, Scope, and
Methodology

staff members; representatives of the four major erployee unions and three
major management associations (the American Postal Workers Union,
National Association of Letter Carriers, National Postal Mail Handlers Union,
National Rural Letter Carriers’ Association, National Association of
Postmasters of the United States, National League of Postmasters, and
National Association of Postal Supervisors); USPS Office of Inspector
General; Military Postal Service Agency; members of the mailing industry;
other postal stakeholders; and economists.

To identify options to address the challenges in the current business

- model, we reviewed information from many of the sources that we have
previously mentioned, including (1) past GAO work, (2) relevant
congressional hearings and testimonies, (3) stakeholder studies, and
(4) interviews with stakeholders. We then supplemented this information
by distributing a list of guestions to over 60 organizations to gather their
opinions on actions that could be taken to improve USPS's business model
and the potential impacts of these actions. Organizations were selected on
the basis of a variety of factors, including those who have testified before
Congress on postal issues; submitted comments (1) during the public
comment solicitations as part of the work of the 2003 President’s
Commission on the United States Postal Service, (2) to PRC on universal
service, the postal monopoly, and the new regulatory structure for
ratemaking, and (3) to the Federal Trade Commission on differences in the
legal status between USPS and its competitors; and have been active
participants in various USPS-related activities, including participation in
the Mailers’ Technical Advisory Commitiee (a joint USPS-industry
workgroup). We also considered the nature of the organization and
selected organizations that repr d various sections of the postal
community, including unions, management associations, private printing
and mailing companies, and mailers across various mail segments (e.g.,
large and smaller mailers, First-Class Mail, Standard Mail, Periodicals,
parcels, newspapers, and nonprofit mail). We received responses from 24
mailing associations, 15 private companies, and 4 postal unions and
management associations, which is a response rate of about 70 percent.

We then gathered and evaluated relevant options on the basis of a variety
of criteria, including their potential to reduce USPS costs, realign its
operations, and increase revenues, in light of its current and projected
financial condition. Some options are consistent with actions we have
discussed in our past work-—such as optimaizing USPS's retail, delivery,
and mail processing networks—while others have been discussed in
congressional hearings, regulatory proceedings, and major studies. Other
options, some of which would require significant changes to USPS's legal
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Appendix I: Objectives, Scope, and
Methodology

framework or to current collective bargaining agreements, were selected
because they would provide useful context into the key restructuring
issues that we have previously described in this report. We did not include
every option that we had identified in this report; rather; we present a
select listing of options that were based on these criteria. We analyzed
each option on the previously mentioned criteria; reviewed available cost
and revenue data; and considered potential impacts on various
stakeholders, including USPS, employees, mailers, and the public.

For reporting purposes, we grouped options according to these following-
strategies to align costs with revenues

reducing compensation and benefits costs;
reducing other operations and network costs and iraproving efﬁciency, and
generating revenues through product and pricing ﬂexibility; ‘

Our assessment of certain options related to USPS’s business model, such
as in the governance and regulatory areas, was also limited because it is
still too soon to see the full impact of the changes from PAEA.
Furthermore, we did not address whether USPS's ownership structure
shouid be altered at this time, but focused instead on the more pressing
issues discussed throughout the report. The resolution of these
operational issues may afford a clearer understanding of whether USPS’s
ownership structure should be modified. We also plan to address the
experiences of foreign postal administrations in a separate report.

The previously mentioned analysis that we performed was also used as a
basis to determine actions that Congress and USPS need to take facilitate
progress toward USPS's financial viability, We supplemented this analysis
with other GAO work on independent commissions and control boards,
including the Department of Defe ’s Base Reali and Closure
Commission, and the District of Columbia Financial Responsibility and
Management Assistance Authority.

We conducted this performance audit from August 2009 to April 2010 in
accordance with generally accepted government auditing standards. Those
standards require that we plan and perform the andit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence
obtained provides a reasonable basis for our findings based on our audit
objectives.
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Appendix II: Comments from the United

States Postal Service
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Appendix Ii: Comments from the United
States Postal Service
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Appendix Il: Comuments from the United
States Postal Service
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network approach driven by good oparational and
mmmmmmwoaws«mmmemm independent
the activities for which it is rsponsible, with fewer political roadbiocks. As
mmO'smmmmmwsmmmmmmwmwmmam
consofidations. WmRmmmwmmmemmmemmmmw
ice standards,

concerns, wmmmmwmmmmmmmdmmm
Category 3 Generating revenues through product and pricing flexibililty

magmmmemMMwﬂsmrmmmlmmmmmmaw
servica offerings, consistent with our mission, as & means of financing universal service and
continuing to be responsive to the changing needs of our customers. Revenue from additional
praducts and services would heip finance universat service and haip avoid the need for
Appropriations.
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implemenied), This i o how the 25 andt nok the way our Gustomers inferact

could be designed to allow for an after-the-fact
:emdmdmwmdmmwhiesﬂ ing adequate transparency, customer
input, and

mmmmmmmmmummmmm
Mmmmwmmmwpbmmmmwm cover their
atfributable costs. We bafieve that 2l postal customars should not have to boar the fosses
mwmmmmmwmmmm ¥ Congress wishes to sontinue
preforential for some loss-making classes taxpayers—iot ratepayers--should
subsidize them. In our plan, mmammpmmmmmmmamw
kummbychssmmmwemmhwmmmmasmam Thiss approach would
aiso aliow us o belfer adapt prices fo the coats of specific products,

|nummmmsmmmmmmammmm

are inherently governmeantal funcions, and whether the Postal Service should be the
omy entity responsible for universal postal service. m@mlmpliesms‘lmulﬁphpmmem
mwmakmoenverm oihgassn;xxmp)e who provide fong-distance mal

i deliver mail to alongspatsetypawmsamgmraymums

mmwwmmymmmmwm
contraciors 1o pecform services for the network, such as transportation and mnmdmy But
the Postal Service cantrols the kaandmmaﬂworkpmftmmwﬁm

provided posts K )
and expandad the posts’ abmasmgmmeddnmalmemem"mhesofbm tn
somemsmnees. posts were already eaming n g from thelr .
in nonpostal Today, more from nonpostat than postal

The concept of opaning up the Postal Service's business to private sector companies and
contraciors s often discussed. i given the opportunity to participate in the defivery of mall,
defivery i

have taken on delivery services hs posts by requiring th o provide
of help fund universal service. So far, mhmmwmymmewommamplayerk
successfully providing universal service,

The report's discussion of the role of the Postal Service aiso asks whether i should continue to
fulfil all of its current functions, or whether some functions could be discharged by other
agencies. One of the functions mentioned s the enforcement of mal mail fraud and other
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B
its duties to another agency would diminish that trust and adversely impact our brand and our
revenues.

The contents of the GAO's report support many of the actions outined by the Postal Service's

plan. We agree, mmmowmmmmpmmwmnmwwm

anhmded!nmﬁpie Mwmmmmwmm
single change wili be sufficient 1o address USPS’ challenges.” The plan we outiined on March

is consistent with the GAQ's call last year to “develop and mnabvoadmmmgpem'

Again, | appreciate the professional approach and the time the GAD has put info this report in the.
interest of identifying for Congress strategies to help ensure the Postat Service's financial

viability. The Postal Service welcomes further dhmmbn youamﬁyourstsﬂfmnanyof
thase comments.

Sincerely,

Ci.’o’mE Pﬂﬁef
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Mr. LyNcH. Thank you, Mr. Herr.

I now yield myself 5 minutes for questions.

Mr. Potter, one of the central considerations here is to shift to
a 5-day delivery model, and that concerns me greatly, both with re-
spect to the idea of universal service and also the impact on em-
ployees within the Postal Service and how we are going to manage
this if that is the direction that we go in eventually.

Now, I know that, I think, during your tenure, if I am not mis-
taken, the post office has already reduced the size of your work
force by about 200,000 employees since 2001, which I believe is
when you came in. And no one can argue that you haven’t done a
significant job here in terms of reducing the size of the work force.
I think it was 900,000. Now it is about 700,000, maybe a little less,
so there has been significant down-sizing already, or right-sizing,
as some people have described it. But this shift from 6-day to 5-
day, if it were to be embraced, can you lay that out for me?

Look, I come from a postal family, letter carriers, mail handlers,
clerks. What is the shake-out on that, and what do you see as the
impact of that change?

Mr. POTTER. Well, first of all let me say that I am very sensitive
to some of the comments that Congressman Chaffetz said in his
opening remarks, but I think the Postal Service is positioned today,
best positioned today to make the change in frequency of delivery,
and the reason I say that is because I believe that today we could
accomplish that without laying off a career employee.

We have flexibility in our system right now. We have a lot of
folks who are eligible to retire today. From the National Associa-
tion of Letter Carrier’s side of the aisle, the city carriers, we have
some 13,000 non-career employees who were hired knowing that
their jobs would be eliminated at some point in time, so that tran-
sition for those 13,000 can happen immediately.

We have use of overtime today to the tune of some 9,000 full-
time equivalent employees. We can tighten up on that. We have a
high number of people who are eligible to retire who could be
incented to go.

On the rural carriers’ side, the way most rural carrier routes are
constructed, the 6th day of delivery is provided by a non-career em-
ployee.

So I think that the time for change on frequency of delivery is
now, because it can be accomplished without laying people off. If
we wait too long in the future, a lot of those non-career employees
that I just described on the city side, the flexibility to use them is
limited and it will go away, and so we would position ourselves to
have to hire career employees in the interim. I think we are about
a year away from having to hire to keep our routes staffed. And
the time to change is now. And if we did hire within a year, those
folks would obviously be people who would have to be laid off later
on in the process.

So my opinion, there is a need to address the fact that we are
delivering less mail per day. We delivered five pieces on average
when I first came into the business; we are down to four pieces of
mail per day being delivered, and it is on its way to three, based
on a Boston consulting group’s forecast.
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If you look at using 2009 dollars, we were delivering $1.80 per
day per delivery in 2001. That $1.80 per day per delivery is down
to $1.40. We have been able to mask that change by the reduction
in work force, focused with our unions on productivity. Going for-
ward, it appears that we will have about $1 per day in 2020 being
delivered.

That is really the challenge that we all have to face. Granted,
there are options here, but one of the solutions has to be to adjust
the frequency of delivery. It has to make a contribution to closing
the gap that we have now and projected into the future.

Mr. LYNCH. Thank you. My time has just about expired. I will
now yield to the ranking member, Mr. Issa, for 5 minutes.

Mr. IssA. Thank you very much, Mr. Chairman.

I heard something that concerns me. All the reports that I have
seen show that you have excess personnel today with 6-day deliv-
ery. Is that true?

Mr. POTTER. We have excess—well, let me just describe.

Mr. IssA. If it isn’t Christmas, do you have people sitting in
ready rooms and do you believe that you are fully utilizing at the
most efficient, effective, and highest utilization based on best prac-
tices all of your people at all levels of executive supervisor and all
the way down to letter carriers?

Mr. POTTER. The answer is no. Are we operating in an optimum
world? The answer is no. You spoke about the fact that we have
people who are taken off the workroom floor, and you call it a
ready room. It is called whatever it is all over the country.

Mr. IssA. The articles generally have a term like that.

Mr. POTTER. But the fact of the matter is one of the concerns we
have if we leave people on the workroom floor with nothing to do
they are going to find something to do and make ourselves less pro-
ductive.

Mr. IssAa. I am completely supportive that we piddle around, as
they used to call WPA. You have to find gainful work.

Mr. POTTER. Right.

Mr. Issa. No matter how much you are willing to be compas-
sionate, you are not doing anyone a favor.

Mr. POTTER. Right.

Mr. Issa. Having said that, why is it you are not here today
showing us a plan and hopefully, if you have the authority, and if
not, ask us for authority, an execution on right-sizing the force?
How many billions of dollars would have been saved if you had al-
ready aggressively right-sized the force before you came to say I
want to go from 6 days to 5? Is it $12 billion? Is it $10 billion? Is
it $6 billion? How much of that $12 billion would we have seen if—
and I am assuming you have the authority, but if you don’t, that
is part of what we are here for. How much would have been saved?

Mr. POTTER. Well, I don’t have an exact number. It is a
couple

Mr. IssA. Would it surprise you that the articles indicated it
would be about $7 billion that they guess you would have saved
had you had an optimized work force with or without the help of
Congress? And we are not talking about the one-time cost of
transitioning people. We are talking about on a go-forward basis.
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Mr. POTTER. I think that is a very high estimate, but let me just
talk about the fact that we have down-sized. If you look at how
many people we have today versus the same period last year, you
are talking about the Federal Government growing, we are down
60,000 employees year over year.

Mr. IssA. Look, I appreciate that. During the break I went to
Kodak. We all know who Kodak is. Kodak had a similar problem
a decade ago.

Mr. POTTER. Right.

Mr. IssA. Film was going away faster than any projected retire-
ment. Now, today there are—they produce state-of-the-art ink-jet
printers, they are first in digital. They are making a comeback by
reinventing themselves. It is a great thing in America when you
are carrying less paper. It is part of America’s efficiency. We should
not be fighting to try to have people move paper unless it is pro-
ductive to the American economy. So we have to expect that as e-
mail replaces and videoconferencing and all kinds of other tech-
niques replace conventional letters and documents being moved
around, that is actually good for the economy.

If the economy is moving away from your essential service in
part, at least, is faster than attrition, why haven’t you been aggres-
sively here saying you have a growing Federal work force, we have
a shrinking need, how do we make this work? Do you need funding
to do it? Do you need education? Do you need transition? Do you
need an additional preference over and above what you have? Do
you need us to absorb the 72 percent versus 80 percent for a period
of time on the health care? What is it you need to be able to tell
me you do not have one person unnecessarily in a ready room?

Mr. POTTER. What we need is contractual flexibility. If I could
just describe, in 2001 we had $11 billion in debt. We went from $11
billion in debt until 2006 we had $2 billion in equity. It was all fo-
cused on growing the business, and we reached a peak of volume
in 2006 of $213 billion. So when you are managing a business
under that environment, we could live with contracts that literally
were developed over a 200-year period of time that the Postal Serv-
ice has been in existence where we had probably too many full-time
jobs. But in a world where you could set your watch by how much
volume we were getting year to year, in a year where you had 1
percent movement high or low was a lot, that was doable. You
could create 8-hour jobs.

What has happened is, as the volume has declined we no longer
have 8-hour jobs in all locations, and we have constraints on us
that are keeping us from optimizing our work force. Some are built
into our union agreements, and we are going to fight vigorously in
negotiations this year and, if necessary, arbitration to get those
work rules fixed so that we have more flexibility in terms of the
work force, more part-time workers.

We are going to go after issues that are constraining us from
closing that gap and making the most efficient use of our employ-
ees.

I could go on forever, but we do have a very aggressive plan that
has been laid out and has been shared. It does talk about eliminat-
ing a lot of unnecessary facilities, as referred to by the GAO. It is
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all part of the plan. That is how we are going to close a gap of $123
billion.

Some cases when we go to do that, although we have the legal
authority to do that, we are often constrained by folks betting in-
volved and suggesting to us that we don’t do it, including some of
the folks in the Congress, and what we need is a clear path to
make that happen.

Mr. Issa. We want to help you with that. I would just close by
saying that whether you are on this side of the dias or that side
of the dias, taking career jobs that pay real salaries, that allow
people to support homes and families, and simply saying you are
going to part-time jobs is not really acceptable from the dias. We
would like to see a plan that maximizes the amount of people who
can afford families to be supported on their salaries, and to the ex-
tent that you have alternate plans, part-time and so on, they are
certainly going to have to be supported with explaining to us how
those people don’t need a full-time job, are not looking for a full-
time job, or transitioning in your system to a full-time job. That is
the reason I opened up with talking about getting people into work
force, because I don’t think you are going to find on either side of
the dias a willingness to simply convert to full-time, home-support-
ing jobs to part-time jobs.

I yield back.

Mr. POTTER. If I could——

Mr. IssA. No.

Mr. LYNCH. The Chair now recognizes the gentlelady from New
York, Mrs. Maloney, for 5 minutes.

Mrs. MALONEY. Mr. Potter is from New York, I believe, correct?

Mr. POTTER. Excuse me?

Mrs. MALONEY. Aren’t you originally from New York?

Mr. POTTER. Yes, I grew up in the Bronx.

Mrs. MALONEY. Yes. So welcome.

First of all, I would like to ask you about this payment that went
into the pension fund that was so costly, that if we could address
that in some way it would help with the budget concerns that you
have. Mr. Potter, on March 18th, just 4 weeks ago, you testified in
response to questions from Senator Durbin about the CSRS over-
payments, that if the $75 billion were found you would not have
to cut the frequency of service, and you testified and I got it out
of the testimony, “it would take a lot of pressure off. If that were
to happen, we would not have to go to the 5-day delivery.” Is that
still your testimony, if we could get that situation with the $75 bil-
lion taken care of?

Mr. POTTER. If we got $75 billion, we would not have to go from
6-day to 5-day delivery in the short run. Long term, I believe we
are going to have to change the frequency of delivery, given the fact
that volume has been going away and will continue to decline.

Mrs. MALONEY. And, Mr. Herr, how much should the Postal
Service be paying into the retiree health benefits trust fund each
year on an actuarial basis, and how does that compare with the
current payments? Do you have that, or if you could get it to us
in writing later.
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Mr. HERR. I would be happy to provide that in writing.
Mrs. MALONEY. OK.
[The information referred to follows:]
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action. Under current law, rate increases for market-dominant products, such as
First-Class Mail and Standard Mail, could be used to better align rates and discounts
with the costs, profitability, and price-sensitivity of mail. In addition, PRC recently
identified several instances where USPS rates and discounts do not satisfy the
provisions of the law and discussed remedial actions.” However, stakeholders have
raised questions regarding whether all postal products, including those that receive
preferential rates, should be required to cover their costs. The PRC reported that
market-dominant products lost $1.7 billion collectively in fiscal year 2009, primarily
from Periodicals and Standard Mail Flats such as catalogs. Losses from these
products were exacerbated by preferential pricing requirements,

Looking forward, rate increases for market-dominant products up to the price cap
could raise significant revenues over the next decade, since these products currently
generate 88 percent of revenue, while competitive products generate nearly all other
revenue. To improve its financial viability, USPS announced in March 2010 that it
would seek “a moderate exigent price increase” for its market-dominant products
that would be effective in 2011. An exigent rate increase over the price cap may
produce a large short-term revenue boost. However, a very large rate increase could
be self-defeating by encouraging mailers to further accelerate diversion to electronic
alternatives, thereby lowering revenues in the long run and adding to USPS’s excess
capacity. Since USPS has never requested an exigent rate increase, it is not clear
whether such an increase would be authorized under the provision of the Postal
Accountability and Enhancement Act of 2006° (PAEA) that limits use of this measure
to extraordinary or exceptional circumstances.”

Questions from Representative Maloney

1. How much should the Postal Service be paying into the Retiree Benefit
Health Benefit Fund each year on an actuarial basis?

Our April 2010 report® provides the estimated annual payments that USPS would
make into the Postal Service Retiree Health Benefits Fund (PSRHBF) under one
actuarial approach for prefunding its retiree health obligations.® This approach uses
the actuarial methods and assumptions that the Office of Personnel Management
(OPM) adopted for reporting retiree health obligations and costs in the 2009
Consolidated Financial Report of the United States and workforce projections
supplied by USPS, There are numerous other actuarial approaches for prefunding
retiree health obligations that, for example, utilize different methods for allocating
future benefit costs and/or a different number of years over which unfunded
obligations are to be paid:

‘Postal Regulatory Commission, Annual Compliance Determination of U.8S, Postal Service
Performance: Fiscal Year 2009 (Washington, D.C., Mar. 29, 2010).

*Pub. L. No. 109-435, 120 Stat. 3198 (Dec. 20, 2006).

‘89 U.8.C. §3622()(1)(E).

*GAO-10455, pages 24-25.

*Obligation, in this discussion, refers to the actuarially determined liability.
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2. How does that actuarial payment schedule compare to the current
payment schedule?

GAO's April 2010 report also discussed how the actuarial payments discussed in
Question 1 compare to the schedule provided in current law for fiscal years 2010
through 2020.” In brief, over this 11-year period, current law is estimated to require
USPS contributions of approximately $90 billion, which amounts to about $9.7 billion
more than the actuarial approach we used. USPS has already said that it cannot
afford its required prefunding payments under the current schedule. As we stated in
our report, any proposals to modify these payments should be structured so that
USPS funds its retirement health benefit obligations—including prefunding these
obligations—to the maximum extent that its finances permit.

Question from Representative Burton

1. Currently, the USPS is required to prefund their 75 year retiree health
benefit obligations over the course of the 10 years. In a given year, if the
entirety of the federal government had to do the same, how much would that
cost?

Using the same actuarial approach we used in our April 2010 report, we estimated
that the annual payment in fiscal year 2010 to prefund the non-postal portion of the
federal government’s civilian retiree health obligation would be approximately $27
billion. This payment has two components: the cost of currently accruing benefits, or
“normal costs,” and the amortization of the unfunded obligation in payments over 40
years. Using OPM's health care cost inflation trend rate for fiscal year 2010 of 8
percent, we estimate that the fiscal year 2010 normal cost for non-postal employees
would be approximately $10 billion. Further, over 40 years, an annual payment of
over $17 billion would be required, using OPM’s assumptions of gradually declining
health care cost inflation and an interest rate of 6.25 percent compounded annually,
to amortize the non-postal, civilian retiree health obligation of nearly $252 billion that
GAO derived from OPM's estimates® as of the end of fiscal year 2009.

In comparing USPS to the rest of the federal government, it is important to recognize
that, unlike most of the federal government which is funded through direct
appropriations, USPS operates under a fundamental principle that it should be
financially self-supporting. Thus, it strives to generate enough revenues from
products and services to cover its costs. Congress, with the enactment of PAEA,
required USPS to begin prefunding its retiree health benefit obligations. Requiring
USPS to prefund its retiree health obligations to the maximum extent that its finances

"GAOQ-10-455, page 25.

*The non-postal retiree health obligation was calculated by subtracting USPS's obligations as of
September 30, 2009, (as calculated by OPM) from the total obligations that OPM reported in its fiscal
year 2009 financial statements for the Federal Employees Health Benefits (FEHB) program.
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Mrs. MALONEY. And also, Mr. Herr, companies cut back on pen-
sion payments temporarily during the recession and are starting to
increase such payments now as the companies start making money.
Doesn’t that approach make sense for the Postal Service, in addi-
tion to the actuarial consideration?

Mr. HERR. I think in this case one of the things that we pointed
out in our report for consideration is looking at the health benefits
fund, and one of the things we suggest Congress consider there is
looking at the law, looking at that payment stream, and opportuni-
ties to make that more affordable.

Mrs. MALONEY. And on page 4 of your testimony, you ask Con-
gress to permit funding of retiree health benefits in a manner com-
parable to what is used by the rest of the Federal Government and
the private sector, and is there any agency in the U.S. Government
that pre-funds health care, the retiree health benefits obligations?
Is there any other one that does that?

Mr. HERR. Not that I am aware of.

Mrs. MALONEY. Are there any States or municipal governments
or agencies that pre-fund retiree health benefit obligations?

Mr. HERR. I am not aware of any, ma’am.

Mrs. MALONEY. OK. And what portion of Fortune 100 companies
refund [sic] retiree health benefit obligations?

Mr. HERR. I have not done any sort of survey to determine that?

Mrs. MALONEY. Can you find out? I don’t think any of them do.

Mr. HERR. I am not aware of any.

Mrs. MALONEY. And what percentage of Fortune 1,000 companies
pre-fund retiree health benefit obligations on the accelerated sched-
ule required of the U.S. Postal Service?

Mr. HERR. Again, I would say I am not aware of any.

Mrs. MALONEY. Well, my basic question is: why is the Postal
Service treated differently from any other agency and any other
company in the private sector? And with respect, Mr. Herr, to fund-
ing retiree health benefit obligations, you submit two broad ap-
proaches in your report. First, pay-as-you-go approach where the
premiums are paid as they are billed, and second an actuarial ap-
proach where obligations are starting in 2010 instead of 2017 as
current law provides. Is GAO advocating a particular approach as
being better than the other?

Mr. HERR. No. In this case, the pay-as-you-go table that we in-
cluded was illustrative. This is actually a proposal the Postal Serv-
ice made in its plan.

Mrs. MALONEY. So you prefer the pay as you go?

Mr. HERR. Well, we are not taking the position as to which one.
We know that the payments under current law are too steep. We
provided the actuarial funding approach so Congress has a sense
of what the parameters are to consider, because we realize there
are many things that would factor into that kind of decision.

Mrs. MALONEY. And, Mr. Herr, going back to your report, your
report discusses the Postal Service’s IG’s report, which alleges that
the Postal Service overpaid $75 billion in CSRS pension obliga-
tions. Do you have a position on the merits of the IG’s report?

Mr. HERR. We have taken a close look at this, and we believe
that OPM acted within its authority and the direction it was given
by the law. That law directed OPM to determine, within its discre-
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tion, the actuarial funding methods and assumptions by which the
Postal Service would make future payments.

The OPM statement today for this hearing has a nice overview
of the history of that.

Mrs. MALONEY. And I fail to understand why the Postal Service,
which is vital to our economy and in many ways, is treated dif-
ferently than any other agency and any other private sector. I
would venture and like to see a study on cutting the Saturday de-
livery. I think that would hurt the economy of the postal office.
People would go to independent deliveries and their other options,
and it could undermine the ability and the finances of the post of-
fice which we are trying to protect.

My time is up, but that is a conversation I would like to con-
tinue.

I have questions, if you could get them back to the chairman in
writing so as we look at this we can look at these other alter-
natives, too.

And I would like an explanation why is the Postal Service treat-
ed differently than any other Federal agency.

Mr. LYNCH. Would the gentleman like to answer that very brief-
ly?

Mr. HERR. I think it goes back to the 2006 legislation. Mr. Potter
could certainly amplify these comments, but at that time there was
“found money.” The Postal Service had an opportunity to repay
debt and also to get ahead.

It is important to understand that the obligation for retiree
health care as estimated by OPM on this retiree health care issue
is $87.5 billion. There is currently $35 billion in the retiree health
benefits fund. That leaves a difference of about $50 billion. So part
of this is pre-funding benefits that workers and their families will
look to draw on.

Mr. LyNcH. We need to move on. I thank the gentlelady.

Mrs. MALONEY. Thank you.

Mr. LYNCH. The Chair now recognizes the gentleman from Utah,
Mr. Chaffetz, for 5 minutes.

Mr. CHAFFETZ. Thank you, Mr. Chairman.

In rough numbers, my understanding is you are looking at a
$238 billion shortfall that by moving from 6-day to 5-day delivery
the estimated savings would be somewhere between $30 and $36
billion; is that correct?

Mr. POTTER. Yes, that is correct.

Mr. CHAFFETZ. We are talking about roughly 15 percent, which
is a significant number but it is not the panacea to fix all problems.
You said something earlier that I want to make sure I heard cor-
rectly. You said that by moving from 6-day to 5-day you would not
anticipate laying off anybody who is a career Postal Service worker.
Did I hear that right?

Mr. POTTER. Yes, if we did it today. If we wait 5 years, I think
it would involve layoffs.

Mr. CHAFFETZ. Where is the savings then? Where are these bil-
lions upon billions of dollars that you save by doing that? I mean,
if labor cost is 80 percent——

Mr. PoTTER. Well, it is the equivalent of 40,000 full-time equiva-
lent employees that we are talking about eliminating the work.
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Mr. CHAFFETZ. Right.

Mr. POTTER. And we are talking about saving on fuel—

Mr. CHAFFETZ. But you said you are not going to lay any of those
career people off. I understand the part-time folk.

Mr. POTTER. Right. Part time would go, but then, again, it is
overtime, which you are not laying anyone off.

Mr. CHAFFETZ. Right.

Mr. POTTER. Eliminating non-career jobs. That is not laying—
again, not affecting career employees. And incenting current career
employees to retire. A combination of all three I believe would put
us in a position where we would not have to lay anybody off to cap-
ture the savings.

Mr. CHAFFETZ. As this meeting concludes, if you can help flesh
that out so I can understand the math and understand how you get
to that number, I would appreciate it, further clarification.

Mr. POTTER. We would be very pleased to bring the report——

Mr. CHAFFETZ. That would be great.

Mr. POTTER [continuing]. To your office and share it with you.

Mr. CHAFFETZ. That would be great.

One of the other things I think has to obviously happen is the
closing of physical facilities. One of the challenges you obviously
face is that every Member of Congress has postal facilities in their
Districts, and I recognize the difficulty you have in trying to close
a facility and then having a Member of Congress trying to lobby
to keep it open. I, for one, plan to introduce some legislation to give
you that ability to create a BRAC-type commission, for lack of a
better word, in order to take a third-party, objective point of view
so that we can try to get rid of the politics that may occur from
the people that serve in these halls here.

Give me a sense, an idea, of how many or how big a scope this
is in terms of what you would like to do in terms of closing physical
facilities.

Mr. POTTER. Well, in terms of mail processing centers, we believe
we can move from the approximate 300 that we have today to
somewhere in the order of 150. Now, that is not to say facilities
will all close, because they serve different functions.

Mr. CHAFFETZ. Right.

Mr. POTTER. But for outgoing mail or mail that originates in a
locale, we believe we can consolidate somewhere on the order of
down to about 150 facilities from slightly over 300 today.

Mr. CHAFFETZ. What about good, old-fashioned post offices?

Mr. POTTER. Good, old-fashioned post offices, what we are talking
about there is we are not going to eliminate the physical facility
where we have delivery. I mean, we have folks who come and de-
liver the mail.

Mr. CHAFFETZ. Right.

Mr. POTTER. The real challenge there is how do we best provide
retail going forward, because if you look at the projections in the
future of how many folks are going to buy stamps, it is going to
go down as people pay their bills online. We think that the stamp
revenue in postal facilities is going to be down 50 percent. So our
concern is: how do you maintain those retail assets when literally
they are there to sell stamps, and stamp sales are potentially going
to go down by 50 percent? So, what we were looking at there is,
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if the migration continues with folks buying stamps at grocery
stores and other locations, or buying online, there will be less de-
mand in the postal lobby.

Today, 30 percent of all retail sales occur outside of a post office,
with 50 percent of those sales expected to go away because stamp
sales are going away and more people are migrating out of those
lobbies. We think thousands of post offices might be candidates to
be closed, but maintaining access to people by selling stamps at
their door.

Ideally, we would like to think of any computer in America as
a post office, and we would like to think of the letter carriers that
come to every door every day as servicing those accounts.

Mr. CHAFFETZ. If we could just address in the final seconds that
I have here the effect energy prices has on your cost structure——

Mr. POTTER. It is $8 million per penny, so you just described $8
million per penny growth in gasoline prices, so you described that
it was $2, it went to $3—$800 million.

Mr. CHAFFETZ. Thank you. Thank you, Mr. Chairman.

Mr. LyNcH. I thank the gentleman.

The Chair now recognizes the gentleman from Ohio, Mr.
Kucinich, for 5 minutes.

Mr. KucINICH. Mr. Chairman, members of the committee, in the
analysis that GAO did, they talk about the declines in revenue due
to economic downturn, changing use of mail, link to continuing
shift to electronic communications, and payments. One of the
things that I think the Postal Service has not been mindful of, and
certainly GAO doesn’t seem to have a fluency with is the problem
of people who are on the other side of the digital divide, people who
don’t have access to the Internet, people who aren’t skilled in using
electronic payments over the Internet, people who don’t do elec-
tronic banking, because we have constituencies. I would think that
they would tend to be people in lower socio-economic scale, but they
also might be people who are elderly, who don’t have the fluency
with the Internet.

The whole idea of universal service means universal without re-
spect to age, to income, to race, or to any other indices that you
might use as a society. Members of this committee, we are actually
looking at dismantling universal access.

I want to give you some ideas of how they are doing it. Look in
your neighborhoods. Taking mailboxes out of a neighborhood, now
for some people that might not seem like a big deal, but suppose
you are used to moving the mail from your house to the post office
by walking, walking to a mailbox. Mailboxes by the thousands have
been removed from communities. Nobody talked to any Members of
Congress, I can promise you that. They didn’t ask for any of our
opinions whether you move a mailbox out.

So then you go to closing post offices. That is the next part of
the infrastructure. Then the next step after that is want to talk
about doing away with Saturday delivery.

There are FedEx boxes outside of some U.S. Postal Service facili-
ties. The post office, one of their recommendations that I see being
made here, is to move to grocery stores and other retail locations,
post office operations.
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Mr. Potter, have you ever had any discussions, you or members
of your staff, or did you have any communications or memoranda
or e-mails with respect to talks that you have had with individuals
regarding subsequent privatization of post office services, any com-
munication of any kind whatsoever?

Mr. POTTER. As part of our analysis that was done by McKenzie
and Co., they did an analysis of whether or not privatization made
sense. Their conclusion was that it did not. It is part of the report.
Basically, the reason that they said that was that if somebody were
to come in and want to take over the Postal Service, that they
would want to have a pathway to profit, and the only pathway to
profit would be to deal with legacy costs, allow freedom regarding
frequency of delivery, and retail outlets. And they concluded that
they would even have to go further than what we are proposing in
terms of the changes that are out there.

Mr. KucCINICH. That is the McKenzie study.

Mr. POTTER. Yes, sir.

Mr. KucIiNICH. But it wouldn’t be unusual to have legacy costs
dumped on the Government and then have the private sector cher-
ry pick the profits.

Mr. POTTER. Sir, I am not a proponent of that at all. I am saying
that we are not proposing privatization. What we are trying to do
is preserve——

Mr. KuciNIiCH. You didn’t answer my question. Aside from
McKenzie, have you had any meetings with anyone saying, Oh, you
are going to let go of Saturday delivery, well, we will fill the gap?

Mr. POTTER. No.

Mr. KucINICH. Really?

Mr. POTTER. Really.

Mr. KuciNICcH. No one on your staff at all?

Mr. POTTER. I don’t know. I can only speak for myself. I am not
aware of any.

Mr. KuciNICH. And that means that you are really not anticipat-
ing then anyone else picking up the slack if you do away with Sat-
urday delivery?

Mr. POTTER. I don’t believe the economics are there to do it, and
I look at the competition in the package arena and I look at what
they charge for Saturday delivery, and they put a premium on Sat-
urday delivery. The lowest price I saw is an additional $12.50 per
piece.

Mr. KucinicH. I will submit some followup questions in writing.
I thank you.

Mr. LyNcH. I thank the gentleman.

The Chair now recognizes the gentleman from Missouri, Mr.
Luetkemeyer, for 5 minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

Gentlemen, as we were going through this this morning and we
are talking about reducing service, have you had any sort of cost/
benefit analysis done, or have you looked into what it is going to
cost individuals and businesses if you cut back on your delivery
service at all?

Mr. POTTER. We have made inquiries of our customers and we
have been talking on a regular basis with our customers. The bulk
of our major customers have said that they can make this change
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and make adjustments to the way their businesses operate and ad-
just to a 5-day delivery. There are some customers who simply will
not be able to make a change, and probably the most obvious exam-
ple is newspaper delivery, generally in rural areas where they have
6-day newspaper. Obviously, if we are not delivering on Saturday,
we don’t have a business solution for them. But there have been
ongoing dialog with businesses. We probably would have saved well
over $3.5 billion had it not been for adjustments that were made
in our plan to accommodate businesses in terms of frequency of de-
ivery.

Mr. LUETKEMEYER. OK. I am just curious about that, because I
know we may be cutting our nose off to spite our face here if we
wind up incurring more costs as a society as a result of what you
are proposing here. I mean, there is another cost that is going to
be passed along to the consumer if the businesses have to absorb
additional costs as a result of the lack of mail service for an addi-
tional day.

Mr. POTTER. Well, one of the reasons—I mean, there is a fine
balance here between service and cost.

Mr. LUETKEMEYER. Right.

Mr. POTTER. And so the pathway to addressing cost, unfortu-
nately will affect service.

Mr. LUETKEMEYER. Right.

Mr. POTTER. We do want to preserve universal service for all of
America, and one way to do it is to reduce the frequency

Mr. LUETKEMEYER. Right.

Mr. POTTER [continuing]. And keep rates affordable. And so try-
ing to find that balance is very difficult.

Mr. LUETKEMEYER. To followup on a comment of the gentleman,
Mr. Kucinich, my concern also is along the lines that if you do
away with the 6th day somebody else will step in, provide that
service, or cherry pick those areas that they can provide service
and make money on that service delivery and then, at the end of
the day, by allowing them to sort of get their nose into the busi-
ness, suddenly whittle away at the rest of the Postal Service busi-
ness. Is that a possibility?

Mr. POTTER. I don’t believe so, sir, but, again, the competition,
the main competition, charges a $12.50 premium per piece that is
delivered on Saturday. We have a declining business. The fact that
we still have a 5-day network, I think makes us extremely strong,
and we are very efficient when it comes to the handling of mail.

Mr. LUETKEMEYER. Well, you use the FedEx and UPS folks, and
they provide a similar delivery service of packages, so therefore
they have already cherry picked out part of your business. It would
seem to me that it would make sense that if you gave up part of
the business somebody would fill a void there on part of it that can
actually make money, and before long they wind up expanding that
service to all 5 days rather than just the 6th day.

Mr. POTTER. I am not going to say

Mr. LUETKEMEYER. I just point that out as a concern.

Mr. POTTER. I am not going to say there is no risk, but I think
the risk is minimal.

Mr. LUETKEMEYER. Yes. In your testimony here both of you, Mr.
Herr and Mr. Potter, both talked about expanded products and
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services, and you mentioned one, I think, Mr. Herr, with regards
to the new box that whatever fits in, one price and off it goes. That
is a neat concept and it works very well, apparently.

What other products and services do you have in the pipeline or
considering or things that may be on the horizon for us here?

Mr. POoTTER. Well, I will give you one example that we just
shared with a convention that we had down in Nashville this week.
We are entering into an agreement with Hallmark that they will
sell prepaid envelopes for their greeting cards, so it will be one-stop
shop. You buy the card, you are buying the prepaid envelope at the
same time. We are using an intelligent mail bar code, which is a
new code that we have been deploying to help us with the account-
ing of that process. So that is an example of just trying to bring
added convenience to the customer base.

Mr. LUETKEMEYER. That is interesting.

Thank you, Mr. Chairman. I yield back the balance of my time.

Mr. LYNCH. I thank the gentleman.

The Chair now recognizes the gentleman from Virginia, Mr.
Connolly, for 5 minutes.

Mr. ConNOLLY. I thank the Chair and I thank both of our panel-
ists for being here this morning.

Mr. Chairman, I will, with your permission, enter my full state-
ment into the record, but I must say, I continue to be bothered by
the fact that the approach to trying to deal with the issues of sol-
vency and long-term viability of the Postal Service continue to be
ad hoc. I must confess to some disappointment in the GAO report,
in particular, that we are not looking at a more comprehensive new
business model approach. Ad hoc cuts to delivery service may save
money in the short run, at long-term cost in terms of customer
base. I think Mr. Chaffetz raised some very legitimate concerns
about going from 6 to 5 days a week.

I would note with historical interest that this discussion occurred
in 1976, where a similar situation was faced and the Postal Service
again said if we don’t go from 6 to 5 we will never make it, and
subsequently, of course, the Postal Service actually experienced
some record profits without cutting service from 6 to 5 days.

I would like to ask the GAO rep, we keep on talking about this
$238 billion in cumulative losses, and I bring to your attention the
thoughtful testimony of CRS which says you have to look behind
that number. First, there are certain assumptions made about
what will or will not happen in terms of economic growth and cus-
tomer base for $238 billion. Second, you would have to ignore the
statute that says there is a statutory debt limit actually in USPS,
and then you would have to assume Congress does absolutely noth-
ing for 10 years and that you would borrow $231 billion from the
U.S. Treasury.

That is a little hard to believe, so I am a little concerned that
in bandying about this $238 billion number we are ignoring some
obvious things that are going to happen, and it looks, frankly, a lit-
tle bit like a scare tactic to get us to make some decision that may
or may not be popular. And they may, in fact, be viable decisions,
but how real really is that $238 billion number? And would you
care to respond directly to the Congressional Research Service re-
port, page 11, that lays out the flaws in this $238 billion?



133

Mr. HERR. I appreciate the question. In looking at that number,
we realize that is the number that says if nothing else changes. I
agree, things will change. There is attrition that is expected. Given
the drop in volume and revenue, the idea that the Postal Service
would be self-financing, one would expect that number was prob-
ably by far the worst-case scenario.

It is the number that is put out there to provide some context
for what happens if nothing were to change, but it is understood
that things would have to change in the interim.

Mr. CoNNOLLY. And we would do nothing for 10 years.

Mr. HERR. I would assume that would not be the case.

Mr. CoNNOLLY. Right. So how real then is the $238 billion num-
ber that has been bandied about in testimony here and in the press
and—I mean, one begins to conclude it has no basis in fact at all,
other than to scare people.

Mr. HERR. Well, I think that it is a starting point. I mean, again,
this is a number that the Postal Service came up with, but it is,
I think, to provide an illustrative case of not doing anything. And
if nothing is done, then you will face those kind of challenges.

Mr. CoNNOLLY. Could I ask Postmaster General Potter to re-
spond to that?

Mr. POTTER. Well, I agree with what he just said. It is what hap-
pens if nothing is done. We did lay out a way of closing $123 billion
of that gap, and, again, through aggressive management, focus on

roductivity. There is an element of growth that is built into that
5123 billion. However, there is a sizable gap beyond that.

Mr. ConNoOLLY. Can I interrupt you for just 1 second there, Mr.
Postmaster General, because you make a very good point. You
would have to assume, for $238 billion to be real, we do nothing,
including you. You already said you are going to use the authority
you have to make reductions totaling $123 billion; is that correct?

Mr. POTTER. That is correct.

Mr. CONNOLLY. So the $238 billion number is already not real.

Mr. POTTER. It is a theoretical number.

Mr. CONNOLLY. A theoretical number. Except that you have al-
ready announced here you are taking steps to make sure that theo-
retical number is never real.

Mr. POTTER. Exactly.

Mr. ConNoLLY. Thank you.

Mr. LyNcH. I thank the gentleman.

The Chair now recognizes the gentleman from Indiana, Mr. Bur-
ton, for 5 minutes.

Mr. BURTON. General Potter, it is good seeing you again.

Mr. POTTER. Good to see you, Mr. Burton.

Mr. BURTON. You have been there for a while and you have done
a good job, and I really don’t envy the position that you guys are
in right now, because with the Internet and everything it has to
be a real problem.

Mr. POTTER. Well, I don’t envy the Federal Government, either,
so you have a tough job, yourself.

Mr. BUrTON. Neither do I.

According to Congressional Research Service testimony, the Post-
al Service has reduced its post office inventory by slightly over 15
percent since 1970, and I assume that these facilities were closed
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for reasons other than or in addition to profitability. Last year, you
began to review stations and branches which the Postal Service
maintains that is not subject to the same legal hurdles that post
offices. In the absence of these legal hurdles, how many branches
have you shuttered, how many will you close, or are you still in
study mode? And this is the question: it is my understanding that
the Postal Regulatory Commission estimates that closing all small
and rural post offices will yield savings of about 7/10 of 1 percent
of your operating budget. That doesn’t sound like very much. Is
that going to make a big impact?

Mr. POTTER. Let me try to answer all those questions.

First, from stations and branches, we did have a national review
of stations and branches. Our local offices have made recommenda-
tions for changes. Subsequent to that, we received the advisory
opinion of the Postal Regulatory Commission and we also com-
pleted our analysis on the plan that we submitted to you as part
of my testimony. We are in the process of reviewing those rec-
ommendations in light of the Postal Regulatory Commission’s sug-
gestions, as well as to make sure that we are aligned with our plan
to assure that there is access, that we don’t close anything without
assuring that the community has access. So far we have closed
none. OK?

Regarding post offices, I think there is an assumption that if],
post offices were under review nationwide, that somehow small
post office would be the target of the change, and I will just tell
you that Canada embarked on a review of their post offices to de-
termine where they had alternate access in light of some of the
challenges that we similarly face. They would close offices where
there was no access. Much to their own surprise, what they found
out was that many of the rural post offices ended up having to re-
main open because of the fact that there was no alternative access
in many of those communities.

So it is a matter of we don’t have a plan to abandon any commu-
nity. We recognize universal service. The question is: how can that
best be provided? And if finding a location that is open 7 days a
week and 14 hours a day or more, if that provides better access to
a community than a post office that has more restricted hours,
then that is the choice that will be made.

So, again, I think that a lot of people rush to judgment about
what the outcome of the process will be, and we have not embarked
on it. But no, there is no one back in postal headquarters saying
this is the community and we are going to wipe these out; it is
going to be a matter of a process and it is going to take a lot of
time.

Mr. BURTON. So I presume we will see you back here after you
go through your study and make your decisions?

Mr. POTTER. Right. And I think it will evolve over time, and it
will be on a community-by-community basis.

Mr. BurTON. OK.

Mr. POTTER. It is not going to be made at a national level. We
don’t know what is going on in the State of Washington or in Flor-
ida. Our local managers know best what is down there.

Mr. BURTON. OK. I think Mrs. Maloney asked this question. I
don’t think she is here now. But I think you said a 1-year fix was
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supposed to fix the problem that we might be facing as far as going
to 5-day delivery service from 6 days. What happened?

Mr. POTTER. Well, just let me see if I can clarify. one of the
things that we believe was that we over-funded the Civil Service
Retirement System pension fund. We believed that back in 2003
when the law was changed that declared that we were over-funded
by $17 billion. At the time, the Postal Service felt that it was over-
funded by over $100 billion, and we appealed to the Board of Actu-
aries at OPM, and they said no, that the way OPM did their analy-
sis was correct.

The 2006 law, Congress added a provision that enabled the Post-
al Service to appeal to the Postal Regulatory Commission to have
an actuary review that decision. We have made that appeal, and
I believe the Postal Regulatory Commission is reviewing that.

Should a decision be made that would benefit us in terms of that
split that occurred back in 1971 over who paid for what, then we
would use some of those funds to delay moving from 6 to 5-day de-
livery.

M;“ BURTON. Mr. Chairman, could I one more real quick ques-
tion?

I would like to ask this question of Mr. Herr. I think GAO has
recommended that the pre-funding be continued at the Postal Serv-
ice. I would just like to know, if GAO had to do pre-funding, how
much would that cost?

Mr. HERR. What it would cost GAO as an agency?

Mr. BURTON. Yes.

Mr. HERR. I haven’t done that analysis.

Mr. BURTON. Well, I am just curious, because you have rec-
ommended that the Postal Service be pre-funded, and a lot of peo-
ple agree with that, but we don’t do that with any other agency of
Government. I would like to know how much it would cost. If you
could give us that for the record, I really would appreciate it.

Mr. HERR. I can ask our financial office to see if they can put
that number together.

Mr. BURTON. Thank you, sir.

[The information referred to follows:]
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2. How does that actuarial payment schedule compare to the current
payment schedule?

GAO's April 2010 report also discussed how the actuarial payments discussed in
Question 1 compare to the schedule provided in current law for fiscal years 2010
through 2020." In brief, over this 11-year period, current law is estimated to require
USPS contributions of approximately $90 billion, which amounts to about $9.7 billion
more than the actuarial approach we used. USPS has already said that it cannot
afford its required prefunding payments under the current schedule. As we stated in
our report, any proposals to modify these payments should be structured so that
USPS funds its retirement health benefit obligations—including prefunding these
obligations—to the maximum extent that its finances permit.

Question from Representative Burton

1. Currently, the USPS is required to prefund their 75 year retiree health
benefit obligations over the course of the 10 years. In a given year, if the
entirety of the federal government had to do the same, how much would that
cost?

Using the same actuarial approach we used in our April 2010 report, we estimated
that the annual payment in fiscal year 2010 to prefund the non-postal portion of the
federal government’s civilian retiree health obligation would be approximately $27
billion. This payment has two components: the cost of currently accruing benefits, or
“normal costs,” and the amortization of the unfunded obligation in payments over 40
years. Using OPM's health care cost inflation trend rate for fiscal year 2010 of 8
percent, we estimate that the fiscal year 2010 normal cost for non-postal employees
would be approximately $10 billion. Further, over 40 years, an annual payment of
over $17 billion would be required, using OPM’s assumptions of gradually declining
health care cost inflation and an interest rate of 6.25 percent compounded annually,
to amortize the non-postal, civilian retiree health obligation of nearly $252 billion that
GAO derived from OPM’s estimates® as of the end of fiscal year 2009.

In comparing USPS to the rest of the federal government, it is important to recognize
that, unlike most of the federal government which is funded through direct
appropriations, USPS operates under a fundamental principle that it should be
financially self-supporting. Thus, it strives to generate enough revenues from
products and services to cover its costs. Congress, with the enactment of PAEA,
required USPS to begin prefunding its retiree health benefit obligations. Requiring
USPS to prefund its retiree health obligations to the maximum extent that its finances

"GAO-10-455, page 25.

*The non-postal retiree health obligation was calculated by subtracting USPS's obligations as of
September 30, 2009, (as calculated by OPM) from the total obligations that OPM reported in its fiscal
year 2009 financial statements for the Federal Employees Health Benefits (FEHB) program.

Page 5
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permit will help ensure that funds generated from ratepayers, not taxpayers, will be
available to pay for the benefits of USPS retirees.

Lastly, as a matter of clarification, PAEA did not require USPS to fully prefund its
retiree health obligation over 10 years, but only to begin prefunding its existing
obligations. USPS’s reported obligation is the amount of costs that have accrued as of
the current date but does not include benefit costs that have yet to accrue for USPS’s
current or future employees. Assuming that USPS were to make all of its remaining
prefunding payments from fiscal years 2010 through 2016 under current law, USPS
would still have a remaining unfunded obligation of $27 billion at the end of fiscal
year 2016. In comparison, USPS’s unfunded obligations for retiree health benefits
were $75 billion on September 30, 2006, shortly before PAEA was enacted.

Page 6
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Mr. LyNcH. I thank the gentleman.

The Chair now recognizes the distinguished gentleman from Illi-
nois, Mr. Davis, for 5 minutes.

Mr. Davis. Thank you very much, Mr. Chairman. I want to
thank you for calling the hearing. I certainly want to thank the
witnesses for appearing.

Actually, I want to commend Mr. Potter and his management
team, along with the stakeholders and unions, for holding together
a system that I think we have sort of been asleep a little bit with.
I noticed that Mr. Connolly is not here, the gentleman from Vir-
ginia, but I think he makes a very astute observation, and that is
that there has been some negligence in terms of planning for this
day, and sort of knowing that it was going to come. Someone re-
minded me when I was in undergraduate school and my advisor
had me take 10 hours of German, and I should have been taking
10 hours of Spanish, and I am sure that he meant well. I mean,
he had his rationale and he had his motivation for doing it. And
I am sure that some of the approaches that we have taken, we
have meant well, but I think we had to kind of know that we were
moving in the direction just with the change in environment, the
change in economies, and the changing of time, that we would be
at this juncture.

Mr. Potter, let me ask you, if we were to refund or transfer the
overpayment, and I guess the idea is that this would give us some
breathing room to try and search for more long-term solutions, how
much time, or do you have any projection relative to how much
time that might provide us with?

Mr. POTTER. Depending on what was done with the money, we
have kind of examined what we would do. I think it gives us a 5-
year window, assuming that we could take the moneys, pay down
our debt, the debt that we have now, assure that we fully fund
CSRS, because there is a potential $10 billion there that there
might be a gap, and then use the funds to pre-pay the retiree
health benefit trust fund payments that are due in the next 5
years. I think it could cover that gap, but I think at that point in
time we would be sitting down again talking about how we effect
the changes that we have laid out in our plan.

Mr. DAvis. Well, let me just say that for this one Member, that
sounds like a very rational approach to me, that there are no sim-
ple solutions to very complex problems and circumstances, and ob-
viously it is going to take a tremendous amount of understanding,
negotiation. I think we have all of the stakeholders that we want
to try and keep in business. We certainly want to recognize the
problems and workplace concerns of the men and women who actu-
ally process and deliver the mail. And so I think that this is an ap-
proach that we certainly need to be pursuing.

Mr. Herr, let me ask you: what does high risk mean to the Gov-
ernment Accountability Office?

Mr. HERR. Congressman Davis, GAO has a list of about 30 agen-
cies that are high risk in different areas. In the case of the Postal
Service, we refer to the high risk in the sense of the financial con-
dition of the Postal Service, and by that we are referring to the
idea that Congress suggested the Postal Service be self-sufficient;
that is, to have revenues to cover its cost.
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It became clear last summer that was very much at risk, given
the decline in mail volume, the decline in revenues, and then what
that meant for their business model in terms of their operations.

Mr. DAvIS. And so, if I were to translate that into layman termi-
nology, it would mean that something has to be done.

Mr. HERR. Yes.

Mr. Davis. Otherwise, things are going to get worse.

Mr. HERR. Well, yes. You could say that is a good way to put it.

Mr. DAvis. And, finally, let me just ask you, you did mention
that we need to re-examine our structure for collective
bargaining

Mr. HERR. Right.

Mr. DAVIS [continuing]. With the management of the Postal Serv-
ice and the unions. Could you kind of amplify that a bit?

Mr. HERR. Yes. Part of that is the thinking that—they go into
union negotiations this year—if something goes to binding arbitra-
tion, simply that the financial condition of the Postal Service is
taken into consideration so that there is the possibility that what-
ever agreement is reached through that process, that it is going to
be one that can be sustained going forward.

Mr. Davis. Thank you very much, gentlemen.

Mr. Chairman, thank you. I yield back the balance of my time.

Mr. LyNcH. I thank the gentleman.

The Chair now recognizes the gentlelady from California, Ms.
Chu, for 5 minutes.

Ms. CHU. Mr. Potter, on the 5-day delivery question, my issue is:
once we go down this road where does it all end? It is my under-
standing that once the language requiring 6-day delivery is re-
pealed, there would be no legal barrier to prevent the Postal Serv-
ice from reducing delivery days further from 5 days to 4 days or
a 3-day delivery. Certainly, we have seen postage stamps increase
with alarming frequency, more and more so. For me it is even hard
to remember what the last postage stamp rate was.

On delivery issues, Business Week Magazine called on the Postal
Service to shift immediately to 3-day delivery within days of the
Postal Service’s announcement of its action plan. Of course, that
would be really alarming. It would destroy half our jobs, but also
likely lead to a death spiral for the Postal Service, with less service
leading to less mail volume leading to less service and so on.

So, Mr. Potter, what guarantees, if any, would postal workers
and the American people receive that there would not be further
reductions in delivery days?

Mr. POTTER. Let me just say, Congresswoman, that we did look
and try to look out into the future, and what we did do was build
a 10-year plan, and so our plan is suggesting that, assuming that
there were a broad array of opportunities to close the financial gap,
that is all we would have to do in the next 10 years is move from
6 to 5. However, we haven’t looked beyond that. In fact, there are
many folks who are saying that our estimate of 150 billion pieces
of mail in 2020 is optimistic. I hope it is not. We are going to work
hard to try and beat that plan, that forecast, but there are no as-
surances beyond the next decade. I think it is going to be a func-
tion of America’s use of the mail.
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When you think about that, I look at the Postal Service. We are
mailing less than we had in the past. The Federal Government is
mailing less than they have in the past. Most businesses in Amer-
ica are mailing less mail, and most Americans are mailing less.

Going forward, we think that trend is going to continue, so it
does create a very complex situation for us and for everybody. How
do you match our use of resources with the revenues that we are
going to take in?

Ms. CHU. My other question is whether switching to a 5-day de-
livery week would actually accelerate the loss of customers, be-
cause letters mailed on Friday night would not be picked up until
Monday morning or Monday afternoon. Less frequent delivery is
going to accelerate the shift to electronic invoicing. Booming busi-
nesses like mail order prescriptions would be threatened because
they count on Saturday delivery. They might go over to FedEx or
UPS. And as they open accounts and become more comfortable
with these other services, they would start to use the Postal Serv-
ices less. So it seems that Saturday delivery is the Postal Service’s
key strategic advantage over its private competitors over UPS and
FedEx and gives away one of the more important comparative ad-
vantages in the one area of the postal market that is likely to grow
when the economy recovers.

So over time the loss of revenues could outweigh the short-term
savings, so how is the Postal Service going to make up for those
lost customers?

Mr. POTTER. What is very interesting, I went around the country
and talked to a lot of CEOs and others who are in business. When
you sit down and you talk to them and you say—for example, you
mentioned DVD rentals. You sit down and you talk to those folks,
what is your ideal business model for in the next decade? And their
business model would be out of the mail. They would do downloads
to a box that people have in their home. So their long-term busi-
ness model is to move away from the mail.

Likewise, when you look at bill presentment and bill payment,
the ideal model for these folks is to have 100 percent of bills pre-
sented online and 100 percent of bills paid, through online. They
recognize that America is in a state of transition, that they are
never going to get to 100 percent, and so they need the Postal Serv-
ice to support their transition into a future state.

The real challenge for all of us is how does the Postal Service
change as America changes, and that is what our plan presented,
was the fact that we have to be realistic about what is happening
going forward, and a lot of folks, Congressman Davis and Congress-
man Chaffetz, have talked about the fact that we really need to be
thinking about the future and designing a plan to move in that di-
rection, and that is what we attempted to do with our plan. It is
balanced. Literally everybody is affected by what we did. Nothing
in it is easy. It is all hard decisions that had to be made, and so
it is best that we could do in terms of trying to come up with some-
thing that we think was fair and affects people in a moderate way.

Ms. CHU. Thank you. I yield back.

Mr. LyNcH. I thank the gentlelady.

The Chair now recognizes the gentlelady from California, Ms.
Speier, for 5 minutes.
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Ms. SPEIER. Thank you, Mr. Chairman.

Thank you, gentlemen, for your participation this morning.

To you, Postmaster General, let me ask you, in your opening
comments you referenced that one of the things you could do was
create incentives for early retirement. Are you seriously thinking
about that? And if so, what would that look like?

Mr. POTTER. We have already done that for the two unions where
we had excess employees, and we incented with folks who are eligi-
ble to retire, we provided an early out for those who were within
5 years of retirement as part of that effort, and two $7,500 pay-
ments, one the day they retired and then one a year later.

For other unions we haven’t offered it because we actually are
in a position where we need the employees that we currently have,
and so down-sizing makes no sense when you need the folks that
you have. Why pay people to go just——

Ms. SPEIER. So even with management now you are not looking
at any incentives for early retirement?

Mr. POTTER. There is no economic justification to do that right
now.

Ms. SPEIER. OK. Let me move on to another line of questioning.
Of the 150 billion pieces of mail, how much is direct mail?

Mr. POTTER. How much will be?

Ms. SPEIER. Or how much will be, if that is a future figure.

Mr. POTTER. I believe it is 57 percent.

Ms. SPEIER. So 57 percent is direct mail. Are you losing money
on catalog delivery now?

Mr. POTTER. We are not covering our costs on some catalog deliv-
ery.

Ms. SPEIER. So wouldn’t that suggest that you have to increase
the cost?

Mr. POTTER. The price?

Ms. SPEIER. Yes.

Mr. POTTER. Yes.

Ms. SPEIER. The cost to the catalog company?

Mr. POTTER. Well, there is two ways of addressing it. One is to
try and take cost out of our system to try and bring our cost in line
with what people pay, as well as raise the price to bring it in line.

Ms. SPEIER. So how much are you losing money? Is it $100 mil-
lion? Is it $10 million?

Mr. POTTER. It depends on what category of mail it is, but there
are several types of mail that are not covering their cost.

Ms. SPEIER. I am talking about catalog mail in particular.

Mr. POTTER. I can provide that for the record.

Ms. SPEIER. All right.

Mr. POTTER. I don’t know it off the top of my head.

Ms. SPEIER. Would you do that, then?

[The information referred to follows:]
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Q7. How much is the Postal Service losing on catalog mail?

Catalog mallers use a variety of Postal Service products to deliver their mail,
pradominantly Standard Mail Flats and Standard Mail Carrier Route. Although the
Standard Mail flats product fails to cover its attributable cost (82.4 percent cost
coverage in FY2008), Standard Mail Carrier Route does make a positive
contribution (144.6 percent cost coverage in FY2009),.and given the distribution
of catalogs between the two products, the Postal Service estimates that
commercial catalogs as a whole generate enough revenue to cover their
attributable cost, although they may not make a large contribution to institutional
cost,
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Ms. SPEIER. Have you looked at other countries and how they are
dealing with what have to be similar issues around their Postal
Service?

Mr. POTTER. Yes. In Germany they charge 80 cents for a stamp.
In Canada they have gone from 6-day delivery to 5-day delivery.
The same in Australia. But generally if you look around the world,
we have the lowest price stamp, lowest price postage in the world
for developed countries.

In addition to that, they are starting to look at things that we
have done to grow volume, so they are looking at advertising mail,
they are looking at things like opening up their network to allow
people to bring mail into their system at different levels. We are
the largest post in the world. We deliver over 40 percent of the
world’s mail. We are the most open post in the world in terms of
providing users of the mail access at all levels, not just at origin,
but you can bring mail to destination and pay a rate, you can bring
mail to the delivery unit and pay an even lower rate.

The key to our business model has been volume. We have a busi-
fr‘1ess model that was built on volume. It worked tremendously
or——

Ms. SPEIER. But that is not what our business model is going to
be moving forward.

Mr. POTTER. It can’t be moving forward because volume is going
away because of electronic——

Ms. SpPEIER. All right. I have one major question. I apologize to
Chairwoman Goldway for stealing her thunder a little bit, but in
her testimony that she will be making later, she says: in the Postal
Service plan, regrettably there is no growth, no rejuvenation, and
little innovation. It sounds to me that if we are going to continue
to have a Postal Service that is viable, there are lots of changes
that have to take place. Probably the most important change is one
around innovation, whether it is electrifying your vehicles or look-
ing at derivatives in terms of protecting yourself against the in-
creased cost of gasoline.

Mr. POTTER. [Laughing.]

Ms. SPEIER. No, I am serious. I mean, you are an end user, just
like the airlines are an end user for gasoline. They use derivatives
to protect themselves against the cost of gasoline or petroleum from
going up. I mean, I think we have to look at the entity differently.
Whether or not you should be able to actually contract with catalog
companies to provide better rates for the volume of shipping that
is going on, because if online purchasing is going to be a thing of
the future, then your shipping function is going to be far greater
than the envelope.

I think the innovation is where we are lacking right now, and 1
would encourage you in the future to look at that.

My time has expired.

Mr. POTTER. Well, regarding derivatives, we will follow the lead
of the Federal Government. You buy a lot of gasoline, as well.

Mr. LYNCH. As I understand, the post office is also paying State
gas tax; is that correct?

Mr. POTTER. No.

Mr. LYNCH. You are not?

Mr. POTTER. No.
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Mr. LyncH. OK. The Chair recognizes Mr. Clay from Missouri for
5 minutes.

Mr. Cray. Thank you, Mr. Chairman. Let me thank you for hold-
ing this important hearing to address the essential issue of secur-
ing the future of the U.S. Postal Service.

We have all watched the Service suffer under the strain of un-
precedented financial loss, and it is clear that a myriad of solutions
are necessary.

I want to take this opportunity to urge all of my colleagues to
continue to assess this matter and challenge us to move past con-
troversy to find real and helpful solutions.

With that, let me ask Mr. Potter, according to a summary of your
report, the Postal Service rejected cost-cutting alternatives like cen-
tralized boxes. Can you tell us about the customer polling and
other research that was used to reach this conclusion?

Mr. POTTER. Yes. We went out and surveyed -customers.
McKenzie and Co. surveyed a broad array, a statistically represent-
ative sample of America, and asked them a number of questions
around alternatives that the Postal Service has to reduce cost. One
of them was to take the mailbox from your door and move it to a
street corner cluster box which exists in many communities around
the country. Newer communities are serviced that way. Over 90
percent of those surveyed said that would be the worst thing that
the Postal Service could do in terms of the array of options that
was in front of them. They said that would be, in their minds, the
biggest degradation to service.

For example, they looked at 6 to 5-day delivery. Every survey 1
have seen, two-thirds of the respondents say that they would be
OK with that. But on the other side, in this case 90 percent said
absolutely not. That would be a big diminution of service. That is
why we pulled that option off the table. It is worth a couple of bil-
lion dollars in savings, but if the American people don’t want it, we
don’t want to go down that path.

Mr. CLAY. OK. Another of these rejected proposals was to offer
services besides mail at offices and branch locations. It seems to me
that expanding your product and services would make the post of-
fice a kind of one-stop shop for customers that would increase reve-
nue. Do you agree with that assessment?

Mr. POTTER. Congressman, we want as much freedom as we pos-
sibly can get in the law to look at options to do things outside of
what the current law says. In 2006, the PAEA was passed, and it
was extremely and is extremely restrictive regarding what the
Postal Service can do. Basically, it sells stamps, delivers mail, and
engages in the package business. We think there are other opportu-
nities for us to generate revenue, and we would like to have the
ability to study that.

Mr. CLAY. And so if you were to change to expand your products
and services, what short- and long-term effect would this change
have on the Service?

Mr. POTTER. Short term, probably none because one of the things
that we did as part of our study was look at whether or not we
should be asking to specifically get into other types of businesses
that posts around the world are in, like banking, and some folks
sell cell phones and other things. What we concluded was that any
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business you might want to get into has a certain amount of risk
and would require capital investment. Given our financial situa-
tion, we are not in a position to take risk, nor do we have the cap-
ital to invest. But we would like to have the freedom to study these
and perhaps, when we are in better shape, to begin to explore these
other options.

In the meantime, we certainly would like to consider anything
we could do at a post office to serve the Federal Government, be-
cause we are—if you think about it, 37,000 outlets for the Federal
Government, and we today do passports. If there are other things
that we could do, we would certainly want to get engaged to do so.

Mr. CLay. OK. On the 6-day versus 5-day, can you give me a
quick breakdown, basic breakdown on how much this would save?

Mr. POTTER. It will save $3 billion per year, and that will grow,
obviously, as inflation in terms of some fuel costs and employee
costs go on. So I think if you looked at it 10 years from now, it
would be worth over $4 billion.

Mr. Cray. OK. Final question. Mrs. Maloney noted that you were
from the Bronx. Does that make you a Yankee fan or a Mets fan?
[Laughter.]

Mr. POTTER. Yankees, of course.

Mr. LYyNCH. Very good. The Chair recognizes the gentleman from
Massachusetts, Mr. Tierney, for 5 minutes.

Mr. TIERNEY. Thank you, Mr. Chairman.

I thank our witnesses for being here today with us.

Can you tell me how much of the U.S. taxpayers’ money now
goes in annually to the Postal Service?

Mr. PoTTER. We do get about $100 million for services that are
provided, but other than that there is no subsidy. Zero.

Mr. TIERNEY. The customer. You get money for them being a cus-
tomer?

Mr. POTTER. Excuse me?

Mr. TIERNEY. You get the $100 million because they are a cus-
tomer? You get it for services that you provide to the Government?

Mr. POTTER. Yes. For example, we have to provide free matter
for the blind that moves through the mail, and we provide free
overseas voting. Those are the two things, the services we provide
where we are compensated for them.

Mr. TIERNEY. And other than that, not a dime of taxpayer
money?

Mr. POTTER. Exactly.

Mr. TIERNEY. So I don’t want to pick a nit with you here or any-
thing like that, but you generally refer to the American people and
you survey the American people. You are really surveying your cus-
tomer base on that?

Mr. POTTER. Exactly.

Mr. TIERNEY. Can you tell me, from your studies, your work on
it, do you think there is a social value to what the Postal Service
does to the public, in general, in any sense of the way?

Mr. POTTER. Without a doubt. Every week I probably sign five
or six letters to employees who do things that we never get any rec-
ognition for in terms of being the eyes and ears of a Government
entity in local communities, whether that is saving people in a
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burning building or alerting people, the local police, that there is
a crime being committed. It is amazing what we can do there.

Mr. TIERNEY. I agree with you. Even aside from that, just in the
every day delivery and performance of your mail, do you think
there is a social benefit to the general public to the service that you
provide?

Mr. POTTER. Yes.

Mr. TIERNEY. Could you give me a couple examples of what you
think those are?

Mr. POTTER. Well, I think just the fact that there are a lot of peo-
ple who are shut-ins, and the fact that they get mail every day is
their connection to the outside world. I also know that we carry a
lot of mail for our nonprofit organizations and that we are the main
conduit to raise moneys for charitable organizations throughout the
country. So if that conduit gets shut off, I think a lot of people are
negatively harmed.

Mr. TIERNEY. Mr. Herr, do you agree with that? Do you have any
additional thoughts on that?

Mr. HERR. I would agree. I think that your question gets in part
to the issue raised by Congressman Kucinich about the social value
of the mail and providing services to folks who are on the other
side of that digital divide.

Mr. TIERNEY. So let me ask you: if we don’t make these changes
and things keep going downhill, what we are really looking at at
some point is some privatization of this? And if a private company
were to take over this responsibility, would it be fair to say that
we could expect that you wouldn’t get mail, necessarily delivered
to your doorstep?

Mr. POTTER. That is an option that they would pursue, yes.

Mr. TIERNEY. You can bet that the prices would go up signifi-
cantly?

Mr. POTTER. I would think so, other than in some local—in rural
areas and suburban areas, without a doubt.

Mr. TIERNEY. And you could bet that some areas wouldn’t get
served at all, correct?

Mr. POTTER. Yes.

Mr. TIERNEY. As a business decision, you may not bring it out
to the person that is living in an area that is difficult.

Mr. POTTER. Certainly that is an option that would exist, so uni-
versal service would be threatened.

Mr. TIERNEY. OK. So in all of your business planning and your
assessments on that, did anybody take into account some contribu-
tion from the taxpayer for the return of all the benefits that they
get from having universal service through the Postal Service?

Mr. POTTER. No, we did not. We are not proposing that, but that
is certainly an option that you folks, folks in the Congress, could
consider.

Mr. TiERNEY. Well, it would have been nice if somebody had
studied that. You had all these fancy people, Boston, whatever, I
forget the names of the firms, proposing ways to privatize and oth-
erwise do things. It would have been nice if somebody could have
taken that aspect and put a value to that and then talk about that.
Is that something you might consider doing?
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Mr. POTTER. Well, we have put a value on universal service,
which is something that was built into the additional law. There
was a provision in the original law back in 1971 for the Postal
Service to receive compensation because of the fact that we provide
universals service at a loss in some cases to different locales in the
country. We put a price tag on that of about $4 billion, and it was
done recently. We could share that data with you.

Mr. TIERNEY. And do you ever get the $4 billion?

Mr. POTTER. No.

Mr. TIERNEY. And if you updated what the value is in today’s
present cost

Mr. POTTER. That is what it is. It had been——

Mr. TIERNEY. A smaller amount?

Mr. POTTER [continuing]. A smaller amount. And now, in today’s
dollars, it is, like, $4.5 billion, but I will get the exact number for
you.

Mr. TIERNEY. Is that an annual value?

Mr. POTTER. Annual. Annual number.

[The information referred to follows:]
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Cost of Universal Service Obligation

During the April 15, 2010 Congressional hearing on the Future of the Postal
Service, Congressman John Tierney (D-MA) and Postmaster General John
Potter discussed the cost of Universal Service. Mr. Potter explained that there
was a provision established in 1971 with the creation of the Postal Service for the
agency to receive compensation for providing universal service due to the fact
that we provide universal service at a loss, in some cases, fo different areas of
the country. Mr. Potter quoted the value at the hearing at $4 billion, and then
expanded the value fo $4.5 billion fo reflect today’s present cost.

The following is some additional information based upon studies conducted by
the Postal Service and the Postal Regulatory Commission regarding various
aspects of the USO.

USPS Estimate

As background, the USPS estimated the net impact on the Postal Service's
financial position from eliminating several aspects of the universal service
obligation. Therefore, the USPS’s estimates of various aspects of USO cannot
necessarily be added up to get to a single cost of the USO.

USPS estimates include some assumptions about the future, and are dependent
on both the structure of the USO and the postal and regulatory environment in
which the USO is imposed. The USPS estimate of net cost savings from the
elimination of Saturday delivery is taken from USPS testimony in Docket No.
N2010-1.

PRC estimates

The PRC estimated the profit impact of eliminating various aspects of the USO
and their study produced a total cost of the USO. The PRC updated their study
to reflect conditions in 2008.

With regard to the impact of 5-day delivery, the primary difference between
USPS and the PRC is that the PRC model only estimates the savings from
delivery (city and rural carriers), whereas the USPS estimates the savings from
delivery, mail processing and transportation.
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Estimates of Net Cost Savings of the USO (Billions)
PRC 2008 USPS USPS Source

Six Day Delivery 2.16 3.103 2010 Case
NonProfit Discounts 1.223 1.1 FTC Study
Unzoned Media/Library Rates 0.094 -

Losses on MD products 0.437 0.50 |FTC Study
Maintaining Small Post Offices 0.549 1.433 2008 Study
Alaska Air Subsidy 0.124 0.10 2008 Study
Uniform Rates 0.212 0.812 2008 Study
Total 4,799 7.048
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Mr. POTTER. If I could just go back a little bit historically, prior
to 1970 the Postal Service, 20 percent of the Postal Service was
provided for by appropriations, and every year coming up and ask-
ing for money became problematic.

Mr. TIERNEY. I know.

Mr. POTTER. And the Postal Service ended up in a very poor con-
dition in the late 1960’s because of the difficulty in getting appro-
priations. That is why we have been reluctant to ask for it.

Mr. TIERNEY. I remember reading it in Washington. And I know
sometimes people don’t appreciate the value until they lose it, but
80 cents delivery of an envelope might get people’s attention.

Mr. POTTER. I think we would lose a lot of mail, though, and a
lot of jobs.

Mr. TIERNEY. I think you would.

Thank you, Mr. Chairman. Thank you for your comments.

Mr. LyNcH. I thank the gentleman.

The Chair now recognizes the gentlelady from California, Ms.
Watson, for 5 minutes.

Ms. WATSON. I would like to thank the Chair for this hearing
and the witnesses for your time and patience. I will direct this to
Postmaster Potter.

One of the changes mentioned in the Postal Service’s action plan
for the future is to create a more flexible work force. While the re-
port states that a leaner organization can be achieved through at-
trition, as a large number of your employees are expected to retire
in the coming years, the report advocates replacing retirees with
part-time workers. This concerns me, because part-time work often
results in under-employment, where people do not have the oppor-
tunity to make a living wage or to receive certain benefits. The
Postal Service has a very personal appeal to me because my mother
worked there for 34 years, and I worked in the post office in Los
Angeles for 7 years, myself, and got through college because of it,
and the rest is evident in the successes I have had.

But what percentage of the work force do you envision employing
part time, and how will the Postal Service ensure that these work-
ers are fairly compensated for their work? And will part-time work-
ers still be able to participate in collective bargaining processes?

Mr. POTTER. First of all, I share your experience, because I was
a clerk and worked my way through the Postal Service, so we share
that background.

Regarding part-time, we would want to maximize to the fullest
extent possible the number of full-time employees that we have.
That is No. 1. We are not talking about abandoning that. We want
to maximize full-time employees. However, when you look at our
processing centers, we now have machines that process mail at
30,000 pieces an hour. When you look at those jobs, they are not
8-hour jobs. They might be 6-hour jobs. And, by the way, when we
say part-time, that is not a euphemism for non-career employees.
We are talking about people who might have career jobs but might
work 6 days a week, 6 hours a day, as opposed to working 8-hour
days, not because we have a preference for 6 over 8, but the work
would drive you to have a person working 6.

One of the things that we have done is consolidated tours. I don’t
know if you worked in the plant, but we have consolidated tours



151

now to try to maximize 8-hour jobs, and will continue to do that.
But when you look at the competition that does some similar work
to us on the package side and you look at the folks who work in
plants, they have a much higher percentage of part-time employees
than we do. Ours is less than 10. Theirs is upwards of 40. And we
believe that, again, it is a matter of aligning the work and picking
and hiring the people to fit the work, again maximizing full-time
jobs. We are not abandoning that.

I grew up. I was a member of the union. But we do have a fiscal
responsibility here and we have to balance the two and we have
to keep rates affordable.

Ms. WATSON. Is the real issue the fact that people are using the
Postal Services less and doing more on computers and so on?

Mr. POTTER. Yes.

Ms. WATSON. What is the bottom line, and why are we in this
position?

Mr. POTTER. The answer to your question is yes, that is the main
cause of the challenge. I think when we hit the recession we kind
of hit a tipping point. There were a number of things that hap-
pened all at the same time. Businesses went back and had invested
in doing business online. They wanted to maximize the benefit
from that investment, and the way they did that was to try and
drive, as much as possible, transactions online.

By the way, it is not just business. Even the Federal Govern-
ment—next year there is a law that is going into effect that would
have anyone who does tax preparation, if you do more than 20 tax
returns you have to file online. It is a good way of doing business.
We are not trying to stop progress. But we, in effect, are somewhat
the victim of changes that are taking place.

So this is not a matter of our employees not working hard. They
are working very hard. They are providing the best service that I
have ever seen in the history of the Postal Service to our cus-
tomers. It is a matter of the American public and the businesses’
behavior changing and the tools that they use to conduct business
is changing, and we have to change with it.

Ms. WATSON. I am very sympathetic to that issue, having been
in that system, as I just described. If you go to part time, will you
continue the kinds of benefits that you have now for your workers?
Way back in the day, in another era, this was a perfect job for sin-
gle mothers to take care, because all the benefits were part of the
package.

Mr. POTTER. It still is. It still is a great job.

Ms. WATSON. And you could adjust your hours and all.

Mr. POTTER. Right.

Ms. WATSON. So I am very, very concerned if you change that,
that we don’t put people in a lower category.

Mr. PoTTER. Right. If they are career employees, as I described—
there will be a mix of some non-career and career, but the career
employees would get the full benefits that we provide under our
contract. In fact, the non-career employees, based on the health
care plan that was just passed, we are going to have to work
through the rules around that, and they will be provided health
care as required by law.
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Ms. WATSON. I see that my time is up, Mr. Chairman, but I just
have to make this statement. In some ways I don’t see it getting
any better, because more and more and more people are online,
and it is impacting a lot of different kinds of services and indus-
tries, too. You are waiting for recommendations from this commis-
sion; is that correct?

Mr. POTTER. No. We have laid out a plan.

Ms. WATSON. You laid out a plan already?

Mr. POTTER. And we are executing what we are in control of
under that plan, and we are asking Congress for some flexibilities
that don’t exist in the current law so that we can embark on dif-
ferent things to bring our costs in line with the revenues we expect.

Ms. WATSON. Well, I think I heard when I came in to the meet-
ing—I have been late—that you are not going to get rid of Satur-
day deliveries; is that correct?

Mr. POTTER. No, we are proposing that we do. There were a
number of panel members who you heard suggesting we not con-
sider it, but I think it is something—what we have put together,
Congresswoman, is a series of solutions and ideas on how we can
close the gap, and I think what we have to—we suggest to everyone
that we have to have very serious dialog about all of those solu-
tions and make tough choices on what we need to do going forward.

Ms. WATSON. Well, I want to go on record as opposing any cur-
tailment of services on Saturday, because many of us who have to
travel from here all the way across country, the only day we can
get our mail in our hand is Saturday and act on it, because we turn
right around and come back here. I live on the West Coast. So
please, please, please—I am asking my colleagues, too—I would
strongly suggest that you continue Saturday deliveries.

With that, I yield back. Thank you, Mr. Chairman.

Mr. LYNCH. I thank the gentlelady for her thoughtful comments.

I believe this panel has suffered enough, but before proceeding
to the second panel I would like to ask unanimous consent from my
colleagues that the statement of the full committee chairman, Mr.
Towns, and a statement from the National Association of Retired
Federal Employees be entered into the record.

Hearing no objection, so ordered.

[The prepared statement of Hon. Edolphus Towns and the state-
fmﬁnt from the National Association of Retired Federal Employees
ollow:]



153

Chairman Edolphus Towns®’ Opening Statement
April 15, 2010

Good morning and thank you all for being here at this hearing, “Continuing to Deliver:
An Examination of the Postal Service’s Current Financial Crisis and Its Future Viability.”

We are here today to discuss the financial crisis facing the United States Postal Service

and the unsustainable business model threatening its viability. For more than 200 years
the Postal Service has connected American citizens, facilitated commerce, and provided
good paying jobs.

Now, this tradition of service is under more pressure than ever before. Mail volume has
dropped precipitously, from 213 billion pieces in 2006 to 177 billion pieces of mail in
2009, causing revenues to fall as well. The Postal Service is losing money at an alarming
pace, and its health and pension obligations exceed the Postal Service’s ability to pay for
them at this time. In response to these problems, the Postal Service has cut jobs through
attrition and put many cost saving measures into place over the past decade. Despite
these efforts, the Postal Service has not yet implemented a comprehensive strategy to
create a business model to put the Postal Service on a sustainable path.

Even in this difficult environment, postal workers continue to deliver a high level of
service. The Postal Service remains one of the most trusted organizations in America.

We are not here to blame anybody for these problems. Everyone who has a stake in the
success of the Postal Service needs to come together to find solutions that ensure its
viability. Today, we will hear about two reports that provide potential solutions to the
problems in the postal system.

The 2006 postal reform law required the Government Accountably Office to write a
report on the postal business model by 2011. Because of the financial crisis at the Postal
Service, GAO moved up the publication of this report by a year. This is a very
comprehensive report, and I thank GAO for its timely and thorough work.

The Postal Service also released a report recently, explaining its strategies for the future:
The report suggests several measures to help the Postal Service, with a heavy focus on
cuts in service.

1 recognize that changes are needed, but we need a model for change that carefully
balance the economic needs of the Postal Service with its core mission of universal
service at affordable prices.

I am also concerned about the impression left by the Postal Service publicity campaign
on 5 day delivery. Some newspaper articles have created the impression that 5 day will
solve all the Postal Service’s problems. We still don’t have a firm handle on how much
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would be saved by eliminating a day of delivery, nor do we have a complete
understanding of the impact of this proposal on customers and the postal workforce. We
need a through review of all aspects of the postal business model, including 5 day
delivery, to make sure that economic and social issues are fully addressed in future
business and policy decisions.

Besides long term business strategies for the Postal Service, another key issue is the
agency’s responsibility for CSRS pension payments for employees. Employees who
worked for both the old Post Office Department before 1971, and the independent Postal
Service after 1971, receive pension payments that are funded by the federal government
and the Postal Service.

The Postal Inspector General says that the Postal Service has overpaid for these pensions
by as much as $75 billion dollars. If this is correct, it might put the changes suggested by
the Postal Service and GAO in a whole new light.

We will take a closer look at this issue and I hope we can come to some kind of
agreement on how to protect retiree pensions and strengthen the Postal Service.

First we will hear from the Postal Service and GAO on their reports, while our second
panel will discuss the impact of these recommendations.

Again, I thank all our witnesses for appearing today and I look forward to their
testimony.
Hit#
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The National Association of Active and Retired Employees (NARFE)
represents the retirement interests of currently employed and retired
federal workers from the entire federal community, including those now
working for and those retired from the U.S. Postal Service. In that role, we
guard seriously against any administrative or legislative proposals that
could erode or endanger the earned retirement annuities of federal
workers.
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For that reason, we must voice our concern about the possible and
unknown consequences that might arise from either replacing the current
formula for determining the Postal Service’s payments to the Civil Service
Retirement and Disability Fund (CSRDF), or requesting a refund of
payments, in the range of $75 billion, from the fund due to what the postal
service believes is a calculation error in the payment amount. it has also
been suggested that to improve its cash flow, the postal service forgo its
$5.6 billion payment to the retiree health benefits fund.

We understand that the Postal Service faces another year of very difficult
financial factors, possibly facing even greater losses over the next decade.
‘Clearly, a number of operational and fiscal changes will be made to bring
costs and revenues into line again. However, should those changes involve
the funding arrangements with the federal annuities and health benefit
-system, we request that they be done only after a thorough actuarial review
by the Office of Personnel Management.

Only after some important questions are answered, should a decision be
made. The issues needing more data most important to NARFE are:

-v" What is the effect on the CSRDF’s liabilities if refunds are made,
payments are slowed or a new formula lowers payments from the
.. postal system to the CSRDF?
v" Did OPM calculate the current formula correctly or was there an
overpayment by the postal service?
v If there is a change in funding procedures, is this a more permanent
solution that will mean no further potential destabilization to the
CSRDF? :

in any case, the result will be to remove, slow or lower payments to CSRDF
from the postal service.

in the upcoming years there will be enormous efforts by the Administration
and Congress to reduce our trillion dollar deficit and US debt burden, while
at the same time attempting fo deliver financial and health benefits to an
aging population. All government programs, particularly retirement and
health entitiements will be up for review and consideration. It is important
the actuarial and financial status of the civil service retirement fund not be
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called into question or altered adversely by a new system of payments at
this critical time.
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Mr. LyncH. I want to thank both of you for your testimony, your
help. As Mr. Issa and Mr. Chaffetz have commented, and Mr. Bur-
ton, you don’t have an easy job. We have some tough decisions to
make. But I appreciate the work that you have put into this. I look
forward to working with you on these problems as we move for-
ward.

I bid you both have a good day. Thank you.

I would welcome our second panel to take their places.

Let me welcome our distinguished witnesses for the second
panel.

As with the first panel, it is the committee’s policy that all wit-
nesses are sworn in. May I please ask you to rise and raise your
right hands.

[Witnesses sworn.]

Mr. LYNCH. Let the record show that the witnesses responded in
the affirmative.

Please be seated.

I am going to offer a brief introduction of each of our witnesses.

I believe each of you have been here previously. You know the
deal with the lights and the testimony. When it turns red, you
should probably sum up your testimony.

First of all, the Honorable Ruth Goldway was designated chair-
man of the U.S. Postal Regulatory Commission by President
Barack Obama on August 6, 2009, and she has served with the
agency since 1998. She is an experienced regulatory and public af-
fairs professional, with expertise in citizen participation, consumer
issues, urban planning issues, as well as the mailing industry.

Mr. David Williams was sworn in as the second independent In-
spector General for the U.S. Postal Service in August 2003. Mr.
Williams has served as the Inspector General for five Federal agen-
cies. He was first appointed by President George H.W. Bush to
serve as the Inspector General for the U.S. Nuclear Regulatory
Commission from 1989 to 1996. President William Clinton next ap-
pointed him Inspector General for the Social Security Administra-
tion from 1996 to 1998 and then as Inspector General for the De-
partment of the Treasury in 1998. In 2001 President George W.
Bush named Mr. Williams the acting Inspector General for the De-
partment of Housing and Urban Development, while he was also
serving at the Department of the Treasury.

Mr. John O’Brien is Director of Planning and Policy Analysis at
the Office of Personnel Management. He joined OPM in April 2009.
Prior to that, Mr. O’Brien was the Deputy Director for Research
and Methodology at the Maryland Health Services Cost Review
Commission. He has a master’s degree in public administration
from Syracuse University.

Mr. Kevin Kosar has been an analyst at the Congressional Re-
search Service since 2003. He is the author of many CRS reports
on the U.S. Postal Service, and he is the contributing editor at Pub-
lic Administration Review Journal. He received his Ph.D. in politics
from New York University.

Welcome all. Chairwoman Goldway, you have the right for a 5-
minute opening statement. Welcome.
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STATEMENTS OF RUTH GOLDWAY, CHAIRMAN, POSTAL REGU-
LATORY COMMISSION; DAVID WILLIAMS, INSPECTOR GEN-
ERAL, OFFICE OF INSPECTOR GENERAL, U.S. POSTAL SERV-
ICE; JOHN O’BRIEN, SENIOR ADVISOR TO THE DIRECTOR,
U.S. OFFICE OF PERSONNEL MANAGEMENT; AND KEVIN
KOSAR, ANALYST IN AMERICAN NATIONAL GOVERNMENT,
CONGRESSIONAL RESEARCH SERVICE

STATEMENT OF RUTH GOLDWAY

Ms. GoLpwAY. Thank you, Chairman Lynch, Ranking Member
Chaffetz, Congresswoman Watson, and Congressman Connolly, and
other members of the committee and subcommittee. Thank you for
the opportunity to testify at this hearing today.

First, I would like to assure the public that changing from 6 to
5 days is not a done deal. It requires the consideration of both my
Commission and the Congress, and no decision has yet been made.

The Postal Service presented today its litany of problems and
worst-case scenarios, but what do they propose? In two words, re-
duce service. Fewer employees to serve the public, fewer plans and
fewer retail facilities, and fewer collection boxes. The plan also
eliminates Saturday mail delivery, always considered a competitive
advantage for the Postal Service.

Ultimately, the Postal Service would become a shadow of itself,
and those who rely exclusively on the mail, the elderly, the poor,
rural America, and those who cannot or will not connect to the
Internet, may suffer the most.

Even more troubling, its plan stops at 2020, with nothing to ar-
rest mail declines after that. On the contrary, the plan will spur
more declines, a downward trajectory that further shrinks the sys-
tem, with mail and this fundamental communications infrastruc-
ture disappearing in tandem.

This vision of the future is not inevitable. Neither the $238 bil-
lion deficit nor the double-digit volume declines seem credible to
me. Even in the Internet age, mail has a unique power to touch
readers and deliver results for senders. It can drive sales, provide
privacy, deliver votes, and shape important personal decisions that
affect life and country.

America’s mail system can be reinvented and re-energized for a
new century of customers; the Postal Service plan, however, has no
21gfrowth and little innovation, only straight, downward-sloping trend
ines.

In my 12 years on the Commission, I can recall times when the
Postal Service predicted billion dollar losses and ended the year
with billion dollar gains. This year the Postal Service reports
through February indicate that it is $1.2 billion ahead of forecast.
Mail volume is down by 8 percent, but standard mail and shipping
service volumes are up. And both of these products are sensitive to
economic conditions and are positive indicators of the economic
turn-around.

Given this level of variability in only 6 months, projections that
lie 6 years or more ahead are simply unreliable. Rather than begin-
ning with the premise that cuts in size and scope are the only way
to solve deficit problems, address these fundamental questions
first: what does the law require? What is best for the Nation? How
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can the Postal Service maintain and improve its universal service
obligation? These are the questions that the PAEA requires our
Commission to ask. GAO and the Postal Service offer recommenda-
tions without this context.

An axiom in the business community is a company can’t cut its
way to success. You need something new. And the consensus in the
mailing community is that there is not much new in these two re-
ports.

The reports should have first looked at how to keep open as
many post offices as possible, what new products the public needs
that the Postal Service is uniquely positioned to provide, and how
to keep delivery at 6 days, and then how to determine the products
and service levels that are most advantageous to its future success.

The Postal Service efforts to expand customer access through
Internet use and sales of stamps at supermarkets are commend-
able, but ask the small towns of America if they think Government
business should be conducted in Wal-Marts. Envisioning the future
cal}s for a transformative process, not a capitulation to big box re-
tailing.

My written testimony includes many ideas I would have pro-
posed for the Postal Service to accomplish by 2020 and others now
being studied by my Commission staff. Among them, develop mail
products based on value to the customers, not to rely on volume.
This is the fundamental tenet needed to fix the Postal Service’s
broken business model. Provide a one-stop shop for Government
services. Participate as a full partner in the Nation’s Census in
2020. Commit to having a network of post offices in key locations
open longer hours, even on Sundays. And guarantee at least one
24/7 post office in every big city in America. Convert the vehicle
fleet to run on electricity, reducing annual fuel and maintenance
expenses by more than $400 million.

Incremental improvements compound and beget real growth.

Nevertheless, I am not a Pollyanna. The Postal Service is facing
serious financial difficulties. It may run out of cash at the end of
this fiscal year. Over the past 3 years, the Postal Service paid $15
billion or more to the Treasury, while borrowing more than $8 bil-
lion from the Treasury. Borrowing these payments does not make
sense. Only borrowing for investment in the future does.

The question of whether the Postal Service has been overcharged
by $75 billion for its pension liability will be reviewed by the Com-
mission using an independent actuary, and we plan to issue our re-
port about this this summer.

And the Commission is now evaluating the Postal Service’s plan
for eliminating Saturday mail delivery. In addition to our docketed,
on-the-record hearing at the Commission, we will hold a half dozen
hearings across the Nation, and have so far received more than
1,500 comments. Our findings and the public record we develop
will be available for your consideration within 6 to 9 months.

Before Congress agrees to major service cuts, it should resolve
the pension and retiree benefit issues, and the Commission should
be allowed to complete its analysis of the 5-day delivery proposal
and then present it to you.

As the economy rises, it will carry the mail with it. We must use
the up-swing to change the Postal Service into a vibrant commu-
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nications network, providing universal service and meeting chang-
ing customer needs and demands.

That concludes my testimony. Thank you.

[The prepared statement of Ms. Goldway follows:]
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Testimony of Chairman Ruth Y. Goldway,
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Before the
U.S. House of Representatives Committee on Oversight and Government Reform
and the
Subcommittee on Federal Workforce, Postal Service and the District of Columbia
April 15, 2010

Chairman Towns, Chairman Lynch, Ranking Members Issa and Chaffetz and members of
the Committee and Subcommittee, thank you for the opportunity to testify to this joint hearing.

Before addressing the questions you put to the Commission, | must reiterate to the
public that no decision has yet been made to reduce service to five days. | am afraid the public
has been confused by the Postal Service’s recent announcements. We need to reassure them
that this important matter requires the consideration of both the Commission and the
Congress.

POSTAL SERVICE PLAN FOR THE FUTURE

On March 2 of this year, the Postal Service presented to the Nation its vision for the
future of our mail system that i find very troubling. In a litany of problems and worst case
scenarios, it estimates that there will be cumulative financial losses of $238 billion by the year
2020 if no changes are made.

What is the Postal Service's response to these potential losses? In two words, it is:
reduce service. Its plan promises fewer employees to serve the public, fewer processing plants
and postal operated retail facilities, and reduced mail collections and fewer collection boxes —
more than 24 thousand collection boxes were removed from American neighborhoods just in
the past year. In addition, the Postal Service plan eliminates Saturday mail delivery service,
which heretofore has been considered a competitive advantage for the Postal Service.

The basic outcome of all these ideas is that there may well be less mail and less Postal
Service and that those who rely exclusively on the mail, the elderly, the poor, rural America and
those who cannot or will not connect to the internet may suffer the most.

Even more troubling, its plan stops at the year 2020. There is nothing in the plan to
indicate how forecasted mail declines will be arrested in the following decade. On the contrary,
the plan’s proposals seem likely to spur further declines, a downward trajectory that suggests
further shrinkage of the system, with mail and this fundamental communication infrastructure
disappearing in tandem.



163

POWER OF THE MAIL

I do not believe that this vision is the inevitable future of the Postal Service. | believe in
the Constitution of the United States and Title 39’s mandate to provide a postal system that
binds the Nation together. Even in the Internet Age, mail has a unique power to touch readers
and deliver results for senders. It can drive sales, touch emotions, deliver votes, and shape
important personal decisions that affect life and country.

I also believe that able managers and visionary leaders can navigate the current
troubled waters to create growth and find new revenue while also controlling costs. | believe
that America’s mail system can be reinvented, reengineered and reenergized for a new century
of customers. In the Postal Service plan regrettably, there is no growth, no rejuvenation and
little innovation.

If the last few years have taught us anything, they have shown how unpredictable the
future can be. In my 12 years on the Commission, | can recall times when the Postal Service
predicted billion dollar losses and ended the year with billion dollar gains.

Even this year, it looks like the Postal Service might significantly exceed its own
expectations. The latest financial report received by the Commission reveals that through the
end of February it is nearly $1.2 billion dollars ahead of its forecast. Although mail volume is
down by 8 percent, Standard Mail volume grew slightly for the month and Shipping Services are
up 1.3 percent for the year. Both of these products are sensitive to changes in economic
conditions. It may be that the economy is starting to have a tonic effect on the mail.

Seeing this kind of variability in only six months, suggests that it may be prudent to view
projections that lie six years or more down the road with some caution.

A BETTER APPROACH TO THE FUTURE

The Commission commends the Postal Service for its sustained effort over many years
to increase productivity, improve processes and lower its costs. We appreciate that this effort
must continue and evolve for the future. Today's discussions, however, must not simply focus
on costs and deficits. The Postal Service should reposition its goals to meet the needs of an
evolving society.

Rather than beginning with the premise that the Postal Service needs to be cut in size
and scope to solve the deficit projections, these fundamental questions must first be
addressed. What does the Constitution and the law require? What is best for the Nation?
How can the Postal Service maintain and improve its universal service obligation and deliver
that to citizens and the business community who rely on the mail? These are questions that the
Postal Accountability and Enhancement Act requires the Commission to ask.

Both GAO and the Postal Service offer recommendations without this context. An
axiom in the business community is that a company cannot cut its way to success. It has to
have a real plan. The consensus among the mailers | have spoken with is that there is very little
that is new in these two reports.



164
-3-

The consultants hired by the Postal Service, and GAO analysts, should have begun by
looking at what it will take to keep open as many post offices, and station and branches as
possible; what new products the public needs that the Postal Service is uniquely positioned to
provide; how to keep delivery at 6 days, the level required by Congress; and how to determine
the service levels that are the most advantageous to its future success.

The consultants and analysts should have reviewed the Postal Service’s recent attempts
at innovation. In this decade, the Postal Service embarked on two projects that it described as
transformative: the Intelligent Mail Barcode (IMb) and the Flat Sequencing System (FSS).

The Postal Service promised that the iMb would revolutionize the transparency and
efficiency of letter mail for the Postal Service and its customers, creating new value in the mail
and opportunities for growth. The Commission believed the Postal Service and agreed to use
the IMb as the basis for a measurement system to track service quality. Yet, we and the mailing
community continue to wait for that promise to be realized.

Similarly, FSS promised to transform the processing of flats and catalogs so that they
could be sorted automatically into walk sequence, at lower costs and with higher quality. Both
the IMb and the FSS are well-behind scheduled implementation. Does the Postal Service think
these projects are not as promising as originally envisioned? What can be done to speed up
their introduction and acceptance system-wide? Perhaps, the regulator has been too lax.
Answers to these questions would better inform future plans.

Why hasn’t a detailed, innovative new retail strategy been explored that will, at a
minimum, improve the revenues of post offices to the point that their continuance is
economically as well as socially justified. |agree that Postal Service efforts to build its website
and expand customer access through internet use and sales of stamps at supermarkets are
commendable. But ask the small towns of America if they think government business should be
conducted in Walmarts. Why would any rational person compare the functions of a Post Office
to Walmart as the Postal Service consultants did? Envisioning the future calls for a
transformative process not a capitulation to big box retailing.

IDEAS FOR POSITIVE CHANGE

if 1 had been tasked with developing the 10-year plan, here are some of the ideas |
would have proposed for the Postal Service to accomplish by 2020:

1. Develop mail products based on value to the customer not necessarily on volume.
This is the fundamental tenet needed to fix the Postal Service’s broken business
model.

2. Convert the bulk of its vehicle fleet to run on electricity reducing annual fuel and
maintenance expenses by more than $400 million per year and increasing America’s
independence from foreign oil.

3. Have a range of products that are fully trackable and traceable and comparable with
those of private package companies.
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Provide a one-stop shop for government services. Not just passports but national park
passes, regional EZ passes, identity cards, etc.

Participate as a full partner in the nation’s 2020 census, thereby saving the country
hundreds of millions.

Building on the money order services now offered, introduce and implement a system
to provide assistance to the unbanked, replacing usurious “pay day” operations with
reliable fair service.

Commit to having a network of post offices in key locations that are open more hours
than in 2010 and even on Sundays and guarantee at least one 24-7 post office in every
big city.

implement a comprehensive Vote-by-Mail system that suits the needs of all the states
in the union for federal, state and local elections held at any and all times of the year.
Reinvent the letter carrier; Empower him/her to measure real-time service: to be
accessible to the community by email; to be the eyes and ears of the community; and
to be the sales and service point for small businesses.

Reorganize the workforce - not to make them part time employees - but to enhance
their skills thereby adding flexibility in the processing centers, new energy
conservation technology to logistics and motivated outgoing sales people at retail
counters.

Commit to having ten other ideas in place and operating within the decade.

Commission staff is also up for the challenge. They are exploring ideas such as

auctioning potential discounts for postage rates to get a real measure of market demand;
adjusting pricing in First-Class and Standard Mail to improve Postal Service margins and
encourage mailer efficiencies; and offering postal vehicles as platforms for sensors that
generate revenue from other government agencies or businesses to automatically measure
pollution, collect weather data, identify chemical spills, identify cell phone/wireless dead spots,
spot natural gas leaks and map potholes.

lust as limiting access and declines in service create a self-fulfilling prophecy,

improvements which may seem small can create the incremental reinvigoration that begets
real growth.

CURRENT CRISIS

Nevertheless, | am not a Pollyanna. What seems beyond dispute at the moment is that

the Postal Service is facing serious financial difficulties this year and next year.

The Postal Service ends its fiscal year on September 30. At that time, they must pay

$5.5 billion into a fund for future retiree health benefits.  Shortly after that, it will need to
make sizeable payments for workers compensation obligations and to meet payroll. These
large obligations, falling so close together, could cause the Postal Service to run out of cash.
This is similar to the situation it faced last year when Congress provided $4 billion in relief.

My colleagues and | believe that the scheduled payments to fund future retiree health

benefits should be readjusted, which would provide the Postal Service with further time to
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recover from the recession. However | think that the relief should be part of a larger strategy
that is both financially and operationally transformative.

RETIREE HEALTH BENEFIT FUNDING

Last May, Chairman Lynch asked the Commission to look at OPM’s computation of the
Retiree Health Benefits Fund (RHBF) liability. Based on changes in how to calculate long-term
medical inflation rates and the declining postal workforce, we found that a recalculation could
greatly reduce the Postal Service’s liability and lower the required annual payments while
meeting the original funding goals of the law.

The current payment schedule has proven to be too ambitious and should be adjusted
in some fashion.

Over the past three years, the Postal Service has paid $15.4 billion to Treasury to
prefund future retiree health benefits. During that same time, the Postal Service borrowed
more than $8 billion from Treasury so that it could make those payments. This arrangement
does not protect the Federal government in the event of a Postal Service default. And it
burdens the Postal Service with increasing debt service costs, which could exceed $150 million
this year. Borrowing by the Postal Service to make the payments does not make sense. On the
other hand, borrowing for investment in operational innovations is absolutely necessary.

The RHBF payment schedule must to be revised so the Postal Service can make smaller
payments over a longer period of time and/or so that yearly payments are tied to the Postal
Service’s ability to pay in a given year.

PeNSION LIABILITY

Currently, the Civil Service Retirement System pensions are considered fully funded, but
a review by the Postal Service Inspector General determined that the Postal Service has been
overcharged by $75 billion, related to the service of Post Office Department employees who
continued to be employed by the Postal Service after Postal Reorganization in 1971,

Under provisions of the Postal Accountability and Enhancement Act, the Commission is
in the process of hiring an actuary, at the Postal Service’s request, to review OPM’s calculation
of the Postal Service pension liability. If any pension surplus is identified through this process, it
could be used to lower Postal Service liability and payments for future retiree health benefits.
We expect to issue our report this summer.

FIVE-DAY DELIVERY DECISION

Until these overriding retiree funding issues are resolved by Congress, the advisability of
enacting major reductions in mail service is questionable. The PAEA requires the Commission
to monitor service levels to prevent deterioration in service and assure that the Postal Service
meets its Universal Service Obligation (USO). Five-day service may meet the USO. it does in
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other nations. However, is six-day service a strategic marketing advantage for the Postal
Service even if it is not part of the USO? Perhaps a pilot project in a limited geographic area or
for one month of the year would be instructive. The implications of reducing service are
unknown and must be carefully considered.

Last month, the Commission began a proceeding to evaluate the Postal Service plan for
eliminating Saturday mail delivery service. In addition to on-the-record hearings at the
Commission, we will hold a half-dozen regional hearings across the Nation and we are soliciting
the input of the American people in other ways as well. Already we have received more than
1,500 comments via our web site and through the mail. This is a vital issue for all who depend
on the universal mail system.

We will build a comprehensive record on the proposal that fully and accurately reflects
the viewpoints of all stakeholders and citizens and carefully evaluates potential cost savings,
volume declines and alternatives. We hope to issue our Advisory Opinion in six to nine months.

The Commission’s findings and the public record we develop will be readily available to
members and your staffs as you consider whether to alter current legislation requiring six day
delivery.

TIMING CHANGES

t understand the pressures that the Postal Service is under. And | appreciate the hard
work and dedication both management and employees have shown in making changes that
reduce costs without too much sacrifice in service - so far. However, | am disappointed that the
10-year plan and the newly issued GAO report are not effective plans for the future. Rather, by
concentrating on cuts at the expense of service and innovation, they offer the path to
obsolescence.

Now is not the time for sweeping changes to the Postal Service. Before the Congress
agrees to major cuts in service, it should resolve the pension and retiree health benefit issues to
determine manageable payment schedules for the Postal Service, and the Commission should
be allowed to complete its analysis of the five-day delivery proposal and present it to you.

Time will also provide breathing room for hard-pressed Postal customers and the
economy. If history is a guide, as the economy rises it will carry the mail with it. { believe it is
possible to create a positive plan that really does envision the future, a future with a vibrant
communications network providing universal service and meeting changing citizen and
customer needs and demands.

Thank you, that concludes my testimony.

##84
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Mr. LYyNCH. Thank you.
Mr. Williams, you are now recognized for 5 minutes.

STATEMENT OF DAVID WILLIAMS

Mr. WiLLIAMS. Mr. Chairman and members of the committee,
thank you for asking for our testimony today. The Postal Service’s
financial condition is serious. The situation is a product of the eco-
nomic downturn and the chaos of the digital age that has sent
shock waves through the communications sector of the economy.
Further, the Postal Service entered this storm with some chronic
problems that had been masked by its success in earlier years.

Two pathways lie before the Postal Service. The most obvious is
the serious financial crisis with temporary patches that will con-
sume the energy for change and will leave mounting debts with lit-
tle chance of repayment. The other pathway is much more hopeful.
The current crisis is an opportunity to migrate toward a lean and
successful enterprise that is well positioned for a highly adaptive
future and that thrives within the model envisioned by the Postal
Accountability and Enhancement Act. This pathway will require
long-term solutions effectively executed to address a few critically
important issues.

First, the optimization of the Postal Service’s costly network of
plants, post offices, and administrative apparatus must be accom-
plished as rapidly as possible while balancing commitment to serv-
ice. Since 2003, the Postal Service has streamlined its network by
reducing over 130,000 employees and in 2009 alone cutting $6 bil-
lion in costs. These are credible actions, but more is needed to
match the declining mail volume projected through 2020.

Next, the rigid work rules do not match the ebb and flow of mail
and customer demand in plants and post offices. As the mail con-
tinues to decline, the need for more flexible staff to perform a wider
range of duties becomes more evident. Also, the greater use of eval-
uated letter carrier routes would provide better incentives to allow
for more effective management.

Third, we in the Postal Service recognize the need for a sim-
plified pricing structure to replace the over 10,000 prices contained
in their 1,700-page customer manual. A simpler pricing structure
would be easier to use, would encourage new customers, and im-
prove revenue accountability.

Finally, this year Congress directed the Postal Service, OPM,
and OMB to develop a fiscally responsible legislative proposal for
the Postal Service benefit payments. Our office found three areas
where over-payments are occurring: an exaggerated 7 percent
health care inflation forecast instead of the 5 percent industry
standard, resulting in an overpayment of $13.2 billion by 2016; an
excessive 100 percent benefit plan pre-funding requirement com-
pared to OPM’s pre-funding level of 41 percent and the S&P 500’s
80 percent rate. Even using the higher 80 percent rate funding goal
would result in a $52 billion surplus.

Last, the Postal Service fund was over-charged $75 billion so
that employees could retire at promised levels. When the Post Of-
fice Department became the Postal Service, employees that be-
longed to the Federal pension fund now contributed to the Postal
Service. Retirement costs were divided according to the number of
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years employees had worked for each fund. However, the Federal
pension fund paid for retirements based on 1971 salaries, not final
salaries. The Federal pension fund collected full contributions, but
paid only partial benefits.

OMB has explained that these mis-charges were in response to
what they believed to be the will of Congress expressed in 1974;
however, the 1974 language was repealed by Congress in 2003
when large over-payments were discovered. At that time, OPM
inexplicably had not detected a 41 percent over-funding error in
this $190 billion pension fund. Congress directed OPM to use its
authority to oversee the reforms, using accepted dynamic assump-
tions, to include pay increases and inflation. Fixing the last issue,
alone, would fully fund the pension and health care retiree funds.
The Postal Service’s $7 billion annual payments would no longer be
needed since the plans would be fully funded and interest income
could pay the annual premiums.

The Postal Service is being bled white with erroneous payments
before they open their doors. The $7 billion mis-charge accounts for
66 percent of the Postal Service’s projected $11 billion loss this
year.

This is also serious because the Postal Service fund is not made
up of tax dollars. The two funding streams are employees’ own
money and money collected from postage sales inflated as a result
of the mis-charge.

The mis-charges should be backed out and fund balances reset to
proper levels to achieve the retirement reforms Congress enacted
in 2003. This would give the Postal Service a good chance of adapt-
ing to the efficient market forces envisioned in PAEA.

Thank you.

[The prepared statement of Mr. Williams follows:]
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Mr. Chairman and members of the committee, thank you for asking for our
testimony today. The Postal Service’s financial condition is serious. The situation
is the product of the economic downturn and the chaos of the digital age that has
sent shock waves through the communications sector of the economy. Further
the Postal Service entered this storm with some chronic problems that had been

masked by its success in earlier years.

Two pathways lie before the Postal Service. The most obvious is a serious
financial crisis with temporary patches that will consume the energy for change

and will leave mounting debts with little chance of repayment.

The other pathway is much more hopeful. The current crisis is an opportunity to
migrate toward a lean and successful enterprise that is well positioned for a
highly adaptive future and thrives in the model envisioned by the Postal
Accountability and Enhancement Act of 2006 (PAEA). This pathway will require
long-term solutions, effectively executed, to address a few critically important

issues.

» First, the optimization of the Postal Service’s costly network of plants, post
offices, and administrative apparatus must be accomplished as rapidly as
possible, while balancing commitment to service. Since 2003, the Postal

Service has streamlined its network by reducing over 130,000 employees
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and, in 2009 alone, cutting $6 billion in costs. These are credible actions, but

more is needed to match the declining mail volume projected through 2020.

Next, rigid workforce rules do not match the ebb and flow of mail and
customer demand in plants and post offices. As the mail continues to decline
the need for more flexible staff to perform a wider range of duties becomes
more evident. Also the greater use of evaluated letter carrier routes would

provide better incentives to allow for more effective management.

Thirdly, we and the Postal Service, have recognized the need for a simplified,
pricing structure, to replace the over 10,000 prices contained in their 1,700
page customer manual. A simpler pricing structure would be easier to use,

encourage new customers, and improve revenue accountability.

Finally, this year Congress directed the Postal Service, OPM, and OMB to
develop “a fiscally responsible legislative proposal” for Postal Service benefit
payments. Our office found three areas where overpayments are occurring:
o An exaggerated 7 percent health care inflation forecast instead of the 5
percent industry standard, resulting in an overpayment of $13.2 billion
by 2016;
o An excessive 100 percent benefit plan prefunding requirement

compared to OPM’s own prefunding level of 41 percent and the S&P
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500's, 80 percent rate. Even using the higher 80 percent funding goal
would result in a $52 billion surplus.

o Lastly, the Postal Service Pension Fund was overcharged $75 billion,
so that employees could retire at promised levels. When the Post
Office Department became the Postal Service, employees that
belonged to the Federal Pension Fund now contributed to the Postal
Service. Retirement costs were divided according to the number of
years employees had belonged to each fund. However, the Federal
Pension Fund paid for retirements based on 1971 salaries, not final
salaries. The Federal Pension Fund collected full contributions, but

paid only partial benefits.

OPM has explained that these mischarges were in response to what
they believed to be the will of Congress expressed in 1974 legislation.
However, the 1974 language was repealed by Congress in 2003, when
large overpayments were discovered. Af that time OPM inexplicably
had not detected a 41 percent overfunding error in this $190 billion
pension fund. Congress directed OPM to use its authority to oversee
the reforms using accepted “dynamic assumptions” that include pay

increases and inflation.

Fixing the last issue alone would fully fund the pension and health retiree plans.

The Postal Service's $7 billion annual payments would no longer be needed,
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since the plans would be fully funded and interest income could pay annual
premiums. The Postal Service is being bled white with erroneous payments
before they open their doors. The $7 billion mischarge accounts for 66 percent of

the Postal Service's projected $11 billion loss for this year.

This is also serious because the Postal Service Pension Fund is not made up of
tax dollars. The two funding streams are employees’ own money and money

collected from postage sales inflated as a result of this mischarge.

The mischarges should be backed out and fund balances reset to proper levels
to achieve the retirement reforms Congress enacted in 2003. This would give the
Postal Service a good chance of adapting to efficient market forces envisioned in

PAEA.
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Mr. LyncH. Thank you, Mr. Williams.
Mr. O’Brien, you are now recognized for 5 minutes.

STATEMENT OF JOHN O’BRIEN

Mr. O’BRIEN. Thank you, Chairman Lynch, Ranking Member
Chaffetz, and members of the committee. I am pleased to be here
today on behalf of John Berry of the Office of Personnel Manage-
ment to discuss the U.S. Postal Service’s contribution to the Civil
Service Retirement System [CSRS].

OPM commends Chairman Lynch and the committee’s efforts to
review retirement obligations and other associated matter related
to the financial viability of the Postal Service. In particular, we ap-
preciate the opportunity to explain our position on the recent re-
port by the Postal Service’s Inspector General, which questioned
the calculation of postal contributions to the retirement fund.

The key question that was raised by that report is whether the
allocation of costs between the Treasury and the Postal Service to
fund postal retirees with service to the Post Office Department
prior to the establishment of the Postal Service in 1971 is fair.
That is an issue about which is open to debate.

The primary concern of OPM is that the trust funds necessary
to provide those benefits are properly funded, and it is important
to remember that the level of funding to provide benefits to Postal
retirees is not in dispute. The Postal IG’s report suggests a new,
different way to allocate costs necessary to fund Postal Service re-
tiree benefits. The allocation formula used by OPM is that which
is directed under current law and is not, nor should it be, charac-
terized as an overcharge. Furthermore, the allocation methodology
is consistent with sound actuarial practice and has been reviewed
by outside, independent experts.

A change to current law could reduce the share of retirement
costs allocated to the Postal Service and allow the Postal Service
to use the resulting funds for other purposes, but it would be a
change to current law and a shift from previous legislation and
congressional intent.

I would like to give a brief overview of the events that bring us
here today.

In 1971, the former Post Office Department was converted to the
U.S. Postal Service, an independent entity. Not long after, Con-
gress considered who should be responsible for the increases in re-
tirement obligations for individuals who were employed by the Post
Office Department before 1971 that were the results of increases
in pay. This resulted in the enactment of Public Law 93-349 in
July 1974. The law was clear that the Postal Service assumed the
obligation to the retirement fund for increases in pay upon which
benefits would be computed. Congress subsequently enacted a
number of other laws dealing with other aspects of Postal Service
funding, including legislation making the Postal Service respon-
sible for funding the cost of living increases [COLAs] applicable to
postal annuities.

More than one of these bills included requirements that the Post-
al Service make payments to fund under schedules set by Congress.
During the period from 1974 to 2002, it was generally assumed
that postal payments required by legislation approximately slightly
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less than the full funding of the Postal CRS obligation; however,
this was inaccurate. In 2002, OPM determined that if the Postal
Service continued to make payments as it had been, its liability
would be significantly over-funded.

To address the issue, OPM sent a legislative proposal to Con-
gress, which was subsequently enacted, to convert the funding
mechanism to one applicable to the Federal Employees Retirement
System [FERS], which lowered the contributions that were re-
quired of the Postal Service. That change did not affect the Postal
Service’s obligations for cost increases due to increases in pay, be-
cause Congress understood that the inclusion of those costs was an
inherent aspect of retirement funding, which is evidence from the
committee report.

OPM’s methodology was considered in a January 2003 GAO re-
port. In that report, the GAO “evaluated the reasonableness of
OPM’s methodologies for allocating estimated benefit payments
and other expenses between service rendered before and after July
1, 1971, the effective date of the Postal Reorganization Act.” In that
report the GAO suggested no major changes to the methodology
used by OPM, although it did recommend a consideration for mili-
tary years of service, a modification that was made in 2006.

In 2003 the Postal Service sought a new funding policy that
would reduce its obligations. Their proposal was that the pre-1971
service be calculated on the basis of a simple years of service ap-
proach, essentially the same methodology that has been proposed
by the Postal Inspector General in its report this past January.

The matter was carefully considered by OPM and by OPM’s
Board of Actuaries at that time and declined. The Board of Actuar-
ies concluded that the methodology OPM used was valid and it had
followed the intent of the act.

The issue that is before Congress in the past has made changes
to postal retiree fundings. We believe it is clear that OPM’s actions
have been fully consistent with the letter of the law and in accord-
ance with sound actuarial practice.

Finally, funding postal retiree benefits is a separate matter from
the issue of retirement funding. The two subjects are intertwined
because the Postal Service wishes to use the savings from a recal-
culation of retirement obligations to satisfy its obligation to fund
retiree health benefits. Such a proposal reinforces OPM’s testi-
mony. The action suggested by the IG report, transfer funds to the
Postal Service for retiree health benefits fund, are impossible with-
out congressional action.

We appreciate the opportunity to appear before you and to ex-
plain the basis for calculating postal retirement obligations.

I am pleased to answer any questions you may have.

[The prepared statement of Mr. O’Brien follows:]
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Chairman Towns, Ranking Member Issa, Chairman Lynch, Ranking Member Chaffetz,
and Members of the Committee, I am pleased to be here today on behalf of Director John
Berry of the Office of Personnel Management (OPM) to discuss "Continuing to Deliver:
An Examination of the Postal Service's Current Financial Crisis and Its Future Viability".

OPM commends Chairman Towns and the Committee's efforts to review retirement
obligations and other associated matters relating to the financial viability of the United
States Postal Service (Postal Service). In particular, OPM appreciates the opportunity to
explain the basis for its position in relation to the recent report by the Postal Service's
Inspector General.

1 would first emphasize that nothing discussed today will affect OPM's ability to deliver
annuity payments under the Civil Service Retirement System (CSRS) and retiree health
benefits coverage to individuals who have retired from the Postal Service. Postal retirees
should have full confidence that they will continue to receive the retirement and health
benefits they have earned based upon the valuable services they have performed for our
nation.

Before delving into specific details, I would like to note that the issue before us involves
questions of public and accounting policy that comes down to the proper allocation of
certain pension costs between the Federal Government and the Postal Service, as
discussed in more detail below. Notwithstanding the highly technical discussion that we
will have today, there is no single "correct answer"” in this area. There is more than one
reasonable approach that could be used to address this situation. The methodology that
OPM has been using since 1974 has been approved by Congress, with the advice of the
Government Accountability Office (GAQO), conforms with generally accepted actuarial
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practices and principles, as required by title 5, United States Code, and is a common
actuarial practice used in the private sector. OPM also believes that it produces a fair and
equitable allocation of the responsibilities regarding the payment of pensions to certain
Postal employees.

The core issue is a single question: How do we determine the Federal Government's fair
share of the costs under CSRS for service performed for the Post Office Department
(POD) prior to the 1971 establishment of the Postal Service? Congress first spoke to this
issue in 1974, when it established the policy whereby increases in the retirement value of
pre-1971 Postal employment due to increases in Postal salaries (essentially the sole basis
for the increases in value) should be paid for by the Postal Service. This is the policy that
OPM has followed ever since in making its calculations.

The Postal Service supported enactment of this policy in 1974 and made no objection to
it for almost 30 years until 2003, when it sought a new approach that would reduce its
obligations. At that time, the Postal Service proposed that the obligations for pre-1971
service be calculated on the basis of a simple years-of-service approach. Other than one
technical flaw', this is not an inconceivable approach. While it may be worthy of future
consideration by the Congress, OPM believes that it is not possible based upon current
legislation.

Background

In 1971, the former POD was converted to the Postal Service, an independent entity. Not
long thereafter, Congress carefully considered the issue of who should be responsible for
the increases in retirement obligations for pre-1971 POD service and attributable to
increases in Postal pay, culminating in the enactment of Public Law 93-349 (1974).

The legislative history of P.L. 93-349 explained the public policy adopted by the
Congress. The report of the Senate Committee on Post Office and Civil Service
discussed both the policy and specifics of the bill:

"STATEMENT"

"This legislation will resolve the question of who is to be responsible for
increases in the unfunded liability of the Civil Service Retirement and Disability
Fund which are attributable to new retirement benefits or pay increases granted to
Postal employees.

"Under the provisions of H.R. 29, the Postal Service will be required to
make payments for that portion of any future increase in the unfunded liability of
the Civil Service Retirement Fund which results from an employee-management
agreement under title 39, United States Code, or any administrative action taken
by the Postal Service pursuant to law, which authorizes (1) new or liberalized

' As proposed, this new methodology fails to recognize that annuities accrue more slowly during the first
ten years of service.
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benefits payable from the Fund (other than cost-of-living increases), (2) extension
of the coverage of retirement law, or (3) increases in pay upon which benefits are
computed.” [S.Rep. No. 93-947, at 3-4 (1974)]

The Postal Service supported the concept of the bill. Reprinted in the Committee Report
is a March 27, 1973, letter from the Postal Service stating its position:

"This legislation has been proposed on the ground that the Postal Service
should operate on a financially self-sufficient basis, meeting its operating costs
out of its revenues and not out of hidden subsidies. After careful consideration—
and in full awareness of the financial burdens enactment of the bill will impose—
the Postal Service has concluded that it is proper, as a matter of principle, for
these costs to be imposed on postal ratepayers rather than the taxpayers.” [S.Rep.
No. 93-947, at 9 (1974)]

Thereafter, Congress enacted a number of laws dealing with other aspects of Postal CSRS
funding, including legislation making the Postal Service responsible for funding the cost
of cost-of-living-increases (COLAs) applicable to Postal annuities. More than one of
these bills included requirements that the Postal Service make payments under schedules
set by Congress.

During the period from 1974 through 2002, it was generally assumed that the various
Postal payments approximated slightly less than full funding of Postal CSRS obligations.
However, this was inaccurate. As noted in the Senate Report on the bill that became P.
L. 108-18, the Postal Civil Service Retirement Systems Funding Reform Act of 2003:

"On November 1, 2002, the Office of Personnel Management (OPM) had
good news for the Postal Service (USPS). A review of USPS payments to the civil
service retirement fund for pension obligations to employees on board before
1984 revealed a far more positive picture than had previously been believed.
USPS--unlike any other federal agency--is required to pay into the fund an
amount that approximates the full cost of its employees' participation in the Civil
Service Retirement System (CSRS). Because pension investments have been
earning interest at a higher rate than presumed in the statutory funding formula,
OPM reported that the Postal Service's deferred liability for pension obligations
was only $5 billion instead of $32 billion. According to OPM, if USPS continues
to make payments based on the latter figure, the liability will eventually be over-
funded by $78 billion. OPM stated that, "the major reason for the projected over-
funding is due to the excess interest earned by the CSRS fund; that is, interest
earnings in excess of the 5 percent that was assumed under the statutory funding
method.’

"Because of the potential over-funding, and the fact that needed changes
in scheduled payments cannot occur without changes to existing laws, OPM sent
a legislative proposal to Congress to rectify the situation, while 'protecting
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employee interests and the integrity of the [postal] retirement system.™ [S.Rep
No. 108-35, at 2-3 (2003)]

That OPM proposal was enacted, with minor technical changes, as section 2 of the new
law. In essence, it converted the funding of Postal benefits under CSRS to the same
funding mechanism that is applicable to the Federal Employees' Retirement System.
There has been confusion in some quarters as to the intent of Congress with regard to the
effect of this change upon the Postal Service's obligations for cost increases due to
increases in pay, but that matter is clarified by the Committee Report:

"Because the dynamic normal cost of CSRS includes the effects of future
employee pay raises and retiree COLAs, the separate payments that USPS is
required to make under current law to fund the future increases in CSRS annuities
that result from pay raises and COLAs would no longer be necessary.
Consequently, S. 380 would repeal the provisions of law that require the Postal
Service to amortize over 15 years the increases in future CSRS annuities that
result from annual employee pay raises and retiree COLAs." [S.Rep No. 108-35,
at 2-3 (2003)]

Thus, it is clear that the Congress had no intention to absolve the Postal Service for
increases in retirement costs due to pay increases, but rather that Congress understood
that the inclusion of such costs was an inherent aspect of the funding mechanism it had
established.

OPM's methodology for determining USPS CSRS funding obligations was considered by
the GAO in Report Number GAO-03-448R, dated January 31, 2003, which included an
examination of the OPM legislative proposal enacted months later as P.L. 108-18. In
particular, the GAO report "evaluated the reasonableness of OPM's methodologies for
allocating estimated benefit payments and other expenses between service rendered
before and after July 1, 1971, the effective date of the Postal Reorganization Act," and
suggested no changes to the allocation methodology used for Postal Retirement funding.

In 2003, the Postal Service first suggested that OPM revise the methodology used to
establish the appropriate division of responsibility for pre-1971 Postal employment. The
matter was carefully considered by both OPM's Board of Actuaries, and by OPM. The
Board of Actuaries stated:

"The Board of Actuaries has reconsidered in detail the methodology used by the
U.S. Office of Personnel Management to determine the obligations of the United
States Postal Service under the United States Civil Service Retirement System.
When private sector plans are transferring participants to a new employer, itis a
common practice to allocate liabilities by using a method which reflects the fact
that all obligations arising from futare salary increases are the responsibility of the
new employer. We find this approach to be the most appropriate way to
determine the obligations of the Postal Service and further confirm our prior
finding that this method clearly follows the intent of Congress in Public Law 93-
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349."
The final OPM decision stated:

"The Board of Actuaries has undertaken such analysis [of the methodology], and
their conclusions are set forth in the enclosed letter to the undersigned. As you
can see from that correspondence, the Board of Actuaries again considered OPM's
methodology and approved that methodology, as well as the computation of the
resulting Postal supplemental liability. The Board clearly concluded that the
methodology OPM used this year is valid and follows the intent of the Act. We
believe the Board of Actuaries’ conclusion and OPM's concurrence with that
conclusion resolves all substantive issues between our different approaches both
for fiscal year 2003 as well as for future years."

Congress next revisited Postal Retirement funding with the enactment of P.L.108-435,
the Postal Accountability and Enhancement Act, in 2006. That law provided for the
Treasury to take responsibility for the cost of military service credit in the computation of
CSRS annuities, resulting in a $28 billion dollar savings to the Postal Service, and
relieving it from making further CSRS employer contributions based upon a percentage
of salary. This change was consistent with the GAO recommendations in the January
2003 report, discussed earlier. OPM did not find any reference in the legislative history of
that bill to indicate that Congress took any issue with the methodology by which OPM
calculated Postal CSRS obligations. Neither did OPM find any record that the Postal
Service raised any concern to Congress about OPM's CSRS allocation method at the time
the 2006 legislation was being considered.

Finally, this January, the Postal Inspector General issued the report that led to this
hearing.

Discussion

OPM's methodology is based upon long-standing public policy determinations made by
prior Congresses. Its actions have been fully consistent with the letter of the law as well
as all Congressional expressions of public policy on the subject.

The methodology OPM has applied to determine Postal CSRS funding is generally
accepted actuarial practice and is commonly used by pension experts for plan transfers
and terminations. Private pension plan transfers are usually made as part of a broader
transaction, such as a corporate merger or spin-off, and are part of a negotiation as to the
overall allocation of assets and liabilities. Thus the methodology used for allocating
pension liabilities for any particular plan must be viewed in the broader scope of the
overall asset and liability transaction between the parties. At the time the Postal Service
was created in 1971, it assumed certain liabilities, such as those associated with the future
retirement benefit accruals for its workforce, but it also received certain considerations,
such as the existing assets of the POD.
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In sum, OPM believes that the methods currently in use reflect Congressional intent and
are consistent with current actuarial practice.

Health Benefits Funding

Funding of Postal Retiree health benefits is an entirely separate matter from the issue of
CSRS funding. However, the two subjects are intertwined because the Postal Service
wishes to utilize the savings that would result from the Postal IG's recommended
approach to CSRS funding in order to satisfy the Postal Service's obligations for retiree
health benefits funding,

The Postal Inspector General estimates that adoption of its recommended CSRS
methodology would result in approximately $75 billion of CSRS over-funding. Under
current law, any Postal surplus would remain in the Retirement Fund until the end of
FY2015, when it would be transferred to the Postal Service Retiree Health Benefits Fund.
Even if there were authority to transfer the funds immediately, that would not change the
fact that statutory provisions require the Postal Service to make payments for current
retirees’ employer health benefits contributions, as well as scheduled payments of $5.5 to
$5.8 billion per year, through FY 2016. Regardless of any decision to change the
apportionment of responsibility for pre-1971 service, these other changes sought by the
Postal Inspector General would require legislation.

Conclusion

OPM believes that the current methodology is sound public policy, appropriate in the
historical context, and consistent with private sector practices. As the Subcommittee
examines this situation anew and considers suggestions by the Postal IG for allocating the
retirement costs associated with the pre-1971 POD employment of Postal employees,
OPM will provide any technical assistance that it can. 1 appreciate the opportunity to
appear before you today and I would be pleased to answer any questions you may have.
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Mr. LyncH. Thank you, Mr. O’Brien.
Mr. Kosar, you are now recognized for 5 minutes.

STATEMENT OF KEVIN KOSAR

Mr. KosAR. Chairman Lynch, Ranking Member Issa, and mem-
bers of the committee, the Congressional Research Service thanks
you for the opportunity to participate in today’s hearing. The com-
mittee and subcommittee requested CRS to submit written testi-
mony that discusses a range of postal reform issues relating to the
Postal Service’s financial condition. CRS has done this.

Here my time will be used to offer some observations on the
Postal Service’s short-term and long-term financial challenges.
These observations are drawn largely from the concluding section
of my written testimony.

The short term: in the short term, the Postal Service may face
a liquidity problem, possibly as early as this autumn. At the end
of the first quarter of fiscal year 2010, the Postal Service had $0.8
billion in cash, which is a low level for an agency with an average
weekly operating expense of over $1 billion. Unless the Postal Serv-
ice runs a profit over the remainder of fiscal year 2010, it will have
to borrow money to continue operations. By borrowing from the
Federal Financing Bank, the Postal Service can bolster its cash in
hand to about $6.5 billion. The $6.5 billion, however, may not be
enough to get the Postal Service through the autumn. The agency
must pay $5.5 billion into their retiree health benefits fund on Sep-
tember 30th, and it must pay $1.1 billion to the Department of
Labor for workers compensation in October. This amounts to $6.6
billion and doesn’t exclude any other costs that may come up.

Congress may wish to ask the Postal Service to provide it with
a time line that clarifies just how long the agency can continue op-
erations absent legislative action. This would help address any
public concerns about the possibility of a Postal Service shut-down
occurring in November, when election ballots are being mailed, or
in December, when retailers are shipping billions of dollars of
goods through the mail.

The long term: while the Postal Service’s short-term financial
condition is clearly problematic, its long-term financial condition is
less obvious. In its report, Ensuring a Viable Postal Service for
America, the Postal Service described its plight as a rapidly wors-
ening crisis. The report projects a cumulative debt of $238 billion
by fiscal year 2020. It is important to understand the nature of this
$238 billion figure. It is not a prediction of what will happen; rath-
er, it is a projection, an estimate of what could happen if certain
assumptions hold. These assumptions are not certitude.

First, postal law caps the Postal Service’s total debt at $15 bil-
lion. In order for the Postal Service to reach $238 billion in debt,
Congress would need to abolish this statutory debt limit and then
do nothing for 10 years. This seems improbable.

Second, this $238 billion figure assumes the Postal Service will
do nothing to reduce its own expenses. This seems unlikely, as the
Postal Service and PMG Potter today has stated that it intends to
use its existing authorities to reduce costs by $123 billion.

Third, the report’s 2020 projection heavily rests on the assump-
tion that mail volume will fall steadily. This assumption appears
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to be based upon a single study by the Boston Consulting Group,
which contends that the rise of the Internet has created a “fun-
damental and permanent change in mail use by households and
businesses.”

This forecast about the future demand for hard copy mail is
striking. As the figures on page 12 of my written testimony indi-
cate, since 1930 mail volumes have grown steadily. The consult-
ant’s forecast declares that this long-lasting trend has ended per-
manently.

Now, this projected 2020 scenario may be questioned on at least
two grounds: first, the use of e-mail and the Internet has been
growing since the mid-1990’s; yet, between fiscal year 1995 and fis-
cal year 2006, mail volume went up significantly. So thus far it
does not appear that when the demand for electronic communica-
‘(ciions goes up, the demand for all forms of hard copy mail must go

own.

Second, and relatedly, the recent drop in mail volume began
about 4 months after the U.S. economy had officially entered a
deep recession, so it seems at least plausible that the economic
downturn, not the Internet, was the more significant factor in insti-
gating the recent sudden mail volume declines of the past 2 years.
And if that is the case, then the Postal Service’s mail volumes and
hence its revenues might rise again as the economy improves.

So Congress may wish to study further the recent decline in mail
volume to better determine whether this is a temporary change or,
as the Postal Service contends, a permanent one.

I thank you, and I would be happy to answer any questions you
may have.

[The prepared statement of Mr. Kosar follows:]
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Introduction

Chairman Towns and Chairman Lynch, and Members of the Committee and Subcommittee, on
behalf of the Congressional Research Service I would like to thank you for this opportunity to
appear before you today to discuss the current financial crisis and its future viability of the U.S.
Postal Service (USPS).

The Committee and Subcommittee requested that the CRS discuss the USPS’s report, Ensuring a
Viable Postal Service for America, and its proposals to:

(1) cease prefunding its retiree health benefits;

(2) switch to five-day mail delivery;

(3) close post offices; and

(4) have additional flexibility in pricing and introducing products.

The Committee and Subcommittee also asked the CRS to address the recent report by the U.S.
Postal Service Inspector General (IG) alleging that the Postal Service has made overpayments
related to its Civil Service Retirement System (CSRS) pension responsibility.

Accordingly, my statement presents a summary of the USPS’s report, and it addresses the four
aforementioned USPS proposals and the recent IG study. My statement concludes with
observations on the Postal Service’s short-term and long-term financial challenges.

A Summary of the U.S. Postal Service Report, Ensuring a Viable Postal
Service for America

In March 2010, the USPS released a report titled Ensuring a Viable Postal Service for America.!
The report claims that due to “underlying shifts in the business of mail,” the USPS expects to
continue losing money—3$7 billion in FY2010, and $238 billion in cumulative losses by
FY2020. The “underlying cause” for these losses, according to the Postal Service, is a permanent
drop in the demand for hard copy mail.® In FY2006, the USPS delivered 213.2 billion mail
pieces; in FY2010, it delivered 177.1 billion pieces (16.9% fewer). The Postal Service predicts
mail volume will fall to 150 billion pieces in FY2020.°

To mitigate its financial distress, the USPS will use its own authority to undertake two broad
actions: (1) increase its revenues by expanding “products and services across targeted mail and
package segments,” and (2) cut its costs by reducing its delivery network, shrinking its cohort of
full-time employees through attrition, and lowering its transportation and vendor-related

1 U.S. Postal Service, Ensuring a Viable Postal Service for America (Washington: USPS, March 2010}, at
gxttp:/lww,usps.com/strategicplanning/ _pdf/Ensuring_Viable USPS_paper.pdf.

Ibid., p. L.
3 The USPS predicts that the demand for package delivery will be the lone exception fo this trend. Demand
might grow at a rate of 3% per year between FY2010 and FY2020. In FY2009, package delivery (including
Priority Mail and other premium services) provides a small portion (§9.7 billion, or 14.2%) of the USPS’s
revenues. U.S. Postal Service, Adnnual Report 2009 (Washington: USPS, 2009), p. 43, at
http://www.usps.conv/financials/_pdf/annual_report 2009.pdf.
* CRS Report R40626, The U.S. Postal Service and Six-Day Delivery: Issues for Congress, by Wendy R.
Ginsberg, p. 13.
*U.S. Postal Service, Ensuring a Viable Postal Service for America, p. 7.
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expenditures.® Between FY2010 and FY2020, the USPS suggests that these changes could reduce
the predicted $238 billion shortfall by $123 billion.

To reduce the remaining $115 billion shortfall, the USPS argues that Congress must enact
legislation to alter current postal law.” In particular, the USPS requests that postal law to be
amended to:

(1) abolish the mandatory USPS annual payment to the Postal Service Retiree Health
Benefits Fund (RHBF);

(2) remove the provision in the annual appropriation law that requires the USPS to deliver
mail six days per week;

(3) permit the USPS to move more of its retail operations from post offices to private sector
retail facilities (e.g., grocery stores);

(4) strengthen the USPS’s power to bargain with its unions and increase the usage of part-
time employees by requiring an arbitrator between the parties to consider the financial
condition of the USPS in rendering decisions;

(5) increase the USPS’s flexibility to price its products, especially those mail classes where
postage is less than the costs to USPS to deliver them (e.g., periodicals® and library mail);

(6) provide the USPS with greater flexibility to offer new products by expanding the legal
definition of “postal services;” and

(7) increase the USPS’s ability to respond to changes in the market for its products and
services by reducing the time the Postal Regulatory Commission (PRC) is permitted to
review the USPS’s actions and/or making the PRC’s reviews post hoc.

Per the Committees’ request, the following sections address proposals (1), (2), (3), (5), and (6), as
well as the IG’s report on CSRS Pensions.

The USPS’s Proposal to Cease Prefunding its Retiree Health Benefits

Sections 801 to 803 of the Postal Accountability and Enhancement Act (PAEA; P.L. 109-435;
120 Stat. 3198) changed the USPS from funding its retirees’ health care costs from an out-of-
pocket or pay-as-you-go basis to prefunding these obligations. To this end, the PAEA requires
the USPS to pay more than $5 billion annually from FY2007 through FY2016 to build up a
retirement fund from which USPS retirees’ benefits will be paid starting FY2017 (Table 1).

Table 1. Postal Service Retiree Health Benefits Fund Payments Under PAEA

Fiscal Year Payment (billions)
2007 $54
2008 $5.6
2009 $5.4

2010 $5.5

® Ibid., p. 10.

7 Most postal law may be found in Title 39 of the U.S. Code.

¥ On periodicals’ failure to cover their mailing costs, see CRS Report R40162, Postage Subsidies for
Periodicals: History and Recent Developments, by Kevin R. Kosar.

% U.S. Postal Service, Ensuring a Viable Postal Service for America, pp. 10-15,
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Fiscal Year Payment (billions)
2011 $5.5
2012 $5.6
2013 $5.6
2014 ‘ $5.7
2015 $5.7
2016 $5.8

Source: Postal Accountability and Enhancement Act (P.L. 109-435, Sec. 803; 120 Stat, 3251-3252; 5 U.S.C Sec.
8909(A)3)(A))
a. FY2009 payment amount of $5.4 billion was reduced to $1.4 billion with enactment of P.L. 111-68.

InFY2017, the USPS will amortize any remaining retiree health benefit obligation over a 40-year
period.

On the one hand, prefunding future retirees’ health benefits is prudent. Prefunding benefits can
help ensure that the USPS does not default and leave its retirees without any health benefits. On
the other hand, the USPS is the only federal agency required to do this, and the PAEA’s ten-year
payment schedule has been questioned.

The U.S. Postal Service Office Inspector General (IG), Office of Personnel Management (OPM),
and the Postal Regulatory Commission (PRC) have disagreed on the size of the USPS’s future
retiree health benefits obligation (Table 2). Therefore, they came to different conclusions as to
the amount the USPS should pay annually into the RHBF to adequately fund this obligation.

Table 2. Estimates of the USPS’s Retiree Health Benefits Obligation and Required
Annual Payments (billions)

OPM iG PRC
Estimated obligation as
of FY2016 $147.9 $90.5 $1132
Required annual USPS 55 $17 s34

payment

Source: US. Postal Service Office of Inspector General and Postal Regulatory Commission.

These numbers vary greatly because each agency used different assumptions in making their
calculations. For example, the 1G assumes healthcare costs will rise 5% annually, while the OPM
assumes they will rise 7%."°

The 111" Congress amended the PAEA’s RHBF payment schedule by enacting H.R. 2918, the
Legislative Branch Appropriations Act {of] 2010. President Barack Obama signed the bill into
law the next day (P.L. 111-68). Section 164 of the law reduced the USPS’s FY2009 payment to
the RHBF from $5.4 billion to $1.4 billion. The legislation did not relieve the USPS of this $4

' Respectively, see U.S. Postal Service Inspector General, Final Management Advisory Report-Estimates
of Postal Service Liability for Retiree Health Care Benefits (Washington: USPSOIG, July 22, 2009), at
http://www.uspsoig.gov/foia_files/ESS-MA-09-001R.pdf; and Postal Regulatory Commission, Postal
Regulatory Commission Review of Retiree Health Benefit Fund Liability as Calculated by Office of
Personnel Management and U.S. Postal Service Office of Inspector General (Washington: PRC, July 30,
2009), at http://www.pre.gov/Docs/63/63987/Retiree%20Health%20Fund%20Study _109.pdf.
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billion obligation; rather, it deferred USPS’s payment. Come FY2017, the $4 billion will be
added to whatever remaining outstanding health care obligation may exist, and will be amortized
over a 40-year period.

The USPS’s report proposes ending the prefunding of future retiree health benefits through
annual payments. Instead, the USPS would like Congress to transfer the $75 billion in purported
overfunding of its Civil Service Retirement System pension to the RHBF."' Doing this, the USPS
contends, would ensure that future retiree health benefits are fully funded. (The CSRS issue is
addressed later in this testimony.)

The USPS’s Proposal to Switch to Five-day Mail Delivery

The USPS’s report states that it “must have the authority to reassess and adjust the frequency of
delivery” because of the recent drop in mail volume.'? The USPS has said that it would like to
end six-day delivery of mail on Saturday, as that day “has the week’s lowest daily volume, and
more than a third of U.S. businesses are closed.”" Post offices would remain open for customers
who wanted to purchase postal services and collect mail from post offices boxes. Possibly, some
post offices will permit residential customers to pick up packages requiring a signature.”

Nothing in federal postal law (Title 39 U.S. Code) requires the USPS to deliver mail six days per
week. However, since 1984 Congress has included a provision in its annual appropriation to the
USPS stating that “6-day delivery and rural delivery of mail shall continue at not less than the
1983 level” (e.g., P.L. 117-111; 123 Stat. 3200). Although the precise meaning of this mandate is
not clear, the USPS to date has treated the language to mean that it lacks the authority to move to
five-day mail until Congress ceases including the six-day mail provision in annual appropriations.

Since 2008, three studies (two by the USPS and one by the PRC) have examined the possible
financial effects of a switch from six-day to five-day delivery."” The studies all estimate that the
USPS would save money by reducing the days of delivery from six to five, as the cost savings
(largely due to reduced labor expenses) will exceed any decline in revenues due to lower demand
for mail prompted by a reduced delivery schedule. The studies suggest an annual improvement to
the USPS’s financial condition that would be between $1.9 billion to $3.5 billion.'

On March 30, 2010, the USPS asked the PRC for an advisory opinion on reducing delivery to
five days. By law, the USPS must ask the PRC for an opinion when the USPS “determines that
there should be a change in the nature of postal services which will generally affect service on a

1'U.S. Postal Service, Ensuring a Viable Postal Service for America, p. 11.

2 Ibid,, p. 12.

3 1.8, Postal Service, “Five-Day Delivery” web page, at http://www.usps.com/communications/five-
daydelivery/.

¥ U.S. Postal Service, Delivering the Future: Five-Day Delivery is Part of the Solution (Washington:
USPS, March 2010), p. 13, at http://www.usps.com/communications/five-
daydelivery/plan/5day_plan_delivery.pdf.

S U.S. Postal Service, Report on the Universal Postal Service and the Postal Monopoly (Washington:
USPS, October 2008), at http://www.usps.conv/postallaw/_pdf/USPSUSOReport.pdf; Postal Regulatory
Commission, Report on the Universal Postal Service and the Postal Monopoly (Washington: PRC,
December 19, 2008), at http://www.prc.gov/Docs/61/61628/US0%20Report.pdf; and U.S. Postal Service,
Delivering the Future: Five-Day Delivery is Part of the Solution.

¥ CRS Report R40626, The U.S, Postal Service and Six-Day Delivery: Issues for Congress, by Wendy R.
Ginsberg, p. 16.
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nationwide or substantially nationwide basis... within a reasonable time prior to the effective date
of such proposal” (39 U.S.C. 3661). Under PRC rules, a “reasonable time” is defined at “not less
than 90 days” (39 CFR 3001.72). PRC Chairman Ruth Goldway suggested in a recent hearing
that the PRC may require six to nine months to issue its opinion.'”

The USPS’s Proposal to Close Post Offices

In its report, the USPS states that it needs additional flexibility to close “redundant retail
facilities.”'® The report does not say whether it would target post offices’ where costs exceed
revenues; nor does it provide a target figure for the optimum number of retail facilities that the
USPS should operate.

As of FY2009, the USPS had 35,823 retail postal facilities, including post offices, post office
branches and stations, community post offices, and contract postal units. This is 16.9% fewer
facilities than existed in 1970 when the USPS was established as an independent establishment of
the executive branch (Table 3)."

Table 3.The Number of USPS Retail Postal Facilities, FY1970 vs. FY20092°

Retail Postal Facility Type 1970 2009 % Change
Post Offices 32,002 27,161 -15.1%
Post Ofﬁcg Branches and Post 3869 4828 25.3%
Office Stations

Community Post Ofﬁces and 741 3834 -47.1%
Contract Postal Units

Total 43,112 35,823 -16.9%

Source: U.S. Postal Service, Annual Reports, 1970-2008, and “Form 10-K,” November 16, 2009.

Additionally, the report also does not explain what laws would need to be amended to accomplish
this objective of fewer “redundant” facilities. 39 U.S.C. 101, which sets the nation’s postal policy,
states—

17 Statement of Ruth Goldway, Chairman of the Postal Regulatory Commission, in U.S. Congress, Senate
Committee on Appropriations, Subcommittee on Financial Services and General Government, hearing,
Hedring on the Postal Service, 111® Congress, o sess., March 18, 2010. Commissioner Goldway’s
statement came at minutes 91.55 o 92.15 of the hearing, a video of which may be viewed at
http://appropriations.senate.gov/webcasts.cfm?method=webcasts. view&id=0ab901bd-d615-40c0-8f6e-
49bb6fcalf69.

¥ U.S. Postal Service, Ensuring a Viable Postal Service for America, p. 12.

1 CRS Report R40719, Post Office and Retail Postal Facility Closures: Overview and Issues for Congress,
by Kevin R. Kosar, p. 8.

2 A post office is the USPS’s basic organizational unit. Generally, each post office has primary
responsibility for collection, delivery, and retail operations in a specific geographic area. A post office
branch is a unit of a main post office that is outside the corporate limits of the city or town of the main post
office. A post office station is a main post office that is within the corporate limits of the city or town of the
main post office. U.S. Postal Service, Publication 32: Glossary of Postal Terms (Washington: USPS, July
5, 2007), at http://www.usps.com/cpim/fip/pubs/pub32/pub32h_p.html.
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The Postal Service shall provide a maximum degree of effective and regular postal
services to rural areas, communities, and small towns where post offices are not self-
sustaining. No small post office shall be closed solely for operating at a deficit, it being
the specific intent of the Congress that effective postal services be insured to residents of
both urban and rural communities.

Additionally, a provision in the annual Financial Service and General Government Ap;;ropriation
Act declares that “none of the funds provided in this Act shall be used to consolidate or close
small rural and other small post offices in [this] fiscal year” (e.g., P.L. 117-111; 123 Stat. 3200).

Postal law also requires the USPS to follow statutory procedures when it closes a post office. The
USPS must “provide adequate notice of its intention to close or consolidate such post office at
least 60 days prior to the proposed date of such closing or consolidation to persons served by such
post office to ensure that such persons will have an opportunity to present their views” (39 U.S.C.
404(d)(1)). In deciding whether to close a post office, the USPS must consider:

(i) the effect of such closing or consolidation on the community served by such post
office;.

(i) the effect of such closing or consolidation on employees of the Postal Service
employed at such office;

(iii) whether such closing or consolidation is consistent with the policy of the
Government ... that the Postal Service shall provide a maximum degree of effective and
regular postal services to rural areas, communities, and small towns where post offices
are not self-sustaining;

(iv) the economic savings to the Postal Service resulting from such closing or
consolidation; and

(v) such other factors as the Postal Service determines are necessary (39 U.S.C.
404(d)(2)(A)).

If the USPS decides to move forward with a closure, it must notify the persons served by the post
office of its decision and the findings used to arrive at this decision. The USPS must wait at least
60 days before proceeding with the closure, and any person served by the post office slated for
closure may appeal the closure to the PRC, which has 120 days to consider the appeal.

The PRC may fault the USPS’s decision to close a post office only if the PRC finds the decision
to be “(A) arbitrary, capricious, an abuse of discretion, or otherwise not in accordance with the
law; (B) without observance of procedure required by law; or (C) unsupported by substantial
evidence on the record” (39 U.S.C. 404(d)(5)). The PRC may require the USPS to reconsider its
decision, but the ultimate authority to close a post office rests with the USPS.

The Postal Service does not use this process for closing all postal facilities. It argues that the law
applies to post offices but not post office stations or branches.” The Postal Regulatory
Commission has criticized this interpretation of the law but has no power to require the USPS to
apply the full statutory process to post office branches and stations.” Since postal customers
frequently cannot discern the difference between a post office and a post office branch or station,

2 CRS Report R40719, Post Office and Retail Postal Facility Closures: Overview and Issues for Congress,
p. 13-14. :

gz Postal Regulatory Commission, Advisory Opinion Concerning the Process for Evaluating Closing

Stations and Branches, Docket No. N2009-1, March 10, 2010, pp. 52-53, at

http://www.pre.gov/%285%28ha30pf555fp 1 gs45diSvymd5%29%29/Docs/67/67174/Advisory_Opinion 0

31010.pdf.
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the use of a expedited process can cause confusion among the public.” During the past two
Congresses, Representative Albio Sires has introduced two bills (H.R. 6217 and H.R. 658) that
would require the USPS to use the same statutory process for the closure of post offices and post
office branches and stations. One hundred Members of the 110™ Congress cosponsored H.R.
6217, and 100 members of the 111" Congress have cosponsored H.R. 658 (as of April 5, 2010).

As Congress further considers the USPS’s request to have increased flexibility to reduce its retail
network, it may wish to ask the Postal Service to provide further clarification as to what types of
facilities it may close, what public input and notification processes it intends to use, and which
laws would need to be amended to provide this flexibility.

The USPS’s Proposals to Have Additional Flexibility in Pricing and
Introducing Products

The USPS report argues that the Postal Service lacks sufficient authority to set its prices in
response to “market dynamics.” The USPS proposes altering some of the ratemaking policies
enacted in the 2006 Postal Accountability and Enhancement Act.

The PAEA streamlined the former postage-pricing system and increased the USPS’s discretion
over pricing. The law separates the USPS products info “market-dominant™ and “competitive”
‘classes. Market-dominant products make up the bulk of the mail-stream and the USPS’s
revenues. These products are called “market-dominant” because few if any private sector
competitors exist to provide these products and services.”* Market-dominant products include (1)
first-class mail letters and sealed parcels, (2) first-class mail cards, (3) periodicals, (4) standard
mail, (5) single-piece parcel post, (6) media mail, (7) bound printed matter, (8) library mail; (9)
special services, and (10) single-piece international mail (39 U.S.C. 3621).%

‘The PAEA established a rate cap on postage increases for market-dominant products (39 U.S.C.
3622(D)(1)(a)). The USPS may raise the rates (prices) of any market-dominant product by no
more than the annual increase of the Consumer Price Index for All Urban Consumers (CPI-U).

The USPS wants this price cap revised to apply only to market-dominant products as an entire
class, rather than to individual market dominant products. If given this authority, the USPS could
raise the postage rates of one or more market-dominant product (e.g., periodicals) more than the
CPI-U; and keep the dominant class as a whole under the CPI-U by holding steady or lowering
postage rates for other market-dominant products.

The apparent objective of this proposed change to rate-setting would be to-empower the USPS to
raise rates on those mail classes (non-profit mail, media mail, library mail, periodicals, etc.) that

3 The Postal Service has admitted this occurs. See “Direct Testimony of Alice M. Vangorder on Behalf of
the United States Postal Service,” Postal Regulatory Commission, Docket No. N2009-1, p. 4, footnote 2, at
http://www.prc.gov/Docs/63/63567/FINAL.VANGORDER. W.ATTACH.pdf.

% E.g., the USPS possesses a legal monopoly over the delivery of first-class mail (18 U.S.C. 1693-1999
and 39 U.S.C. 601).

3 Competitive products include those for which a competitive market exists. They include (1) priority mail,
(2) expedited mail, (3) bulk parcel post; (4) bulk international mail, and (5) mailgrams (39 U.S.C. 3631).
The prices of competitive products are not rate-capped.

%-On'the CPI-U, see CRS Report RL30074; The Consumer Price Index: A Brief Overview, by Brian W._
Cashell.
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currently cost the USPS more to deliver than their postage.”” In FY2009, these money-losing mail
classes cost the USPS at least $1.7 billion.”® Both the 1970 Postal Reorganization Act (84 Stat.
760) and the 2006 PAEA (120 Stat. 3201) require all mail classes to cover their costs.” However,
this requirement probably never has been met because federal postal law (36 U.S.C. 3622 and 39
U.S.C. 3626) also provides for “reduced rates” for certain classes of mail (e.g., non-profit mail,
media mail, periodicals, etc.)

Thus, in addition to requiring the PAEA’s provisions to be amended, the USPS’s proposal for
pricing flexibility would require amending 39 U.S.C 3622 and 39 U.S.C. 3626.

The IG’s Report on CSRS Pensions”’

On January 20, 2010, the U.S. Postal Service Office of Inspector General (IG) published a report
on the USPS’s funding of pension costs for postal workers who were employed by both the U.S.
Post Office Department (prior to 1971) and its successor, the U.S. Postal Service.”' The report
criticizes the allocation of the pension costs between the USPS and the federal government for
employees who had service both as employees of the Post Office Department and later as
employees of the Postal Service.

The IG report notes that the Postal Service is currently responsible for meeting all pension costs
under the Civil Service Retirement System (CSRS) for employees hired after 1971. For
employees with service both before and after 1971, the federal government and the Postal Service
share responsibility for CSRS pensions. The federal government pays for service through 1971,
and the USPS pays for service after 1971.

The IG report contends that the allocation of CSRS costs between the USPS and the federal
government is unfair because the Postal Service is fully responsible for increases in pension costs
that result from pay raises granted after 1971. Because CSRS pensions are based on both an
employee’s years of service and the average of an employee’s highest three consecutive years of
pay, pension costs rise as employee pay rises. As a consequence, the percentage of CSRS pension
costs allocated to the USPS for an employee who worked for both the Post Office Department
and the USPS is greater than the proportion of the worker’s career that he or she spent as an
employee of the USPS. The IG report notes, for example, that for a person who worked for the
Post Office Department for 20 years prior to 1971 and for the USPS for 10 years thereafter, the
USPS is obliged to fund about half of this person’s pension costs. (The other half is paid for by
the U.S. government.)

21U.S. Postal Service, Ensuring a Viable Postal Service for America, p. 14.

 postal Regulatory Commission, FY2009 Annual Compliance Report (Washington: PRC, March 29,
2010), p. 28, at http://www.prc.gov/pre-
docs/home/whatsnew/ACD%20Report_2009_FINAL_Combined_747.pdf. This $1.7 billion figure only
refers to attributable costs; if institutional costs were included, the figure would be higher.

» Specifically, postal law requires each mail class to cover its “attributable cost.” The term “attributable
cost” refers to the cost to the USPS to process a particular class of mail. This is to be contrasted with the
term “institutional cost,” which refers to the fixed costs of the USPS (¢.g., the compensation of a mail
carrier, who delivers all classes of mail). The law does not require each mail class to cover its institutional
cost.

3 The author thanks Patrick Purcell, Specialist in Income Security, Domestic Social Policy Division,
Congressional Research Service, for his assistance in writing this section.

31 U.S. Postal Service Office of Inspector General, The Postal Service’s Share of CSRS Pension
Responsibility, RARC-WP-10-001 (Washington: USPSOIG, January 20, 2010) at
http://www.uspsoig.gov/foia_files’/RARC-WP-10-001.pdf.
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The IG report suggests that the USPS’s share of CSRS pension costs should be proportional to
employees” length of service as USPS employees relative to their total length of service with the
Post Office Department and the USPS. If an employee had spent 15 years as an employee of the
Post Office Department and 15 years as an employee of the USPS, for example, the federal
government and the USPS ‘each would be responsible for half of the cost of that individual’s
CSRS pension. The IG’s report estimates that under the current method of allocating the costs of
CSRS pensions, the Postal Service has paid $75 billion more into the Civil Service Retirement
and Disability Trust Fund than it would have paid if costs were divided between the federal
government and the USPS strictly in proportion to length of service.

In 2004, the Postal Service requested the OPM, which administers the Civil Service Retirement
System, to reconsider the method by which it allocates CSRS pension expenses between the
Postal Service and the U.S. Treasury. The OPM denied the request on the grounds that the
allocation method it had developed was consistent with federal law, The OPM cited P.L. 93-349
(July 12, 1974), which required the USPS to finance all increases in retirement Habilities that are
attributable to salary increases granted by the USPS. The House committee report accompanying
the bill that was enacted as P.L. 93-349 (H.R. 29, 93" Congress) states that the “purpose of this
legislation is to clearly establish the responsibility of the U.S. Postal Service to finance increases
in the liability of the Civil Service Retirement and Disability Fund, caused by administrative
action of the Postal Service, as apart from increases in unfunded liabilities which are incurred by
act of Congress.” The committee report further states that with respect to any increase in CSRS
pension expense that results from future pay raises received by USPS employees, “the cost of this
liability should properly and equitably be borne by the Postal Service.”

A reduction in the proportion of CSRS pension expenses allocated to the Postal Service would
increase the unfunded liability of the Civil Service Retirement and Disability Fund. Absent a
reduction in the cost of financing CSRS pensions, changing the allocation of CSRS pension
expenses between the Postal Service and general fund of the U.S. Treasury is a zero-sum game. A
reduction in the amount of CSRS pension expenses allocated to the USPS would result in an
equal increase in CSRS pension expenses borne by the U.S. Treasury.

On March 2, 2010, the Postal Regulatory Commission said it will conduct its own review of the
USPS’s pension liability. ™

Conclusion: Short-term and Long-term Challenges

The USPS has asked Congress to alter a number of provisions of current postal law because these
statutes are viewed as impeding the USPS’s ability to stem its financial losses. As Congress
considers the USPS’s proposals and other options, it may wish to consider the USPS’s financial
condition within the frameworks of the short-term (now until FY2011) and the long-term (now
until 2020).

Short-term

The USPS has run significant deficits since FY2007 and may reach its statutory debt limit ($15
billion) in FY2011 (39 U.S.C. 2005(a)).

32 postal Regulatory Commission, “PRC Initiates Review of USPS Pension Liability,” press release, March
2, 2010, at http://prc.gov/pre-
docs/home/whatsnew/PRC%20Review%200f%20USPS%20CSRS%20liability_604.pdf.
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Additionally, the USPS may face a liquidity problem at the end of FY2010 or the beginning of
FY2011. The USPS’s FY2010 first quarter financial filing (10-Q) indicates that its financial
position is unenviable. The USPS went from having $4.1 billion to $0.8 billion in cash, whichisa
low level for an agency with an average weekly operating expense over $1 billion. In part, this
decrease in available cash was an effect of the USPS’s retiring some of its debt. The USPS
reduced its debt by $2.7 billion, from $10.2 billion (as of the end of FY2009) to $7.5 billion.

Unless second quarter revenues exceed second quarter expenses, the USPS will have to borrow
money to continue operations. Since the USPS finished FY2009 with outstanding debt of $10.2
billion, it is permitted by law to finish FY2010 with $13.2 billion in debt. So, at the end of its first
quarter (December 31, 2009), the USPS could borrow upto an additional $5.7 billion from the
Federal Financing Bank (FFB) to help it cover its operating expenses.”* Combining this with the
$0.8 billion that it already had, the USPS could have begun the second quarter with $6.5 billion in
cash.

Yet, it is questionable whether even this amount of cash will suffice. If one were to assume the
USPS financially will break even for the rest of FY2010 (which the USPS itself doubts) and it
can retain this $6.5 billion in cash, the USPS still may face a cash shortage at the beginning of
FY2011. The agency must pay $5.5 billion to the Retiree Health Benefits Fund on September 30,
2010, and pay $1.1 billion to the Department of Labor for workers’ compensation in October
2010.%

In its FY2010 first quarter 10-Q filing, the USPS stated that in the event of a li uxdxty crisis it
would pay less than the required amount into the Retiree Health Benefits Fund.*® The
consequences of the USPS failing to abide by the PAEA’s mandated payment schedule are
unclear; the PAEA is silent on this matter.

Of the four proposed USPS changes to postal law considered in this written testimony, only two
would appear to be capable of addressing the USPS’s short-term financial challenge—reducing
the USPS’s annual payment to the RHBF, and permitting the USPS to draw back some of its
contributions to the CSRS pension.”

Long-term

In its report, the USPS described its plight as a “rapidly worsening crisis,” and claimed that the
USPS “will continue to face declining volume, stagnant revenue, large fixed costs, and rising
workforce costs. Without additional action to address these trends, the Postal Service would face
annual losses as great as $33 billion by 2020, The USPS suggests it might suffer cumulative
losses of $238 billion between FY2010 and FY2020.

* Ibid.,, pp. 4, 10-11.
3 Since the USPS ended FY2009 with $10.2 billion in debt, by law it may conclude FY2010 with debt of
up to $13.2 billion. Current debt of $7.5 billion + $5.7 billion in new debt = $13.2 billion in maximum
ermissible debt at the end of FY2010.
*U.S. Postal Service, “Form 10-Q,” pp. 8-9.
3 Ibid., p. 9.
37 This does not exhaust the options for Congress. It might pursue other measures, such as prowdmg an
emergency FY2010 appropriation to the USPS, raising the USPS’s debt limit, or an amalgam of policies,
such as providing the USPS with additional debt authority but requiring that a portion of that authority be
used to fund an effective USPS employee retirement incentive program.
¥ U.S. Postal Service, Ensuring a Viable Postal Service for America, p. 6.
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While the USPS’s short-term financial condition is clearly problematic, its long-term financial
condition is less obvious. The USPS report’s admonition of a possible $238 billion in cumulative
debt by 2020 has been repeatedly mischaracterized as a “prediction” by the media.” The report’s
admonition of $238 billion in cumulative losses is a projection—an estimate of what could
happen if certain assumptions hold over the next decade. These assumptions are not certitades.

First, as noted earlier in this testimony, postal law caps the Postal Service’s total debt at $15
billion. For the USPS to reach $238 billion in cumulative losses would require a change in current
circumstances. Congress would need to abolish the USPS’s statutory debt limit, and then do
nothing for 10 years as the USPS borrowed $231 billion from the U.S. Treasury. (As of the end of
FY2010 quarter one, the USPS had $8 billion in debt, and $1 billion in cash. Hence, the USPS
would need to borrow $231 billion to achieve $238 billion in cumulative debt.)

Second, the $238 billion in cumulative losses could occur only if the USPS took no further
actions to reduce its expenses. This is implausible, especially as the USPS’s plan states that it
intends to use its own existing authorities to reduce the projected $238 billion shortfall by $123
billion (leaving a projected $115 cunmlative debt).

Third, the report’s 2020 projection assumes that mail volume will continue to fall, sliding another
15% over the coming decade. In this scenario, the USPS’s annual revenues would be no higher in
2020 than in FY2010. This assumption of falling mail volumes is based upon a study
commissioned by The Boston Consulting Group (BCGQ) 0 According to the BCG’s analysis, the
USPS

will experience profound declines in its volumes of mail.... Notably, volumes will not
revisit the high-water-mark of 213 [billion] pieces in 2006—on the contrary, the
trajectory for the next 10 years is one of steady decline, which will not reverse even if the
current recession abates.*'

The major cause of this decline, according to the BCG, is the movement of communications to
the World Wide Web.

According to the BCG’s analysis, the recent mail volume declines of the past two years should
not be viewed as primarily an effect of the nation’s general economic downturn. Instead, as the
USPS puts it, the recession simply “accelerated the volume decline,” which is the result of a
“fundamental and permanent change in mail use by households and businesses.”™

This prediction about the future demand for hard copy mail is striking as it would mean the end to
an at least 80-year long trend. Since 1930 mail volumes have grown nearly every year, the
exception being during the period of 1933 to 1936 when mail volume plunged one year then
returned to its previous height over the succeeding three years (Figure 1). The BCG prediction
would have the USPS of 2020 delivering slightly less mail than the USPS of 1987 (Figure 2).

¥ E.g., “A $4.8 million study made public on March 1 predicts the Postal Service will lose $238 billion
over the next decade as consumers and businesses conduct more transactions online.” Donna Leinwand,
“Senators Challenge U.S. Postal Service's 10-Year Rescue Plan,” USA Today, March 18, 2010, at
http://www.usatoday.com/news/washington/2010-03-18-postal-service-hearing N.htm.

*0 The Boston Consulting Group, Projecting US Mail Volumes to 2020: Final Report—Detail (BCG: March
2, 2010, at http://www.usps.com/strategicplanning/_pdf/BCG_Detailed%20presentation.pdf. See also The
Boston Consulting Group, “Projecting Mail Volumes to 2020,” March 2, 2010, at
http://www.usps.com/strategicplanning/_pdf/BCG_Narrative.pdf.

! Tbid., p. 2.

42 U.8. Postal Service, Ensuring a Viable Postal Service for America, p. 4.
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Figure 1. Mail Volume, FY1929-FY2009
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Figure 2. Mail Volume FY1929-FY2020 (As Projected by the BCG)
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A critic of the BCG’s projected 2020 scenario might raise two points.

First, the movement of communications to the World Wide Web has been occurring since the
mid-1990s. During this time, the composition of the mail volume changed—Iess of the mail sent
was first-class mail, and more of it was advertising mail. Yet, the total amount of mail sent rose.
So, thus far it does not appear that there is a simple inverse relationship between the demand for
electronic means of communications and hard copy mail volume. (Le., if demand for electronic
communications goes up, demand for hard copy communications must go down.) Indeed, as
noted earlier, the BCG’s analysis shows demand for USPS package delivery rising between 2010
and 2020. .

Second, the USPS’s mail volume peaked in FY2006 at 213.1 billion mail pieces, and was nearly
the same in FY2007. In the first two quarters of FY2008 (October through December and January
through March), mail volume was higher than in the same quarters in FY2007. It was not until the
third quarter of FY2008 (April through June) that the USPS reported a decline in mail volume
relative to the same quarter in the previous year.* By the end of FY2008, mail volume had
dropped from 212.2 to 202.7 billion mail pieces. The U.S. economy entered a recession in
December 2007, and mail volume began falling four to six months later. It seems at least
plausible that the economic downturn, not electronic migration, was the more significant factor in
instigating the sudden mail volume decline of the past two fiscal years.™ And if that is the case,
then arguably the USPS’s mail volume might rise again as the economy improves. (The BCG’s
analysis and the USPS’s report do not admit this possibility. Both unequivocally declare that the
demand for sending hard copy mail has been permanently weakened in the past two or three
years.)

Hence, Congress may wish to further study the recent declines in mail volume to see if the BCG
and the UPS are correct that total mail volume is likely to fall during the next decade, or if the
demand for only certain classes of mail can be expected to drop. Knowing whether the USPS
likely faces a 2020 future with mail volumes of 150, 200, or 250 billion mail pieces would appear
to be an important factor in determining whether to significantly alter the structure of the USPS.

That said, it is worth noting that the USPS likely does face long-term financial challenges,
although neither the magnitude of the challenges nor the timeline for their onset and maturation is
clear. The Government Accountability Office (GAO), for one, long has warned that the USPS
faced financial difficulties due to its limited ability to control its labor costs and reduce its mail
processing and delivery network.*

Moreover, the recent developments in communications technologies may be undermining the
nation’s stated rationale for having a U.S. Postal Service. The 1970 Postal Reorganization Act
declared the USPS was “to bind the Nation together through the personal, educational, literary,
and business correspondence of the people.” Because of e-mail, cellular phones, and the World
Wide Web, personal communication via hard copy mail has declined, As The Boston Consulting
Group’s analysis indicates, only 4.5% of FY2009’s 177 billion mail pieces were person-to-person
letters or postcards. Periodicals, which may include educational and literary content, make up 4%

.S Postal Service, “Revenue, Pieces and Weight” reports for Postal Quarter IV FY2007 through
Quarter I FY2008, at http://www.usps.com/financials/rpw/welcome htm.

* CRS Report R40198, U.S. Economy in Recession: Similarities To and Differences From the Past, by
Marc Labonte, p. 1.

# Government Accountability Office, U.S. Postal Service: Bold Action Needed to Continue Progress on
Postal Transformation, GAO-04-108T, November 5, 2003.
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of the mail. Most of the mail volume today consists of advertising mail and business-related
correspondence. *®

Thank you.

4 The Boston Consulting Group, Projecting US Mail Volumes to 2020: Final Report—Detail, p. 5.
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Mr. LyNcH. Thank you, Mr. Kosar. I actually want to thank all
of the witnesses. This was a very impressive and credible group,
very competent group of witnesses, and I appreciate your willing-
ness to come before the committee and help us with our work.

Let’s get right to it. I will yield myself 5 minutes.

How do we resolve this difference between OPM and the Postal
Service regarding what is owed here? I mean, I understand it from
a basic point of view that there should be some type of equity in
divided service, that the Postal Service should not be asked to pay
more than its share in an employee who had divided service be-
tween the old department and the new. This seems to be a basic
sense of fairness in that, and I think that was more or less Con-
gress’ intent, speaking quite over-simplified.

How do we resolve this difference? It is a huge number, $75 bil-
lion, and it is made much more important, given the urgency of the
Postal Service’s situation right now.

Mr. Williams, how do you think we should resolve this?

Mr. WiLLiaMS. Congress directed that OPM and OMB and the
Postal Service go into a room and try to decide and try to resolve
the differences, and it could be that there are a number of solutions
to this. The simplest, the easiest would be to reset the two funds.
There are other alternatives.

The emergency arises from the $7 billion annual payment. I
think that needs to be dealt with first, and then I think the funds
can be reset in a way that doesn’t devastate the Federal fund,
which would be a bad thing, but recognizes that the postal employ-
ees and the mailers have paid in enough. The funds are fully fund-
ed, and it is time to stop putting money into them.

The same thing happened back in 2002 when we realized there
was a mistake and we were about to over-fund by $78 billion. As
soon as that payment disappeared, OPM showed up and tried to in-
troduce a new bill for us to pay military pensions. Obviously, we
don’t have a military, and the Government is already financing its
military.

I think the first thing to do is to remove the emergency and stop
the bleeding, and then sort out, in the fullness of time, which of
the solutions before us is the right solution.

Mr. LyNcH. Mr. O’Brien.

Mr. O’BRIEN. Yes. Just to comment, I mean, one of the difficul-
ties in this issue is that we tend to move between two funds. The
CRS, the funding for the retiree benefits, not your health benefits
but your retiree benefits, is essentially fully funded right now. That
is not in question. The $7 billion payment to the fund that is re-
ferred to is actually the payments to the retiree health benefits
they are separate issues, and they are real easy to conflate the two.

So part of it is, though, $7 billion payments are in the law, $5
billion of them are—last year OPM, with Congress, reduced those
payments from roughly $5 billion to about $1.5 billion, and those
two issues continue on. The challenge again with the retiree bene-
fits as we do this is simply changing the scope of the retiree and
saying we are going to fund those less. This kicks this down the
can a bit.

One of the complicated parts from our end is that these are not
sort of stand-alone issues. The implications of the decisions you
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make regarding how we fund the retiree service will affect how you
fund the retiree health benefits, which have larger budgetary im-
plications.

Ms. GoLbDwAY. If T might just add that there is an opportunity
to look solely at the health care retirement benefit fund issue and
look at how to recalculate what that total payment should be.
Should it be the 75 percent approximately of estimated liability? Is
the liability the right amount? And what should the payments be
over a period of years?

I believe that it certainly is possible to come up with a very cred-
ible arrangement to significantly reduce the payments that the
Postal Service is obligated to make on a yearly basis by looking
solely at the decisions around that health care retirement benefit
fund, reducing the liability and spreading out the payments. I
think that is an alternative, as well, that needs to be considered.

Mr. LyNCH. Thank you.

Mr. Kosar, I don’t assume you have a horse in this race, but——

Mr. KosAR. Absolutely not. No horse within this race.

I am not an expert on pensions, and so I won’t try to offer any
solutions.

Mr. LyNcH. Have you looked at this for CRS, though? Have you
looked at this?

Mr. KosAR. Yes. I provide an overview in my report.

Mr. LYyNcH. What do you think?

Mr. KosAR. I don’t recall any accusation of OPM’s current ap-
proach as being against the law, and in which case, if it is not
against the law, then it is an equity question, and an equity ques-
tion inevitably is going to involve lots of calculations that inevi-
tably, I think, are probably going to be political; namely, it will
have to go to the judgment of Congress to see what it thinks fair.

I think a key point is that, as best I can tell, this is a zero sum

ain. If the Postal Service is allowed to, say, claw back some of that
%75 billion, then somebody else is going to have to pony that up,
anglthat somebody else I believe would be the U.S. Treasury or the
public.

Mr. LYNCH. The problem is, though, it is the work hours of the
individuals who have earned that, and so they are entitled to the
full measure of the benefit that they have earned, and as well the
mailing community has paid in for service for which it appears
they have over-paid.

My time has expired and I yield to the gentleman from Utah, Mr.
Chaffetz, for 5 minutes.

Mr. CHAFFETZ. Thank you, Mr. Chairman.

Thank you all for being here.

Mr. Chairman, I do agree with you that we do need to come to
some sort of consensus as to what the accurate numbers are so we
can all deal from the same playing field. I hope we can ferret that
out as we go along.

Chairwoman Goldway, I am quite frankly and directly, deeply
concerned by your testimony and the perception, perhaps, that you
have of your role and responsibility. I find your testimony to be
shocking, quite frankly, that you would inject so much subjective
analysis, if you can call it that, as opposed to participating in my
understanding of the Postal Regulatory Commission’s role and re-
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sponsibility. You are the regulatory body and regulatory head of
this type of agency. The statements that I read within your testi-
mony are very subjective, and I am very curious to understand why
and how you think it is within your duties and responsibilities to
inject that sort of personal testimony.

Let me give you an example here. You say in your testimony,
“The consultants hired by the Postal Service and the GAO analysis
should have begun by looking at what it will take to keep open as
many post offices and stations and branches as possible.” Why
would you—you are coming to a conclusion by yourself without al-
lowing the process to move forward, and I believe, based on your
role and responsibility, coming up to a conclusion without allowing
them to do the analysis. Why and how? Where do you think in the
Regulatory Commission’s responsibilities that is the type of state-
ment that you should be making?

Ms. GoLDWAY. I appreciate your concern. I believe that the law
requires that the Postal Regulatory Commission define and enforce
the universal service obligation. We have to make a report on it.
We determine that every year with our compliance determination.
Is the Postal Service meeting its universal service obligation?

There are two specific areas in which the Postal Regulatory Com-
mission doesn’t have discretion. One is the law that says post of-
fices can’t be closed for solely economic reasons, and, two, that
service has to be provided 6 days. So I feel that the responsibility
of any agency that is operating under the law is to address their
problems assuming that they have to meet the law before they then
provide other alternatives, and I felt——

Mr. CHAFFETZ. Thank you. Let me read another statement from
you.

Ms. GOLDWAY [continuing]. The consultants didn’t do that.

Mr. CHAFFETZ. In your written statement here, “Now is not the
time for sweeping changes to the Postal Service.” How can you
come to that conclusion? You went on to say that we need to deal
with the—“before the Congress agrees to major cuts in service, it
should resolve the pension and retiree benefit issues to determine
manageable payment schedules for the Postal Service, and the
Commission should be allowed to complete its analysis of the 5-day
delivery proposal and present it to you.”

Now, the numbers, based on what we hear now, we are dealing
with a $238 billion shortfall over 10 years. We are talking about
a $75 billion issue. It is a significant issue, it is a big issue, but
it won’t solve all of the issues. And we talk about moving from 6-
day delivery to 5-day delivery, based on the testimony of Post-
master General Potter, in its best-case scenario that is going to be
a $30 to $36 billion fix over a 10-year period, only accounting for
about 15 percent of the problem.

So if we have such a significant problem, by the hundreds of bil-
lions of dollars, how do you, at the beginning of this process, come
to the conclusion that “now is not the time for sweeping changes
at the Postal Service?” When do you think we should get to sweep-
ing changes at the Postal Service?

Ms. GOoLDWAY. What I am proposing, which I don’t think is very
different from some of the colleagues here on the panel with me,
is that——
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Mr. CHAFFETZ. Well, they have different jobs. They have different
jobs, roles, and responsibilities.

Ms. GoLbwAy. Well, I believe that the Postal Service could meet
its obligations for the year with an adjustment to the health care
retiree benefit fund.

Mr. CHAFFETZ. You think that would solve the entire problem?

Ms. GoLDWAY. I don’t think it will solve the entire problem, but
I think it will provide us, given that and the economic turn-around,
an opportunity to come up with proposed changes that are of great-
er acceptance to the country and that meet a universal service obli-
gation. You, yourself, are concerned about cutting 6 to 5-day

Mr. CHAFFETZ. Yes, I have a different job, role, and responsibility
than you do as a regulator.

Ms. GOLDWAY [continuing]. And my written testimony includes,
in reviewing the 6 to 5-day issue, which the Commission will be
doing and doing very thoroughly, that we would consider such
things as a pilot project or alternatives and——

Mr. CHAFFETZ. Let me move on. Let me read another quote from
you.

Ms. GOLDWAY [continuing]. And we would consider that.

Mr. CHAFFETZ. I am going to move on, please.

Quote: “But ask the small towns of America if they think the
Government business should be conducted in Wal-Mart. Why would
any rational person compare the functions of a post office to Wal-
Mart as the Postal Service consultants did?” I do not understand
why or how you are injecting your personal opinion. Are you speak-
ing for yourself? Are you speaking for the administration? Are you
speaking for the Postal Regulatory Commission?

Ms. GoLDWAY. I am certainly using the opportunity to speak as
the chairman with my own point of view.

Mr. CHAFFETZ. So this is your personal point of view? It is not
from the Postal Regulatory Commission?

Ms. GOLDWAY. In my testimony I have a specific line in terms
of the Commission’s support for adjusting the health care retiree
benefit fund, and that is a Commission position.

Mr. CHAFFETZ. And you don’t think the

Ms. GoLDWAY. And I have pointed out that the Commission will
be reviewing the 6 to 5-day delivery and making a considered opin-
ion on it. But I do, quite frankly, feel that the Postal Service’s re-
sponse to its universal service obligation to provide service through
post offices, offering a substitute which would allow those services
in some fashion or another to be provided at a Wal-Mart and close
post offices in communities is not an acceptable part of the respon-
sibility of the universal service obligation, and I don’t think that is
in violation of the law, and I think it is certainly consistent with
my role as chairman to lead the Commission in evaluating what
universal service is.

Mr. CHAFFETZ. Well, Mr. Chairman, my time has expired. I ap-
preciate it. I am deeply concerned by these personal conclusions
prior to the analysis and the recommendations of what has to be
a creative process, and I hope we further explore this.

I thank you for the time and yield back. Thanks.

Mr. LYNCH. I thank the gentleman.
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The Chair recognizes the gentleman from Virginia, Mr. Connolly,
for 5 minutes.

Mr. ConNOLLY. I thank the Chair, and, gosh, I am surprised that
my friend who is so concerned about personal conclusions would
cite a bogus number, $238 billion. We have already established in
this hearing at best that is a theoretical number. GAO admits, and
the Postmaster General, himself, admitted under questioning by
this Member that it assumes they are not going to make the %123
billion cuts he announced this morning they are going to make, and
so it is a made-up number designed to scare us into breaking faith
with communities across the United States, breaking faith with or-
ganized labor and the work force, breaking faith with consumers in
order to make decisions they have decided a priori they want to
make, irrespective of whether there is an empirical basis to justify
making those decisions or not. That is what that $238 billion figure
is—it 1s made up. It assumes nothing will happen. Nothing will
happen over 10 years.

Mr. Kosar, you detailed this really well in the CRS report. Could
you refresh our memories, going to page 11 of the CRS report? I
assume that is your writing?

Mr. KosAR. Correct. Are there particular aspects on it, or is it
the three main points? Are there particular aspects of the point I
made, or just kind of generally encapsulate what I was getting at
here?

Mr. ConNoLLY. Well, if I recall your analysis, it says in order to
believe $238 billion, you have to believe, A, this Congress will lift
the statutory debt ceiling limit, right?

Mr. KosaAr. Correct.

Mr. CoNnNOLLY. Which right now is $15 billion?

Mr. KosAr. Correct.

Mr. CoNNOLLY. Second, you have to assume this Congress will
take no action whatsoever for 10 years with respect to any kind of
fiscal red ink problem the Postal Service might experience; is that
correct?

Mr. KosAr. Correct.

Mr. CONNOLLY. Absolutely no action?

Mr. KOSAR. Absolutely no action.

Mr. CoNNOLLY. Third, you would have to assume that the $123
billion of cuts that the Postmaster General announced today and
said is already within his authority, he doesn’t need new legislation
or legislative authority to make those decisions, will, in fact, be re-
scinded, will not be made; is that correct?

Mr. KOSAR. Absolutely correct.

Mr. CoNNOLLY. And then you would have to assume that every-
thing goes to hell in a handbasket. Apparently, there is no eco-
nomic recovery that could influence up or down the volume of mail,
even though we know from history that, as a matter of fact, the
opposite is true: economic conditions most certainly do influence
whether mail goes up or down volume; is that not correct?

Mr. KosAr. That is correct.

Mr. CoNNOLLY. Other than that, the $238 billion number is real.

Mr. KOsAR. Depends how you define real, I suppose.

Mr. CoNNoOLLY. Would you refresh our memory, Ms. Goldway, in
terms of the statutory role of the Postal Regulatory Commission?
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Ms. GoLpwAY. The Postal Regulatory Commission is a regulatory
body overseeing the activities of the Postal Service to ensure that
it does provide universal service at a fair and efficient level for all
citizens. We provide an annual compliance determination every
year, and should we determine that they don’t meet universal serv-
ice obligations we can institute proceedings to require them to
change their activities to meet universal service obligations.

Mr. CONNOLLY. Apparently, because we don’t like some of your
testimony, we want to relegate it to the realm of personal opinion.
Does the statute in any way invite the Postal Regulatory Commis-
sion to comment on proposals with respect to quality of service or
fiscal savings? Is that a role under the statute for the Postal Regu-
latory Commission?

Ms. GoLbwAY. Yes. Our reports do that and we are asked to do
studies, to report to Congress, to suggest legislation, and to make
changes in—suggest changes in the universal service obligation
over a period of up to 10 years.

Mr. CoNNOLLY. Were you invited here today in your capacity as
chairman of that Commission?

Ms. GoLpwAY. Yes, I was. Thank you.

Mr. CONNOLLY. And did the committee ask you to, in fact, share
your views on the pending proposals, good, bad, and indifferent,
with respect to savings and cost efficiencies?

Ms. GoLDWAY. Yes, they were. Thank you.

Mr. CoNNOLLY. Thank you.

Thank you, Mr. Chairman.

Mr. LYNCH. I thank the gentleman.

The Chair recognizes the gentleman from Illinois, Mr. Davis, for
5 minutes.

Mr. Davis. Thank you very much, Mr. Chairman.

I want to thank the witnesses for being here.

Chairwoman Goldway, let me just kind of followup with you. Mr.
Potter has made a series of recommendations that he thinks would
help get us beyond the dilemma that we are in. Has the Commis-
sion taken any position on any of those? Or let me ask it another
way

Ms. GOLDWAY. I don’t think the Commission has been in a posi-
tion to take a formal action on any of these proposals. They are not
presented to us in a way in which we would act upon them for-
mally. But I have consulted with my colleagues, and we have
agreed that we, all five of us, believe that the health care retiree
benefit fund should be adjusted, so that I can speak on behalf of
the whole Commission with regard to that position.

With regard to 6 to 5-day delivery, we are in the process of hear-
ing that case and are committed to having a full and open discus-
sion where we will hear all points of view and consider all of the
concerns that were raised here at the congressional hearing this
morning and many others. In particular, we are going to look at
the question about how much cost savings there really will be.
There is a dispute between the initial figures we had, and the Post-
al Service’s, about how much savings you could have from closing
post offices—excuse me, from 6 to 5-day delivery.

So we will thoroughly review that, and I hope we will be able to
make a considered advisory opinion to the Postal Service on what
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we believe is the right way to go, and we will share that opinion
with the Congress, and our hope is that you will wait to hear our
opinion and advice and the expert testimony that we can develop
in that case before making your own decision about whether to
change from 6 to 5-day.

Mr. Davis. It would appear to me that some of these, as I look
at them, really aren’t that difficult to—for example, shift in retail
sales to some place other than a facility doesn’t seem to me to cre-
ate that much angst.

Ms. GOLDWAY. I don’t think anyone is concerned with increasing
the amount of stamps that are sold at supermarkets and expanding
as much as possible the access to Postal Services on line, but you
can’t ship a parcel out of a supermarket and you can’t do it online.
The law says anything over 13 ounces has to be handed personally
to the post office. You can’t get your passport that way. You can’t
do a whole range of special services that are integral to the univer-
sal service of the Postal Service at a grocery story unless the Postal
Service is presenting a plan to open a full retail facility in a super-
market. They haven’t presented that plan to us, and if that is an
option to substitute for post offices, I don’t think the Postal Service
would—I don’t think the Postal Regulatory Commission would feel
that was any change at all in universal service.

So the question is the level of service that is currently provided
that we feel represents universal service for the country, and to
make sure that is maintained.

The one other thing I would say is that there are many post of-
fices around the country, not just in the smallest rural towns but
in many areas, that see the post office as a neighborhood icon, and
as an anchor for other economic activities in their community, and
for you to close that post office and move it into a big box retailer
at the suburban fringe of the city is not

Mr. DAvIs. Let me just ask Mr. Kosar, though

Ms. GOLDWAY [continuing]. Something that most people would
support.

Mr. DAVIS [continuing]. A question before my time runs out. I ap-
preciate it.

Mr. Kosar, how important do you think it is that we stabilize the
service on a short-term basis as we pursue long-term solutions?

Mr. Kosar. Well, my understanding is essentially that once the
Postal Service runs out of cash that it can’t keep operating. I don’t
know of any sort of emergency line that it would be able to access.
It is possible it exists, but I have never heard of it spoken of, and
if it doesn’t have the cash, then I don’t know how it could go for-
ward meeting payroll and continuing operations.

Mr. DAvIS. So it is absolutely essential that we continue to oper-
ate while we pursue long-range solutions that might take much
more time?

Mr. KosaR. Whether Congress decides to choose to pursue a
short-term solution or a long-term solution or a solution that is a
hybrid that can do both is not for me to call, but if Postal Services
are to be continued, as I understand it, the liquidity issue will have
to be dealt with.

Thank you.

Mr. Davis. Thank you very much. Thank you, Mr. Chairman.
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Mr. LYyNCH. Thank you.

Let me ask Chairman Goldway, Section 701 of the Postal Ac-
countability and Enhancement Act requires that the Postal Regu-
latory Commission present recommendations to Congress and the
President for legislative changes or improvements to the postal law
by December 2011.

Ms. GOLDWAY. Yes.

Mr. LyncH. Still a ways away, but have you begun that process?

Ms. GoLpwAy. Well, I initiated a study to help us pursue the no-
tion of the social value of the mail, and we want to flesh that con-
cept further.

Mr. LYNCH. So you are not very far along the road then?

Ms. GOLDWAY. And then we will combine that with our next uni-
versal service obligation study, which we probably will do within
the next year.

Mr. LyNcH. Yes. Well, time’s a-wastin’.

Ms. GoLDWAY. I appreciate your interest.

Mr. LYNCH. We are going to have some changes.

Ms. GoLpwAy. I will try to get a

Mr. LYNCH. Yes. You might want to ramp up that part. It says
you need to make it by December 2011. That is the drop-dead date.
But you can certainly make it before, and I think the cir-
cumstances would probably dictate that you would probably want
to make those recommendations sooner rather than later.

Mr. Williams, you indicated that Congress had directed you and
OMB and OPM to go in a room and hash this thing out. Have you
gone into that room?

Mr. WiLLIAMS. We would not represent the Postal Service. There
has been an initial

Mr. LYNCcH. Well, yes. OK.

Mr. WILLIAMS [continuing]. Meeting, and it involved the prin-
cipals and some staff, and I think they are now preparing for a sec-
ond round of talks to try to come to agreement on which of the so-
lutions would be the proper solution for the issues.

Mr. LYyNcH. Yes. This $75 billion question, we have to fish or cut
bait here.

Mr. O’Brien, what would happen if the post office didn’t make
the payment to OPM?

Mr. O’BRIEN. Again, for the retirement services the payments
have already been made. The retirement fund is fully funded, or
virtually fully funded at this time. What the IG report suggested
was that if you change the allocation methodology that has been
used, funds would be freed up from the retirement pension system
that could go to other purposes specifically to address the health
retirement fund. So, again, the two funds are somewhat——

Mr. LYNCH. Are you talking about the annual payments?

Mr. O’'BRIEN. The annual payment is for the retirement health
fund. If those payments are not made, specifically what would be
the issue in terms of the retirement payment. I need to get back
to you on the health fund. But, again, I want to stress that the re-
tiree fund and the benefits to retirees for their retirement payment,
those are funded, or virtually fully funded right now, and there is
no threat to a retiree getting their retiree pension.
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Mr. LyNcH. Right. Right. We are talking about the imbalance of
payments relative to service here. I must confess I sort of come
down on the side of the Postal Service on this argument, at least
the way it has been argued thus far. I would just encourage you
to reconcile. We will just be following you on that line of progress,
OK?

I will yield to the ranking member.

Mr. CHAFFETZ. Thank you, Mr. Chairman.

Mr. Kosar, I want to make sure I understood you properly. I
mean, part of the challenge that is before the Postal Service is the
economic downturn that is happening in this country, but to what
percentage or to what degree do you also acknowledge the move to
e-commerce and electronic communications and those types of
things? Is that part of what you have looked at along the way? I
just notice that you kind of didn’t mention that portion of it, and
it just raised some curiosity, that is all.

Mr. KoSAR. Sure. And I apologize for any omission. It, I think,
is pretty clear that the most lucrative postal product amongst the
mail classes, first class mail, is being eroded by e-commerce. People
are switching to electronic bill paying, and so your high-margin
product—and first class mail is a high margin product because it
is sealed against inspection, you need a warrant to open it, not like
lower classes of mail.

Mr. CHAFFETZ. Right.

Mr. KOsAR. So that is being eroded, and that is a long-term
trend, and I think it is perfectly believable that trend will continue,
and that creates an interesting revenue situation.

At the very end of my written testimony, I note that there—I
mention this because there is a changing composition to the mail
volume. More and more of it is becoming advertising mail, which
is a lower margin product, and so that has revenue implications,
and it also has policy implications because the Congress created
the Postal Service to deliver mail for a number of purposes—Ilit-
erary, binding up the Nation, etc.—and if it is only delivering mail
in 2020 for business purposes, well, it is a different scenario.

Mr. CHAFFETZ. OK. So Chairwoman Goldway said, “Now is not
the time for sweeping changes to the Postal Service.” If we don’t
have any changes, what is the effect?

Mr. KosAR. I don’t know, because everything is so contingent
upon the mail volume question. Mail volume equals revenue, and
revenue versus cost is

Mr. CHAFFETZ. Do you see e-commerce declining over the course
of time? Do you see us moving less? I mean, do you see us doing
less e-commerce and less electronic communication?

Mr. KosAr. No, I don’t see us doing less e-commerce. I would
presume we would do more and more absent some sort of peculiar
incident.

Mr. CHAFFETZ. Right.

Mr. KOSAR. An attack on our cyber system. But the relationship
between the growth in e-commerce versus hard copy mail demand
strikes me as rather complex. I don’t know if the PRC has studied
and tried to figure out how the elasticities work, but, just based
upon the historical data, I don’t see a clear relationship.
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Mr. CHAFFETZ. But if we don’t do anything, based on historical
data that we have now, the trajectory is not very pretty, is it?

Mr. KosAR. The trajectory of mail volume or the trajectory based
upon a financial

Mr. CHAFFETZ. The trajectory of financial situation, financial via-
bility of the Postal Service.

Mr. KosAR. Yes. I would be—realizing the large payments going
forward that are required under the Postal Accountability and En-
hancement Act, these are very significant payments, and I know
that the Postal Regulatory Commission has suggested that instead
of $5.5 billion a year the Postal Service should be paying $3.4 bil-
lion, and the Inspector General has suggested $1.9 billion. This has
large cumulative effects over the long run, and so yes, I think it
is an issue to be addressed.

Mr. CHAFFETZ. Interestingly enough, as the mail volume has de-
creased, we see this 80 percent labor cost is not necessarily dimin-
ished. It is such a huge portion of what is going on. My under-
standing is that this 80 percent number, even though the volume
has gone down, has not certainly been adjusted. Can you give fur-
ther insight or things that you found in terms of the labor cost as
a ratio to the overall expenses, and the implications of that, be-
cause you are going to have to deal somehow, some way, with these
massive labor costs, are they not?

Mr. KosAR. If the Postal Service must either control or lower its
costs over the long term, then obviously the large target is the
labor cost, because, as you noted, and as GAO has noted, it is about
80 percent. And the Postal Service has had some success in con-
tending with this. I know since fiscal year 1999 they have reduced
the size of their work force from over 900,000 to just under
600,000. Of course, many of these people are moving into being re-
tirees, and so there is that obligation.

Mr. CHAFFETZ. Right.

Mr. KosAR. But at least in terms of salaries, that is lowering it.

Mr. CHAFFETZ. Right.

Mr. KoOSAR. But their options are rather limited because they
have collective bargaining agreements with the vast majority of
these groups, and I believe at least two if not three of the contracts
forbid layoffs. Of course, they have other provisions in there which
curtail the Postal Service’s ability to excise what they consider to
be extra persons.

Mr. CHAFFETZ. OK. Thanks, Mr. Chairman. I am right near the
end of my time. Thanks.

Mr. LYNCH. Thank you.

Let me ask, we had asked the Postal Service, as part of their
presentation, part of their report that was delivered today, to actu-
ally look at comparable mail systems and what other countries are
doing, and that part has not been included. They are going to do
that a little bit later, although Mr. Potter did offer a few sugges-
tions anecdotally.

I know that one of the Scandinavian countries, I think it might
be Sweden or Finland, has a system in place now where you can
actually, it is like a virtual mailbox. Your computer screen, wheth-
er it is a laptop or even a BlackBerry or desktop, you can actually
click on your mail that is at the post office and you can actually
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click on the stuff you want delivered. I don’t like the term junk
mail, but you can also flag stuff for non-delivery; in other words,
you don’t want it delivered.

It just seems a matter of time until that type of technology soft-
ware is going to be available to the American public. If mail volume
has dropped already, I can imagine what is going to happen when
we have that type of technology available to us. It is certainly not
going to go up.

Have you thought about the implications, Ms. Goldway espe-
cially. You seem to have an optimistic view of what the future
might hold for normal mail.

Ms. GoLbwAy. Well, since I spent 4 years in Finland, I will just
comment that this experiment that the Finns are doing is in one
of what they call their big cities, which is about 200 people. It is
a small experiment that they are trying on this product. But the
Finns are way ahead in terms of technology, and it certainly may
catch on there.

I was speaking with the head of Deutsche Post yesterday and
they still provide 6-day delivery, and what they were valuing most
about their mail was the privacy of the mail. E-mail does not pro-
vide privacy.

Mr. LyncH. What is the cost for a

Ms. GoLpwAYy. It is 80 cents.

Mr. LYNCH. Eighty cents.

Ms. GoLDWAY. They pay 80 cents, and it is a smaller country.
The delivery costs are less. I am sure that they are making more
profit on their mail than we do.

They haven’t had billing in their mail for 20 years, so the de-
clines they have had are much smaller, the European declines.
Every country is quite different. But what struck me was his argu-
ment that the letter carried against inspection is of such value in
a country that has experienced the political regimes that they had
in the 20th century, the Nazis and then the eastern Germany re-
gimes, and you cannot have a system, at least not yet, and it
doesn’t look likely, an e-mail system where person to person you
have the same privacy. We now have systems where you can bank
with fairly good security systems. There are walls and protections.
But person to person correspondence is simply very risky on the
Internet.

So I think there are still great values for the mail we have, and
in my testimony the first thing that I suggested the Postal Service
do—I certainly don’t want them to stand still—is to change the
focus from volume to value, and if they create a series of products
that are of great value to people in the mail, they are more likely
to get the high margins they need to keep the mail system and the
othell‘ services that are part of the universal service available to
people.

Mr. LYNCH. I understand what you are saying, but——

Ms. GOLDWAY. And, by the way, in regard to KEuropean
comparisons

Mr. LyNcH. Let me
th. GOLDWAY [continuing]. We are intimately involved with
those.

Mr. LyNcH. Will you just let me speak?
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Ms. GOLDWAY. I am sorry.

Mr. LYNCH. The person to person mail, though, is microscopic in
the current mail system, people sending letters to each other. It is
really a microscopic part of the——

Ms. GoLDWAY. It is about 5 to 6 percent of the mail, and when
you consider what the potential is for growth in small businesses,
which are quite comparable in terms of the transactions that are
happening—and everyone agrees that there is a great deal of
growth potential in small businesses.

Mr. LyYNcH. I think business has remittances and commercial ac-
tivity.

Ms. GoLDWAY. No. Think of all the people who are setting up
businesses in their homes, and in addition to the electronic commu-
nications that they have there, there is personal correspondence,
individual pieces of material.

Mr. LYNCH. I know. Yes. Businesses can be located in a home.
That is still a business, though.

Ms. GOLDWAY. It is still a business, and——

Mr. LYNCH. It is just a different driver than——

Ms. GOLDWAY [continuing]. And it can——

Mr. LYNCH [continuing]. Social interaction.

Ms. GOLDWAY. Yes. And it can create volume, but I think it
would be volume—if the Postal Service focuses it right, it is volume
that is of high enough value that you can charge more for it and
keep your margins up so you don’t have to rely on advertising mail.

Mr. LYNCH. OK. My time has expired.

As I understand, we are about to have votes. I want to thank you
all for your willingness to come before this committee and help us
with our work. We, I am sure, are going to have more hearings on
this and more discussions. Thank you for your cooperation and
your assistance. Have a good day.

[Whereupon, at 1 p.m., the subcommittee was adjourned.]

[The prepared statements of Hon. Gerald E. Connolly and Hon.
Diane E. Watson, and additional information submitted for the
hearing record follow:]
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Statement of Congressman Gerald E. Connolly
“Continuing to Deliver:
An Examination of the Postal Service’s Current Financial Crisis and its Future Viability”

April 15™, 2010

This is an opportune time to hold a hearing, as there are some misconceptions that this Committee has a
responsibility to correct, misconceptions rooted in a Postal Service campaign to proscribe its public services in a
manner that could be devastating to its customers and employees. We will hear testimony today about a falling
sky, first from Postmaster General Potter and second from the Government Accountability Office (GAO). Mr.
Potter will claim that USPS is on the verge of insolvency and that the only way to avert disaster is to curtail
services dramatically and impoverish its workforce. GAO, taking at face value the recommendations of three
well-compensated private consulting firms who were retained by USPS, will affirm the Postal Service’s claim
that only draconian cuts in services and wages can save the Postal Service. Fortunately, we will also hear from
the Congressional Research Service and the Postal Regulatory Commission about bal d options for reform
that protect consumers, businesses, and employees. In response to this very real fiscal crisis, we can no longer
use ad hoc cost cutting to protect the Postal Service, but rather must construct a whole new business model.

Let us start from the very beginning. Article 1, Section 8 of the Constitution provides Congress with the power
to establish Post Offices and Post roads, demonstrating the Founders® cognizance of the importance of
convenient communication to facilitate commerce and develop national identity. The notion that such services
are incidental or unimportant to the nation is inconsistent with our most important founding document. This is
the first problem with the Postal Service’s assumption that the only way to solvency is to cut service and
employee benefits.

The second problem with the Postal Service’s focus on service cuts is that it does not address increased revenue
in a balanced manner. Yes, as the Postal Service suggests we must grant greater pricing authority for market-
dominant products. Unfortunately, the Postal Service dismissed the possibility of new revenue sources without
sufficient investigation of the possibility for new revenue sources. Recognizing that many aspects of USPS
services are cost-negative, we must allow the Postal Service to make money in other areas, even if that means
creating competition with existing private enterprises.

The third problem with the Postal Service’s proposal is that it assumes employees can suffer pay cuts with no
associated costs to the federal government or society generally. To the contrary, slashing wages and benefits
for Postal Service employees would have dramatic negative impacts on our communities, employee
productivity, and the federal government. Postal Service proposals to reduce wages and benefits through
unprecedented regulation of arbitration would impoverish federal employees and represent a departure from
eighty years of labor policy dating to passage of the Wagner Fair Labor Standards Act.

Finally, the Postal Service seems to assume the worst case scenario for future revenues, as Kevin Kosar notes in
his Congressional Research Service written testimony. The Postal Service’s assertion that it may face a
curnulative $238 billion shortfall, Mr. Kosar notes, “could occur only if the USPS took no further actions to
reduce its own expenses,” an eventuality that he correctly describes as “implausible.” Mr, Kosar also
documents historical data showing that increasing internet traffic does not always correlate to declining mail
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volume, in contrast to what the Postal Service’s consultants have implied. In fact, the possibility of stabilizing
mail volume after this recession could avert the need for the deepest cuts recommended by the Postal Service.
The specter of disaster should not compel us to rush into poorly designed restructuring legislation when more
accurate revenue projections and more comprehensive plans could avoid the most painful decisions that the
Postal Service would have Congress make blithely.

There is no absence of guidance on more thoughtful long range planning for the Postal Service. The
distinguished Chairwoman of the Postal Regulatory Commission, Ruth Goldway, makes a sensible suggestion
in her written testimony: Undertake a “detailed, innovative new retail strategy.” Instead of just cutting service,
let us embark together on an effort that will explore creative new revenue sources with the goal of protecting
that Constitutionally-mandated service upon which our constituents rely, Chairwoman Goldway also makes
several suggestions for new revenue, including voting by mail, which would have the added benefit of

strengthening our democratic process.

One creative proposal that Ms. Goldway mentions is replacing gasoline with electric delivery vehicles, which
the Postal Service Inspector General and GAO say could create a new “vehicle to grid” revenue source. I
appreciate Ms. Goldway’s support for my bill, the Postal Service Electric Motor Vehicle Act, to replace the
aging gasoline fleet with state of the art electric vehicles. It is a shame that the Postal Service, in its zeal to cut,
has not adequately explored the alternatives recommended by the Chairwoman of its regulator. Not
surprisingly, in light of Ms. Goldway’s thoughtful and apparently unwelcome suggestions, one of the Postal
Service’s recommendations is to curtail the Postal Regulatory Commission’s authority.

Such an exploration of new retail strategies could provide critical support to the Postal Service’s customer base:
American businesses. Businesses, not individuals, provide 90% of the Postal Service’s mail-based income
stream. Companies ranging from Netflix to local newspaper weeklies rely on regular mail. At a recent forum
hosted by Chairman Steven Lynch, one member after another of the Coalition for a 21% Century Post Office
expressed their concerns about reducing mail service. This business organization recognizes that cutting service
will not only harm our constituents, but also reduce business opportunities associated with high quality service.
For example, how will weekly papers distributed by mail fare if their readers can’t receive them on the
weekend? Will Netflix be able to maintain its customer base? Will magazine companies be able to maintain
their demand if readers can’t receive Time and other periodicals on Saturday? We must consider the impact of
Postal Service policy on the business climate before rushing into major restructuring, with the understanding
that businesses pay far more for postage than any other part of the Postal Service’s customer base.

Thank you again, Mr. Chairman for this timely hearing. There is no better time to reorient the Postal Service
away from a myopic effort to cut costs in a manner that would permanently cripple a public service envisioned
by this country’s founding fathers. This requires a new business model in the future.
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Opening Statement
Congresswoman Diane E. Watson

“Continuing to Deliver: An Examination of the Postal Service’s Current
Financial Crisis and its Future Viability”

Full Committee on Oversight and Government Reform
Thursday, April 15, 2010
2154 Rayburn HOB
10:00 AM.

Thank you Mr. Chairman and Chairman Lynch for
working together on today’s important joint hearing on the
economic sustainability and long-term strategic plan of the
United States Postal Service. This hearing occurs at a
critical time, as the Postal Service faces a dire financial
situation that must be addressed, but for which there is no

simple or singular solution.

In recent years the transition to electronic

communications combined with the economic recession has
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lead to a severe decline in mail volume. Due to these losses
the Postal Service lost $3.5 billion in 2009, is projected to
lose another $7.8 billion in 2010, and without comprehensive
long-term action, total cumulative losses are projected to

reach $238 billion by 2020.

While all stakeholders are in agreement that the Postal
Service is on an entirely unsustainable path, there is not the
same level of consensus regarding how to solve the crisis.
Media accounts have focused on the debate over whether to
reduce service to only 5-days of delivery, while internally
deliberations have focused on the burdensome payment
structure of the Postal Service’s retiree health benefits and
the Civil Service Retirement System pension fund. As this
debate continues over how to craft a viable long-term

strategic plan it is important that the needs of the Postal
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Service’s customers are kept in mind, the reality of economic
conditions are considered, and that the collective bargaining

rights and needs of the Postal workforce are respected.

I look forward to hearing the testimony of today’s
witnesses, and I sincerely hope that these proceedings will
bring us closer to the development of an acceptable, long-
term, comprehensive plan to preserve the quality and

viability of the United States Postal Service.

Thank you Mr. Chairman, and I yield back the

remainder of my time.
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Mr. Chairman and members of the Committee, | appreciate the opportunity to submit
my written testimony concerning the ovércharge of the United States Postal Service
(Postal Service) for its Civil Service Retirement System (CSRS) obligations. This issue
has a significant impact on the Postal Service’s financial viability, its compliance with the
Postal Accountability and Enhancement Act (PAEA), and thus its ability to provide

world-class universal service to the nation.

On July 1, 1971 the United States Post Office Department (POD), then an agency of the
federal government, became the Postal Service, a new self-financing independent
government entity. Although the Postal Service is self-financing, it is subject to the
Office of Personnel Management (OPM) for health care and pension obligations. The
administration of these programs resulted in the Postal Service being overcharged four

separate times.

Congress has continually untangled and corrected funding problems:
e in 2002, it was discovered that the Postal Service’s pension fund would be

overfunded by $78 billion. Congress corrected this in 2003.

¢ in 2003, the Postal Service was made responsible for $27 billion in military
service pension obligations for Postal Service employees. Congress corrected

this in 2006.

o In 2009, we found that the OPM used an exaggerated 7 percent health care
inflation forecast instead of the 5 percent industry standard, resulting in an

overpayment of $13.2 billion by 2016. in response Congress urged the Postal
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Service to coordinate with the OPM and the Office of Management and Budget to

develop “a fiscally responsible legislative proposal.”

Lastly, the Postal Service pension fund was overcharged $75 billion, so that employees
could retire at promised levels. When the POD became the Postal Service, employees
that belonged to the federal pension fund now contributed to the Postal Service.
Retirement costs were divided according to the number of years employees had
belonged to each fund. However, the federal pension fund paid for retirements based on
1971 salaries, not final salaries. The federal pension fund collected full contributions,

but paid only partial benefits.

The OPM has explained that these mischarges were in response to what they believed
. to be the will of Congress expressed in 1974 legislation. However, the 1974 language
was repealed by Congress in 2003, when large overpayments were discovered. At that
time the OPM inexplicably had not ck_atected a 41 percent overfunding error in this $190
billion pension fund. Congress directed the OPM to use its authority to oversee the
reforms using accepted “dynamic assumptions” that include pay increases and inflation.
The OPM switched to dynamic funding for the Postal Service portion, but did not for

their share. The Postal Service was forced to pay the $75 billion difference.

In 2009 my office began working with the Hay Group, an actuarial firm, to review the
OPM's CSRS methodology and found that it unfairly burdens the Postal Service:
¢ In calculating the federal government's share, the OPM methodology assumes

that all salary inflation after 1971 should be paid by the Postal Service instead of
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being divided with the federal pension fund and associated with the respective
years of service. This has caused the Postal Service to be overcharged $75
billion for its share of the CSRS pension payments. In essence, for almost 40
years the Postal Service paid all of its and all of the federal government’s share

of inflationary costs.

« ltis instructive that the OPM in this case ignores its own formula which includes
final salary and inflationary adjustments for federal and military funds to

determine Postal Service pension benefits.

« The OPM methodology of calculating the federal fund’s share was constructed
using a “freeze frame”' approach which allows the federal government to escape
the effect of salary increases mostly due fo inflation and the growth of the
economy on pension costs in violation of accepted accounting practices. ltis
completely unrealistic to assume employees would receive no pay adjustments
for almost a 40-year period, yet the OPM uses just such a methodology in paying
its share for former POD employees. This does not comply with the use of

dynamic assumptions that the OPM was directed to use in 2003.

e Using the OPM methodology, an employee who worked 15 years for the POD
and 15 years for the Postal Service causes the Postal Service to be responsible
for 70 percent of the pension obligation, while the federal funds share would be

30 percent, instead of an even division.

¥ To assume former Post Office Department emp!oyées retired in 1971 and received no inflationary salary
adjustments or the use of a final salary.

3
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¢ In 2004 the Postal Service appealed the OPM’s methodology and it was denied
by OPM. Their denial relied on repealed 1974 legislation that made the Postal
Service responsible for the pension costs of salary increases. The new legislation
in 2003 directed the OPM to abandon the 1974 legislation and use “dynamic
assumptions” that include inflation and pay increases. This is the same
methodology the OPM uses with its other funds including the cost of retiree

health care premiums for the Postal Service.

« -~ A methodology based on dynamic assumptions — the same methodology the
OPM uses to spilit the cost of retiree health care premiums between the Postal
Service and the federal government — would comply with accepted accounting
standards. That proposal would finally align the pension and health care

methodologies for the OPM.

¢ Using dynamic assumptions, the federal government and the Postal Service
would each be responsible for 50 percent of the pension obligations for an
employee who worked half their career for the federal government and half for
the Postal Service. The current methodology relies on the Postal Service to pay

all of its pension obligations and much of the federal government’s share.

Lastly the Postal Service was given a funding target of 100 percent for both pension and
health care pre-funding. In contrast the OPM has pension funding premium levels of 41
percent for federal employees and 24 percent for the military. The OPM's own health -
care prefunding for federal employees is O percent. The Standard & Poor’s 500

companies’ (S&P 500) pension funding is 80 percent.
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Correcting either the overcharge or the target pre-funding level would result in the -ability

to pay off the Treasury debt associated with meeting the overcharges. Annual costs and
premiums could be financed out of the interest earnings and surplus. PAEA has a
provision to monitor fund levels annually to determine if contributions are adequate to

meet target levels.

The vision of the Postal Service in the PAEA was to create a more corporate entity
subject to efficient market forces. That cannot be done if the Postal Service continues to
be subjected to annual payments of more than $7 billion a year before it enters the
market place. Mr. Chairman, | would be hard pressed to name a corporation that could
do well in the market place if $7 billion a year were taken from it before it could open its
doors for business. The current overcharges of $75 billion have been seen by many in
the mailing industry as an unauthorized tax on Americans. ironically the postal trade

press has termed this the “stamp tax.”

The mischarges should be backed out and fund balances reset to proper levels to
achieve the retirement reforms Congress enacted in 2003. in addition, another option
for the Postal Service could be to use the $75 billion to pledge to the retiree health fund
instead of making payments. The details concerning the 3 possible solutions can be

found in the appendix.

Timely action by Congress and the OPM will provide the Postal Service immediate relief

from this financial burden, but it will not wholly close the financial gap. Almost $4 billion
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will remain to be dealt with by the Postal Service through the reduction of 93 million
workhours in FY 2010. Based on the latest projections, the Postal Service is on pace to

cut the necessary workhours as they try to meet the loss.
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APPENDIX:
My office would like to elaborate on three alternative solutions to correct the excessive

pre-funding levels. Our first solution is designed to correct the OPM’s current CSRS

pension funding methodology that has overcharged the Postal Service $75 billion from

1972 to 2009. This can be simply fixed by taking the following steps:

First, the Postal Service’s CSRS pension obligations should be calculated using
a years-of-service methodology to allow for the return of the $75 billion the Postal
Service has already overpaid and going forward.

Second, $10 billion of the $75 billion CSRS surplus should be used to pay off the
Postal Service’s Treasury debt, since this debt was incurred making payments to
pre-fund retiree health care. This would save the Postal Service over $150 million
a year in debt service.

Third, another $10 billion of the CSRS surplus should be used to pay the total
outstanding CSRS pension liabilities, which have increased over its life.

Fourth, transfer the remaining $55 billion of the CSRS surplius to the retiree
health care fund. The $55 billion combined with the already set aside $35 billion
will provide a retiree health care fund of $90 billion. The OPM has determined
that $87 billion is needed to fully fund the Postal Service’s retiree health care
liability as of 2009. In addition, under the PAEA any CSRS pension surplus is
already scheduled to be transferred to the retiree health care fund at the end of
2015. We propose that the schedule be accelerated so that the transfer occurs

immediately.
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o Fifth, stop the required payments of more than $5 billion under the PAEA
because the account would be funded. This would allow the Postal Service to
use the fund for its intended purpose to pay this year's $2 billion retiree premium.

+ Most of these simple changes only advance the timing of provisions already in
existing law and do not fundamentally alter the funding structure established by
the PAEA. The Postal Service’s pension and retiree health care obligations
would be determined with the same methodology. The Postal Service’s pension
and retiree health care obligations would be fully funded; unlike the federal
government that relies on federal pension funding of 41 percent, military pension
funding of 24 percent, federal retiree health benefits at 0 percent and military

retiree health benefits at 29 percent.

As | said before, there is no established funding goal. An established goal by Congress
of around 80 percent as suggested by the S&P 500 and my office would allow for a
second solution to the $75 billion overcharge to the Postal Service for its share of the
CSRS pension payments from 1972 to 2009. This solution would be optimal if the $75
billion could not be repaid to the Postal Service. This solution would consist of four
parts:

» First, the Postal Service’s pension fund obligation would be reduced from 100
percent to about 80 percent. This would make about $52 billion available to the
Postal Sérvice. ‘

« Second, $10 billion of the $52 billion should be used to pay off the Postal

Service's Treasury débt, since this debt was incurred making payments to
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prefund retiree health care. This would save the Postal Service over $150 million
a year in debt service.

» Third, transfer the remaining $42 billion to the retiree health care fund to achieve
more than an 80 percent funding level.

+ Fourth, stop the required payments of more than $5 billion under the PAEA
because retiree health care would be funded. This would allow the Postal Service
to finally use the funds and its interest income for its intended purpose — paying

for retiree health care.

The third solution could be used once the OPM acknowledges the Postal Service's $75
billion overpayment to the CSRS pension fund. This overpayment should not be
incorrectly categorized as a “surplus,” as the Postal Service is immediately entitled to
this overpayment. The surplus CSRS funds, on the other hand, are due to the Postal
Service on September 30, 2015, and will be comprised of any excess funds that exist

once the CSRS pension is fuily funded.

An OPM acknowledged $75 billion overpayment becomes an asset of the Postal

Service which allows the Postal Service to pledge the excess retiree pension funding to

the retiree health fund instead of making payments. The Postal Service can acquire this
asset to pledge through the Treasury’s issuance of a bond on behalf of the OPM that is
payable to the Postal Service. A special Treasury bond, without market value, issued to

the Postal Service would allow the Postal Service to pledge this bond (asset), pursuant
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to 39 C.F.R. § 2005(b) (1) to satisfy its retiree health fund obligations.? Under 39 USC
2005(b),
“The Postal Service may pledge the assets of the Postal Service and pledge or
use its revenues and receipts for the payment of the principal of or interest on
obligations issued by the Postal Service under this section, for the purchase or
redemption thereof. and for other purposes incidental thereto, including creation
of reserve, sinking and other funds which may be similarly pledged and used, fo

such extent and in such manner as it deems necessary or desirable....”

The $75 billion Treasury bond, at some undetermined time in the future, would result in
a transfer of actual funds to the retiree health fund obligations. This transfer could be
coordinated with the PAEA mandated 2015 transfer of funds between the retiree

pension fund and the retiree health fund.

2 The issuance of an interagency debt instrument is exemplified by the arrangement between the Social
Security Administration (SSA) and the Treasury.
» The surplus SSA tax revenues are maintained in'a SSA Trust Fund which, like the Postal Service
Fund, is an off-budget fund.

e Because the Treasury had spent SSA’s tax-generated revenues, it has since provided SSA with
$2.5 trillion in special-issue Treasury bonds that SSA may redeem, as necessary, when its annual
tax revenues no longer cover its disbursements.

e This fiscal year, SSA will begin redeeming some of its Treasury bonds.

10
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Post-Hearing Questions for the Record
Submitted to PMG John E. Potter

“Continuing to Deliver: An Examination of the USPS8's Current
Financial Crisis and lts Future Liability”

April 15,2010

Q1. GAO's April 12 Report discusses the fact that the Postal Accountability and
Enhancement Act of 2008 provided the Postal Service with increased flexibility with
respect to entering intd contracts with mailers.

a) How many domestic market dominant negotiated service agreements has the
Postal Service entered into since the passage of that law?

‘The Postal Service is, and has been, involved in ongoing discussions with
mailers, both those who use our competitive and market-dominant products,
:about possible Negotiated Service Agreemenits (NSA) and innovative pricing and
‘product solutions. Although we remain open to developing and implementing
new NSAs with customers of our market-dominant products, we have not been
able tocrafta structure that satisfies our customers and still provides a
~compeilmg business case for the Postal Service since the implementation of the
Postal Accountability and Enhancement Act,

b) Do you believe entering into these types of contracts will increase volume and
revenue for the Postal Service?

In certain circumstances; yes. There are cases where the necessarily broad-
brush approach used in setting list prices can be fine-funed to provide better
incentives to individual mailers, ahd in some of these cases, the additional
contribution generated by this fine-tuning could make a meaningful difference
to the Postal Service, However, In practical terms, it may be a more efficient
use of resources to develop pricing structures that improve. the incentives o
groups of mailers; rather than individual customers.

Q2. Are you concerned that reducing service to 5-day del ivery might significantly
increase the trend in the amount of mall that will move fo electronic alternatives?
i 50, how do you propose to deat with that possibility?

No: We do not expect to see sigmflcant decreases in mail volume due to:
‘implementing’ five-day delwary operations. We believe any increase in the
-amount of mail moving to electronic alternatives would, for the most part, occur
mdependenf of fi vesday delivery. In fact, we expect a moderate increase in
volumé in2011 as the anticipated economic recovery hegms to positively affect
the mail. However, it is likely that this increase will be temporary. Overthe next
decate, mail volume is expected to decrease as electronic diversion continues to
negatively affect First-Class Mail. Total mail volume is expected to be 150 billion
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mail pieces in 2020, which represents a 15 percent decrease from the 2009
volume of 177 billion.

Our conclusion that mail volume will not significantly decrease due to the
implementation of five-day delivery operations is based on qualitative and
quantitative market research conducted on behalf of the Postal Service by
‘Opinion Research Corporation from August to October 2010. Most consumers
and small businesses in the qualitative market research said that elimination of
Saturday delivery to streef addresses and the collection of mail on Saturday
would have little impact on their use of the mail. They said they would adapt to
the'change. This is not to imply it would have no impact. Rather, they will adapt
by mailing on days other than Saturday. Or they will use alternatives, including
the Internet. Most felt that as long as Pest Offices were open on Saturday, they
would be able to adapt.

Most smail busmessas said that they had a regular routine for receiving and
‘sorting mail Monday through Friday when they are open or when they normally
handle mail. Elimination of Saturday delivery would not affect these small
businesses. Almost all larger businesses said that they would accept five-day
delivery operations as being necessary to help solve the Postal Service’s
financial problems, They said they would be able to adapt if given a sufficient
lead time of up to six months,

That customers would adapt to five-day delivery operations is confirmed in the
guantitative market research. It shows that the impact of implementing five-day
delivery operatxcns would be a reduction of -0.7 percent of total volume or 1.238
‘billion pieces, most of it First-Class Mail. The fossin cantributmn résulting from
this loss of volume would be almost $200 million, This includes the loss of mail
‘volume to electronic alternatives and is not significant overall,

'Of course; we continue to work to increase mail volume and are doing everything
we can to make that happen within the current law. Here are a few of the actions
we dre now taking to increass mail volume.

s ‘We are now, and plan to continue advertising Priority Mail. We launched &
Aew campaign connected with “Toy Story 3% this month.

+ We have latunched innovative First-Class Mail and Standard Mail sales
programs where mallers receive a rebate on postage based on their use of the
mail.

. ‘We are reconstructing our website, usps.com, to maks it easier for customers
to use the Postal Service online. This effort will result in increased revenue as
‘users of postal products and services will be able to do more on usps.com.

« We are increasing the value of letter and flat mall by using advanced
technology — our Intelligent Mall Barcode — o offer visibHity and tracking of
this mall. These strategles are designed to encourage businesses o continus
using the mail.

[
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+  We are exploring new products to help advertisers make better use of mail.

«  We are exploring offering remittance mailers new pricing for their bills where
they would pay the one ounce price, currently 44 cents, for items that weigh
up to 1.2 cunces if they achieve a volume threshold,

« We have several initiatives to make it easier to mail greeting cards, including a
64 cent butterfly stamp for non machineable cards ‘and a planned test
of postcards with a prepaid postage indicia which will be counted using iMb
technology.

Q3. Since one of your suggested cost-cutting measures is to reduce the size of the
‘workforce, please describe the steps you are taking to encourage retirement and early
retirement of empleyees

A 'more flexible workforce would better position the Postal Service to respond to
changing demand patterns. Through 2020, about half of the current workforce
{roughty 300,000 employees) will be eligible to retire. The large number of
‘gxpected retirements, coupled with upcoming labor negotiations,; presents a
unique window of opportunity to establish a more flexible workforce while
minimizing personnel impact.

In 2009, we offered retirement incentives to eligible employees represented by
the American Postal Workers Unioni {APWU) and National Postal Mail Handlers
Union (NPMHU), and more than 20,000 employees accepted the offer, At present,
given our deteriorating financial situation and the large number of retirement
eligible employees service-wide, we do not plan to offer any incentives.

Q4. Have you considered allowing mailers to agvertise using unaddressed mall?
This type of mail is used successfully in'several Etropean countries such as France:

The Postal Service has considered allowing mailers to advertise using
uriaddressed mail and we continue to evaluate this option. The Postal Service
does offer certain kinds of customers and mailings an alternative known'as
simplified addressing. This isan “alternative addressing format used when
delivery of identical mail is requested to every customer on a rural route or
‘highway contract route, or to all post office box customers at a post office
without city carrier service. Instead of listing the name and address.of the
‘addressee, the mailer may use “postal customer” It may also be used by
‘government agencies for official mail sent to all stops on city routes and post
office boxes at post offices with city delivery service. In such cases, these
formats may be used; “Postal Customer,” “Resldentlai Customer,” and “Business
GCustomer,” depending on the type of coverage requested.

We ¢ontinue to research: the posstbmty of expanding the usage of simplified
addressmg toour city routes, Expanding this option to all of our delivery routes
could simplify the use of mail for customers and encourage additional use of mail
foradvertising and promotion < especially for small businesses, The Postal
Service is reviewing the operational and legal u‘npm:ativ:ms,s stakeholder :mpacts,
and consumer reaction, as well as volume and revenue growth opportunities as
part of its review of expanding simplified mailing optxons.
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Q5. A significant portion of your written testimony discusses regulatory and legal
reforms. Section 701 of the Postal Accountability and Enhancement Act tasks the Postal
Regulatory Commission {(PRC) with the responsibility of providing recommendations to
Congress and the President for legislation to improve the effectivenass of postal law
every five years. Have you collaborated with the PRC with respect fo your suggested
reforms? If so, what was the result of those collaborations?

The Postal Service and the Commission have had informal discussions regarding
legislative proposals. These discussions have centered on the fixed schedule of
payments into the Retiree Health Benefits fund required by the PAEA, as well as
the need to clarify the respective roles of the Commission and the Governors of
the Postal Service.

Additionally, the Postal Service has requested, pursuant to section 802{0) of the
PAEA, that the Commission retain an actuary to review what it believesisan
inequitable apportionment of CSRS obligations between the Postal Service and
the Federal Governiment related to CSRS credit earned during employment by the
Post Office Department. Several intervenors in this docket (852010-1) have
‘moved that the Commission initiate a paralle! proceeding under section 701 of the
'PAEA so that in addition to the actuary’s report, along with comments:by the
Commission thereon, the Commission would also submitto the Congress a
recommendation for legislative change consistent with the actuary’s report,
should that prove advisable,

The Postal Service expects to continue discussions of these matters in the near
future,

Q6. Given the financial problems faced by the Postal Service, has consideration been
given to the possibility of increasing the amount of advemsmg by ouiside commercial
entities in retall facilities, or permitting such advertising on postal vehicles? Jf so, has
the Postal Service gauged public reaction and possible revenues from such endeavors,
and what were the resulfs?

The idea to utilize postal assets, such as postal trucks for: advertising, has a long
and mostly unsuccessful history in the Postal Service, The most comprehensive
effort; Postal Ad Network, dates back to Fiscal Year. 2001, After operating the:
program for more than a year and spending millions of dollars in development
and operation, the financial performance fell far short of projections.

At its conclusion, the program identified and documented significant adjustments
fhat would:-have {6 be mpiemented for this program to-succeed. Among the major
concerns identified were: ariifi icially high minimum ;:urchases for local and
regional advertisers; the need to stréamline the process for review and clearance
of advertisements; a more effective means to replace and remove: advemsmg
from postal trucks, issues amund choosing which advertisers would be aliowed
to advertise on our assets without getting into First Amendment violations; and
the costs and structure needed to.run the program.

Since the introduction and cessation of the Postal Ad. Network, this business idea
has resurfaced on ‘a regular basis, and been suggested as a means for the Postal
Service to generate revenue. However, a review of USPS history in. these
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ventures, and extensive analysis of the revenue opportunity balanced against the
costs of operations, does not support proceeding with this line of business.

Similar issues were identified when reviewing the opportunity to leverage retai
post offices for commercial advertising. Whilé we do allow the use of our retail
space for some commercial advertising, it is generally around ¢ither a public
service (White House Memorial Day poster) or tied to the mail (Census mailings).
In-addition to the issueés highlighted above, the foot traffic in post offices
‘combined with the amount of time that customers would be in line viewing an ad
is too low to enable the Postal Service to charge very much. The costto
implement a digital signage network, complete with an advertising management
system, would be significant and most likely advertising revenues would barely
cover costs, if at all.

Q7. How much is the Postal Service losing on catalog mail?

Catalog mailers use a variety of Postal Service products to deliver their mail,
predominantly Standard Mail Flats and Standard Mail Carrier Route. Although the
Standard Mail flats product fails to cover its attributable cost (82.4 percent cost
coverage in FY2008), Standard Mail Carrier Route does make a positive
contribution (144.6 percent cost coverage in FY2009), and given the distribution
of catalogs between the two products, the Postal Service estimates that
commercial catalogs as a whole generate enough reveriue to cover their
attributable cost, although they may not rake a large contribution to institutional
cost,

N
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1. In part, the Office of Personnel Management (OPM) appears to be
suggesting that the Postal Service previously supported OPM’s position
on the proper funding allocation in a letter written by the Postal Service
that was reprinted in the 1974 committee report that they cited in their
written testimony. Do you agree with that assessment? What weight
should now be given to that letter?

The March 27, 1973, letter from Louis A. Cox, the U.S. Postal Service's then-
General Counsel, states that the Postal Service agreed postal ratepayers should
bear the pension costs associated with salary increases. Mr. Cox, however, also
noted that the proposed legislation making the Postal Service responsible for
salary increases would “involve enormous costs that will have to be passed on
in the future to postal ratepayers.” Moreover, the amount due would accrue with
each pay increase “leading to a cumulative annual liability of a fremendous
magnitude.”

In describing the Postal Service's decision, Mr. Cox stated that “[pJroperly
understood, the principle of postal self-sufficiency calls for those who use postal

. services to bear the cost of those services.” We disagree that making the Postal
Service's responsible for all of the pension costs associated with salary
increases appropriately reflects that principle, as the Postal Service was made
responsible for the increase in benefits occurring before the Postal Service was
formed.

The Office of Inspector General (OIG) is independent from the Postal Service.
Our independent conclusion is that a proper funding allocation should not force
the Postal Service to bear all of the pension costs of salary increases. We
reached our conclusion after we reviewed the issue on its technical merits The
1973 letter -- written more than 37 years ago — is a product of a different age,
when the postal market was very different. This is 2010; the Postal Service is
facing an unprecedented financial crisis and changes in the business of the mail
that could never have been anticipated in 1973. OPM selectively references
postal support, but not the limits of support Mr. Cox noted. The letteris an
interesting historical footnote; but we do not see it in any way binding OPM, the
Postal Service, or Congress from a common sense solution to a distinctly 21
century problem..
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2. Please explain why you believe that OPM currently has the legal authority
to use a years-of-service methodology for calculating the Postal Service’s
CSRS pension obligations.

Quite simply, OPM has failed to implement the congressionally-directed dynamic
mode!, based on years-of-service methodology, for funding postal pensions. The
responsibility to fund the CSRS pensions for individuals who transferred
employment from the Post Office Department (POD) to the Postal Service on
July 1, 1971, is a responsibility shared by the Postal Service and the Office of
Personnel Management (OPM).! This responsibility has been shaped by two
pieces of legislation: P.L. 93-349, the Postal Reform Act enacted in July 1974,
and P.L. 108-18, the CSRS Funding Reform Act of 2003, enacted in April 2003.
In 1974, Congress required the Postal Service to contribute the full “normal cost™
of its retirees’ benefits plus any unfunded CSRS liability resulting from merit-
based or inflation-based salary increases.® Essentially, this 1974 Act required
the Postal Service to fund the additional CSRS liability for pay increases in the
year those pay increases were actually awarded. But in April 2003, Congress
changed that methodology. Under PL 108-18, the CSRS Funding Reform Act of
2003, Congress transformed CSRS postal pension calculations from requiring
payment based on current year salaries, raises, inflation and retiree COLAs, to
requiring payment based on actuarially anticipated costs in the future. With this
change in premise, Congress transformed the system to a dynamic rather than
static pension fund.

The legislative history behind the enactment of P.L. 108-18 reveals the intent to
repeal the 1974 postal model. Specifically, the Senate Report states:

Paragraph (1) would rewrite section 8348(h). 1t would repeal
the existing provisions requiring Postal Service payments for
costs “attributable to any benefits payable from the Fund to
active and retired Postal Service officers and employees, and
to their survivors, when the increase results from an
employee-management agreement.“.”5

Although the Postal Service has followed the congressional directive to
dynamically fund its CSRS liability, to this day OPM calculations remain

" This responsibility is codified at 5 U.S.C. § 8348(h).

2 “Normal cost” is a calculation of the pension benefit earned for the year based solely on the
employee’s current salary. The normal cost model is notably the same pension funding principle
used by other federal government agencies. HayGroup, U.S. Postal Service: Evaluation of the
USPS Postal CSRS Fund for Employees Enrolled in the Civil Service Retirement System, p. 3 (Jan.
11, 2010).

8 P.L.93-349 (1974), amending 5 U.S.C. § 8348(h).

4 p L. 108-18 (2003), amending 5 U.S.C. § 8438(h).

5 8, Rep. No. 108-35, at 6 (2003) (emphasis added).
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unchanged. Due to this inequitable split in contributions, OPM has forced the
Postal Service to dynamically fund CSRS liability for both the Postal Service and
OPM. This has caused the Postal Service to overfund the CSRS fund by
approximately $75 billion from 1971 through 2009.% The attached copy of our
March 4 letter to OPM expands on this analysis.

5 Risk Assessment Research Center, U.S. Postal Service Office of Inspector General, The Postal
Service’s Share of CSRS Pension Responsibility, RARC-WP-10-001 (Jan. 20, 2010). The Postal
Service is frequently the victim of overfunding, with a $27 billion overcharge for military service
CSRS liability in 2003, and a $13 billion overfunding of future healthcare liability in 2009.
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3. OPM appears to be taking the position that the dynamic scoring approach
used in the 2003 pension law requires the Postal Service to pay the costs
of salary increases and inflation. Please address this contention.

A dynamic approach includes taking into account future salary increases,
inflation, and the expected rate of return on investments. When two parties are
sharing pension costs for employees who worked for both, both should pay the
dynamic costs including the costs of salary increases and inflation associated
with the respective service. For example, an employee hired in 1966 might be
expected to retire with a final salary much greater than the employee’s salary in
1971, but under OPM's methodology, the Postal Service is responsible for
paying the pension costs for any salary increases after 1971. We advocate a
years-of-service methodology that would split pension costs, including the costs
of salary increases and inflation, evenly according to years of service. This is the
same methodology OPM uses to split the cost of retiree health benefits, and the
methodology formerly used to allocate responsibility for cost-of-living
adjustments prior to 2003.

From a compliance standpoint, OPM’'s methodology does not comport with
FASAB accounting standards requiring inflationary adjustments. OPM's liability
calculation, based on a static 1971 salary, does not account for inflation that
occurred after cessation of the POD. This liability makes the Postal Service
fund CSRS dynamically on behalf of both agencies -- requiring postal
contributions of 3.5% COLA for annuitants, 4.25% general salary increase and a
6.25% interest rate for fiscal year 2009.
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4: Chairman Goldway testified that she supports product innovations by the
Postal Service. With such support from the regulator, should the Postal
Service move faster to generate revenue in these areas?

Yes. We believe that the Postal Service should move as quickly as possible to
generate additional revenue. We are currently reviewing the Postal Service's
efforts to grow the competitive business, and will comment on the length of time
it takes the Postal Service to launch new products and services. GAO recently
commented that the Postal Service needs to:

* Revise pricing for market-dominant products, such as First-Class Mail and
Standard Mail.

* Address loss-making products by better aligning prices and costs.

» Provide volume incentives for certain types of bulk business mail.

+ Develop new postal products and product enhancements.

« Provide incentives by simplifying complex rules for mail preparation.”

In addition to developing new products and services we believe that the Postal
Service should continue its efforts to improve its market intelligence, by better
understanding the needs of its current customers, and identifying new markets
into which it could expand.

In the short term the Postal Service should improve its ability fo measure the
results of any product innovations. For example, the Postal Service’s 2009
Standard Mail Volume Incentive Pricing Program was designed to grow volume and
revenue by offering a 30 percent discount on incremental volume above a threshold
volume tailored to each mailer. The PRC reported that while the Postal Service
asserts that the program was a success, the Postal Service could not provide data to
support its assertion.?

Some stakeholders have suggested that the Postal Service could play a larger
role in electronic communication. If electronic diversion is a significant threat to
postal revenues, perhaps there are opportunities for the Postal Service to act as
a national facilitator of electronic communication and commerce. Such a role
would be in keeping with the Postal Service role of binding the nation together.

7 U.S. POSTAL SERVICE: Strategies and Options to Facilitate Progress toward Financial Viability, GAO-10-
455, April 12, 2010 (highlights).
8 PRC, FY 2009 Annual Compliance Determination, pages 90-83.
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5. Are you aware of how much [money] companies comparable to the Postal
Service that prefund retiree health benefits pay into their retiree health
funds as a percentage of total revenues and/or profits? At what levels (of
prepayments relative to revenues and/or profits) do such companies feel
the need to lower or postpone such payments? Do you have any
suggestions on how to design and apply a metric to the Postal Service’s
retiree health benefits payments that takes into account both actuarial
considerations as well as ability to pay in a given year?

A 2009 Watson Wyatt Survey Report analyzing Fortune 1000 companies found
that 89 percent of those surveyed had post-retirement health benefit plans, but
63 percent of companies offering post-retirement benefits did not prefund them.
Most companies have closed their plans and do not offer them {o new
employees.

Both of the Postal Service’s competitors made relatively small contributions for
retiree health benefits compared to revenue. UPS paid $91 million in
contributions to employee post retirement health benefits in 2009. This is
equivalent to 0.2 percent of revenue or 4 percent of profits, and UPS's
prefunding level fell from 11 percent to 9 percent. FedEx contributed $21 million
in its fiscal year ending May 31, 2009, to pay current beneficiaries. This is
equivalent to 0.1 percent of revenue or 21 percent of profits; FedEx’s prefunding
level for retiree health benefits remains zero. In contrast, the Postal Service's
average $5.6 billion annual contributions constitute 8 percent of fiscal year (FY)
2009 revenue..

We do not have specific information on the levels of prepayments relative to
revenue and profits that will cause a company to reduce its contributions.
However, companies suffering losses frequently choose fo stop funding or even
end their retiree health benefit programs. For example, Sunoco, a petroleum
company with $31 billion in revenue in FY 2009, after suffering a $312 million
loss in the third quarter last November announced it would freeze its defined
benefit pension programs and phase out retiree health benefits for most future
retirees.

The Postal Service needs to contain its fiability for future retiree health benefits
and take into account its ability to pay. To do so, we suggest requiring the
Postal Service cover the increase in liability due to current employees (the
normal costs) and make amortized payments for unfunded liabilities. We
suggest payments for past unfunded liability be limited to half of net postal
income each year. No payments for unfunded liability would be needed if OPM
returned the $75 billion overcharge to the Postal Service pension fund and the
pension surplus were transferred to the health fund.
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6. Do you have a position on whether the Postal Service should allow mailers
to advertise using unaddressed mail? This type of mail is used
successfully in several European countries such as France.

The OIG suggested the Postal Service explore the idea of offering unaddressed
mail in its Semiannual Report to Congress for April 1, 2004, to September 30,
2004, but we have not completed any definitive work on this issue. We continue
to believe that this would be an idea worth exploring in the U.S. market.

Attachment: March 4 letter
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L] OFFICE OF INSPECTOR GENERAL
) Unirep Stares PosTaL SERVICE

March 4, 2010

John Berry

Director

Office of Personnel Management
1900 E Street, N.W.
Washington, D.C. 20415

Daniel A. Green

Deputy Director

Planning & Policy Analysis
Office of Personnel Management
1900 E Street, NW.
Washington, D.C. 20415

Thomas Richards

Deputy Director

Congressional & Legislative Affairs
Office of Personnel Management
1900 E Street, NW.

Washington, D.C. 20415

SUBJECT:  Postal Service CSRS Pension Liability Spilit
Dear Messrs. Berry, Green and Richards:

The responsibility to fund the Civil Service Retirement System (CSRS). pension for
those individuals who transferfed employment from the Post Office Department (POD)
to the United States Postal Service (the “Postal Service”) on July 1, 1971, is a
responsibility that is shared by the Postal Service and the Office of Personnel
Management (OPM).! This responsibility has been shaped by two pieces of legisiation:
P.L. 93-349, passed in July 1974, and P.L. 108-18, passed in April 2003.

In 1974, Congress required the Postal Service to contribute the full “normal cost™ of its
retirees’ benefits plus any unfunded CSRS liability resulting from merit-based or

! This responsibility is codified at 5 U.S.C. § 8348(h).
? “Normal cost” is a calculation of the pension benefit eamned for the year based solely on the employee’s
current salary. The normal cost model is notably the same pension funding principle used by other
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inflation-based salary increases.’ Essentially, this 1974 Act required the Postal Service
to fund the additional CSRS liabifity for pay increases in the year those pay increases
were actually awarded.

I. Congress Changed the Postal Service CSRS Funding Model

In April 2003, the CSRS Funding Reform Act of 2003* transformed CSRS pension
calculations for Postal Service employees from requiring payment based on current
year salaries, raises, inflation and retiree COLAs, to requiring payment based on an
anticipation of these costs in the future, thereby becoming a dynamic pension fund
instead of a static pension fund. The legislative history behind the enactment of P.L.
108-18 unmistakably addresses the repeal of the 1874 law. Specifically, the Senate
Report states:

Paragraph (1) would rewrite section 8348(h). It would repeal the
existing provisions requiring Postal Service payments for costs
“attributable to any benefits payable from the Fund to active and
retired Postal Service officers and employees, and to their survivors,
when the increase results from an employee-management
agreement under title 39 of the United States Code, or any
administrative action by the Postal Service taken pursuant to law,
which authorizes increases in pay on which benefits are computed.”

Currently, under 5 U.8.C. § 8348(h)(1), the 1974 law has been repealed and replaced
by a formula where "Postal surplus or supplemental liability” is defined as the total
present value of future pension benefits minus the sum of: (i) employee salary
withholdings for CSRS contributions; (i) the balance, plus interest, that the Postal
Service has previously contributed to the CSRS fund; and (iii) any other appropriate
amount, in accordance with “generally accepted actuarial practices and principles.”

federal government agencies. HayGroup, U.S. Postal Service: Evaluation of the USPS Postal CSRS
Fund for Employees Enrolled in the Civii Service Retirement System, p. 3 (Jan. 11, 2010).

P.L. 93-349 (1974), amending 5 U.S.C. § 8348(h).

4 P.L. 108-18 (2003), amending 5 U.S.C. § 8438(h).

° 8. Rep. No. 108-35, at 7 (2003) (emphasis added). ;

S 5UsC. § 8348(h)(1) (emphasis added). The full text of this section reads:

(1) In this subsection, the term “Postal surplus or supplemental liability” means the
estimated difference, as determined by the Office, between—

(A) the actuarial present value of all future benefits payable from the Fund
under this subchapter to current or former employees of the United States Postal
Service and attributable to civilian employment with the United States Postal
Service, and

{B) the sum of—

(i) the actuarial present value of deductions to be withheld from the future
basic pay of employees of the United States Postal Service currently subject to this
subchapter under section 8334;

{if} that portion of the Fund balance, as of the date the Postal surplus or
supplemental liability is determined, attributable to payments to the Fund by the
United States Postal Service and its employees, minus benefit payments

2
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Because CSRS funding requires Postal Service funding for Postal Service employees,
the federal government, through OPM, remains responsible for POD employees. This
final provision of Section 8348(h)(1)(iii) includes an appropriate contribution by OPM for
former POD employees. The calculation of that contribution for POD employees
presents a critical issue for Postal Service solvency.

Regardless of Congress’s repeal of its 1974 law, the manner in which OPM calculates

-its 'share: of the CSRS pension for former POD employees has remained unchanged
since 1974.  OPM calculates its contribution based on former POD employees' 1971
salaries, effectively treating the former POD employees as though they retired on June
30,1971, The Postal Service's coniribution, on the other hand, is calculated on the
average of the employee’s three highest annual salaries earned since 1971, including
‘inflationary adjustments on the POD salary. Due to this inequitable split, the Postal
'Servi%e has overfunded the CSRS fund by approximately $75 biilion from 1971 through
2009.

As-discussed above, the 2003 enactment of P.L. 108-18 unequivocally repealed: the
1974 version of 5 U.S.C. § 8348(h)(1) and replaced it with the: requirement that OPM
calculate its' portion of liability for CSRS . payments “in accordance with generally
“accepted actuarial practices ‘and: principles.” Generally accepted actuarial ‘practices
and accounting principles do not validate the static CSRS liability calculation OPM has
used since 1974. :

‘OPM'’'s CSRS payment based on the static 1971 salaries of the POD employees ignores
that those employees would otherwise have received merit-based salary increases and
the same salary inflation had théy not transferred employment from the POD to the
Postal Service.® ‘Although with the Postal Reorganization Act of 1971, Congress got out
of the business of directing: Postal Service pay policy, it did anticipate that salaries
would rise¢ in the nommal course. - Under the Postal Reorganization Act, Congress
mandated that the Postal Service peg salary and benefits for Postal Service employees
to those received by employees in the private sector.’®  Since 1969, private sector

attributable to civilian employment with the United States Postal Service, plus the
earnings on such amounts while in the Fund; and

{iii) any other appropriate amount, as determined by the Office in
accordance with generally accepted actuarial practices and principles.

5 U.8.C. § 8348(h){1).
¥ Risk- Assessment Research Center, U.S. Postal Service Office of Inspector General, The Postal
-Service's Share of CSRS Pension Responsibility, RARC-WP-10-001 (Jan. 20, 2010). The Postal Service
is frequently the victim of overfunding, with-a $27 billion overcharge for military service CSRS liability in
2003, and a $13 billion overfunding of future healthcare liability in.2009.
5.5 US.C. § 8348(h)(1)(Biii).. The Senate Report directs OPM- to subtract from Postal Service
supplemental liability OPM's share-of ‘CSRS . liability -determined “under generally accepted actuarial
gractioes and accounting principles.” 8. Rep, No. 108-35, at 7 (2003).

HayGroup, U.S. Postal Service: Evalualion-of the USPS Postal CSRS Fund for Employees Enrolled in
the Civil Service Retirement System, at 6 (Jan. 11, 2010). .-
®'39USC. § 101(c). "As anemployer, the Postal Service shall achieve and maintain compensation for
its officers and employees comparable to the rates and types of compensation paid in the private sector
of the economy of the United States . .. ." /d.
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salaries have risen an average of 5% per year."! Under the terms of the Federal
Employees’ Pay Comparability Act of 1990, Congress has adopted the model of tying
federal, non-postal salaries to the private sector as well. While Congress may not
directly control postal pay policy, it has adopted the same model for inflationary pay
increases for civilian federal employees and Postal Service employees.

The Postal Service's opposition to the manner in which the CSRS pension funding is
split with the OPM for those former POD employees is not a recent development. In
January 2004, the Postal Service asked the Board of Actuaries of the Civil Service
Retirement System (the "Board") to reconsider the Postal Service's supplemental CSRS
liability and the manner in. which OPM calculates its share of CSRS liability for those
employees who transferred employment from the POD to the Postal Service.” The
Postal Service voiced its position that CSRS liability should be split between the two
agencies based on the number of years an employee worked for each entity.

In September 2004, OPM responded to the request on behalf of the Board.™ Relying on
the Board's review, OPM's position was that the 1974 law, placing the burden on the
Postal Service to pay CSRS liability for all salary increases and inflationary costs from
duly 1971 forward, was still valid law. OPM argued that Congress’s enactment of the
1974 law showed Congress’ intent not to apply a years-of-service split in dividing CSRS
liability between the federal government and the Postal Service.

. Congress Directed A Dynamic Model, Including Inflation

Interestingly, OPM’s response letter refers to the “static funding method” of the CSRS
fund that was continually in effect from 1971 until the passage of P.L. 108-18 in 2003.
Although OPM acknowledged that the prior legisiation effectuated a static funding
model, the agency did not waiver in its decision to continue to fund its share of CSRS
liability through the static method Congress permitted in 1974. This decision to maintain
a static fundin% model is contrary to the reports issued by the House of
Representatives' and the Senate'® pertaining to the enactment of P.L. 108-18.

The Senate Report speaks to funding the CSRS pension through “dynamic
assumptions,” and states that a “dynamic valuation of CSRS liabilities is a more
accurate measure of the present value of future CSRS annuities.”” The intention of the
Senate could not have been to place responsibility only on the Postal Service to create
a dynamically-funded CSRS pension. Notably, the word “dynamic” appears 13 times
within the Senate Report and 8 times within the House of Representatives’ Report.

" patrick Purcell, Congressional Research Service, Federal Employees: Pay and Pension Increases
Since 1969, {(Jan. 20, 2010), Appendix.

2p L. 101-508.

' Letter from John E. Potter, Postmaster General, United States Postal Service, (Jan. 26, 2004).

* Letter from Ronald P. Sanders, Associate Director for Strategic Human Resource Policy, Office of
Personnel Management (Sept. 16, 2004). This Board is under the jurisdiction of the OPM.

> H.R. Rep. No. 108-49 (2003).

% 8. Rep. No. 108-35 (2003).

¥ 3. Rep. No. 108-35, at 4 (2003),
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Congress clearly intended to replace the static pension funding model that had been in
place since 1974. :

Furthermore, the House of Representatives’ Report stated that P.L. 108-18 “strengthens
the Postal Service, lowers the Postal Service' (sic) debt, and protects postal
consumers.™® In reality, P.L. 108-18 could fulfill these intentions of Congress only if the
entire liability calculation were based on dynamic assumptions, not just for the Postal
Service's share. Instead, the Postal Service’s CSRS obligations drain its resources,
weaken its financial stability and burden postal ratepayers.

Il Inflation Should be Attributed Equitably

The “dynamic assumptions” about which both the House and Senate commented is
defined in the 2003 Act. “Dynamic assumptions” are defined in 5 U.S.C. § 8331(29) as:
“[E]conomic assumptions that are used in determining actuarial costs and liabilities of a
retirement system and in anticipating the effects of long-term future— (A) investment
yields; (B) increases in rates of basic pay; and (C) rates of price inflation.” Furthermore,
the 2003 Act amended the definition of the term “normal cost” by replacing it with
“normal-cost percentage” and directing that OPM calculate the normal-cost percentage
for CSRS liability “using dynamic assumptions.”’® The static modet currently in use
does not apply any inflation to the POD salaries, attributing all inflationary factors to the
Postal Service contribution.

As discussed, Congress directed that OPM's calculations be in accordance with
generally accepted actuarial and accounting principles. The federal government is
subject to the regulations of the Federal Accounting Standards Advisory Board
(FASAB), which has established accounting standards that govemn federal pension
hiabilities.”® According to these standards, the impact of inflation on an employee's
wages is crucial in determining pension liabilities, as this is what creates a dynamic
pension funding model versus a static pension funding model.

OPM’s current methodology of calculating its pension liability for former” POD
employees does not comply with FASAB accounting standards concerning inflation.
FASAB standards require that pension funding calculations include inflationary
adjustments. OPM’s liability calculation based on a static 1971 salary does not account
for inflation that occurred after cessation of the POD. This liability has unfairly been
placed upon the Postal Service to fund as part of its CSRS share, making the Postal

¥ 4R REP. NO. 108-48, at 27 (2003).

Ysusc. § 8331 (17). The full text reads: “'normal-cost percentage’ means the entry-age normal cost
computed by the Office of Personnel Management in accordance with generally accepted actuarial
practice and standards (using dynamic assumptions) and expressed as a level percentage of aggregate
basic pay . ..." Id. (emphasis added).

* Federal Accounting Standards Advisory Board, Pronouncements as Amended as of June 30, 2009, at
553, http:/www.fasab.govicodifica.htmi. FASAB standards suggest that an aggregate entry age normal
(AEAN) plan is used for calculating pension liability. The benefit to utilizing an AEAN plan is that it
equates one dollar of salary with a fixed percent of pension costs, thereby ensuring that inflation is
auvtomatically calculated in pension liability. id.
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Service fund CSRS dynamically on behalf of both agencies, while OPM continues to
fund CSRS through a static calculation. Specifically, OPM directs the Postal Service to
fund CSRS dynamically, by requiring it to contribute 3.5% COLA for annuitants, 4.25%
general salary increase and a 6.25% interest rate for fiscal year 2009.

Postal ratepayers should not be forced to bear federal government liabilities, which is
undeniably a result of OPM’s current methodology. One commentator has called the
current model under which OPM operates a "skewed methodology” that is not only
“devoid of the force of law” but “even more manifestly devoid of merit.”?' Commentators
have overwhelmingly voiced support for a years-of-service spilit, highlighting this division
of liability as the “more equitable, reasonable and financially stable model™® that would
serve as an “appropriate benchmark for allocating responsibility”™ between both
agencies.

OPM has the authority to relieve the Postal Service from continuing to shoulder federal
government liabilities. Given the Postal Service’s current financial situation, the agency
is requesting that OPM reconsider its present calculation of CSRS pension liability for
former POD employees. To effectuate significant and immediate relief for the Postal
Service, no act of Congress is required. Relief would be immediate upon OPM’s
realignment of its resources to accurately reflect its share of CSRS liability under a
years-of-service model.

We look forward to working with you on these issues. Please feel free to contact me if
we can be of assistance or if you would iike to further discuss this matter.

Sincerely,
David C. Williams
Inspector General

cc: E. Kaplan, General Counsei, OPM

2 Thomas W. McLaughtin, Annual Compliance Report: Reply and Comments of Valassis Direct Mail, Inc.
aézd the Saturation Mailers Coalition Concerning Postal Service Financial Stability, Docket No. ACR2009
eb. 23, 2010). :
52 Postcom, A Postai Rate-Payer's Perspective: Retiree Health & Pension Benefit Reform,
ggww.postcom.orglpubticlzmO!RHPB,pdf.
Thomas W. McLaughlin, Annual Compliance Report: Reply and Comments of Valassis Direct Mail, Inc.
and th;3$atumﬁon Mailers Coalition Conceming Postal Service Financial Stability, Docket No. ACR2009
{Feb. 23, 2010).

6
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i
E GAO

Actountabiiity * Integrity * Reliability

United States Government Accountability Office
Washington, DC 20548

May 27, 2010

The Honorable Edolphus Towns

Chairman

Committee on Oversight and Government Reform
United States House of Representatives

The Honorable Stephen F. Lynch

Chairman

Subcommittee on Federal Workforce, Postal Service,
and the District of Columbia

Committee on Oversight and Government Reform

United States House of Representatives

Subject: Responses to Questions for the Record: April 15, 2010, hearing on the U.S.
Postal Service

Dear Chairman Towns and Chairman Lynch:

This letter responds to your April 28, 2010, request that we address questions
submitted for the record related to the April 15, 2010, hearing entitled, Continuing to
Deliver: An Examination of the Postal Service's Current Financial Crisis and its
Future Viability. Our answers to these questions are attached and are based on our
previous work, updates to that work, and our knowledge of the areas addressed. Our
previous work was conducted either in accordance with GAO's quality assurance
framework or generally accepted government auditing standards. Because our
responses are based in large part on previously issued products for which we sought
and incorporated agency comments, we did not seek agency comments on our
responses to these questions.

If you have any questions or would like to discuss the responses, please contact me at
(202) 512-2834 or herrp@gao.gov.

Sincerely yours,

iy 2 .

Phillip Herr
Director, Physical Infrastructure Issues

Enclosure
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Responses to Post-Hearing Questions for the Record
Continuing to Deliver: An Examination of the Postal Service’s Current
Financial Crisis and its Future Viability
April 15, 2010 Hearing
Committee on Oversight and Government Reform
United States House of Representatives

Questions for Phillip Herr, Director
Physical Infrastructure Issues
U.S. Government Accountability Office

Questions from Chairman Towns and Chairman Lynch

1. One of GAO’s recommendations is to simplify mail preparation
requirements. One type of simplified mail that is used in other countries is
unaddressed mail. What is GAO’s position on the Postal Service delivering
unaddressed mail?

The possibility of the United States Postal Service (USPS) delivering unaddressed
mail deserves careful consideration given the potential benefits, risks, and
operational implications. As we recently reported,’ USPS may have opportunities to
increase volume not only by reducing mailers’ costs to prepare, address, and enter
mail, but also by allowing for more creative use of mail for advertising and
communications. Some parties caution, however, that USPS needs to strike a balance
between requirements necessary for its operations and the need to provide mailers
with flexible, low-cost methods for preparing and submitting their mail.

To this end, USPS and mailers have long engaged in collaborative efforts to help
define appropriate requirements. A joint USPS-mailing industry work group recently
met to identify USPS regulations or requirements that hinder growth of mail volume
and add no value for USPS or its customers. The work group, which consisted of
nearly 80 members of the mailing industry and USPS officials, recommended in
February 2010 to modify or eliminate these barriers. One work group recommended
USPS relax restrictions on simplified addressing for city delivery routes. Some team
members felt that this might encourage additional mailers to increase mail volumes.
However, the work group reported that this recommendation was not fully supported
by all team members, and in fact, some strongly opposed it. Specifically, others felt
that this could erode the value of the mail piece and mailing lists that many mail
service providers own and maintain. The work group report added that using an
address list allows for more controlled mailings (e.g., not mailing to those that have
requested to be removed). A USPS marketing manager, however, reportedly
mentioned research that shows many customers do not respond negatively to

'GAQ, 1S, Postal Service: Strategies and Options to Facilitate Progress toward Financial Viability,
GAO-10-455 {Washington, D.C.: Apr. 12, 2010).

Page 2
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simplified address mail pieces. The USPS manager said that his group is looking into
this concept, but has no timeline for making changes.

2. Many of GAO’s suggestions involve changing the compensation and
benefits structures of Postal Service employees. Other than your proposal to
have the financial condition taken into account by an arbitrator, are you
advocating other changes to the collective bargaining process, or are the
compensation and benefits changes you propose supposed to be made
between the Postal Service and its unions at the bargaining table?

In addition to the proposal for revising the statutory framework for collective
bargaining to require that USPS’s financial condition is taken into account during
arbitration, our report provided some other options: specifically, we pointed out
some changes in compensation and benefits that would require congressional action,
while othéer options could be addressed in collective bargaining. For example,
Congress would need to make statutory changes for certain benefits, such as those
for retiree health or workers compensation. Aside from statutory changes to the
collective bargaining process, we believe that USPS and postal unions must work
together to control wage and benefit costs, which continue to comprise 80 percent of
USPS costs—a percentage that has remained similar over the years despite major
advances in technology and automating postal operations. Going forward, USPS has
a window of opportunity to reduce the cost and size of its workforce through attrition
and a large number of upcoming retirements. These efforts will require collaboration
with the unions to determine appropriate adjustments to the number, skills, and the
deployment of USPS employees. The parties can also address the need for more
workforce flexibility—including reviewing the mix of full-time and part-time
employees and work rules that govern what tasks employees can perform—and the
appropriate USPS contribution for certain employee benefits. Current collective
bargaining agreements include provisions to reduce USPS’s contribution to health
care premiums by 1 percent a year—from 85 percent in fiscal year 2007 to 81 percent
in 2011 or 80 percent in 2012—depending on the agreement. Even with these
adjustments, USPS still would cover a higher proportion of employee premiums for
health care and life insurance than most other federal agencies. According to USPS
estimates, reducing USPS’s share of its health and life insurance premium payments
to those paid by most federal agencies would have saved USPS about $615 million in
fiscal year 2009.

3. GAO suggests that the Postal Service revise its pricing for Market
Dominant products, such as First-Class Mail and Standard Mail. Can you
elaborate on what types of pricing structure revisions should be made? Can
these changes be made under current law, or will they require legislative
action?

Certain options related to USPS’s pricing structure discussed in our recent report

could be implemented under current law, although other options—such as revising
statutory pricing preferences for certain types of mail—would require legislative

Page 3
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action. Under current law, rate increases for market-dominant products, such as
First-Class Mail and Standard Mail, could be used to better align rates and discounts
with the costs, profitability, and price-sensitivity of mail. In addition, PRC recently
identified several instances where USPS rates and discounts do not satisfy the
provisions of the law and discussed remedial actions.” However, stakeholders have
raised questions regarding whether all postal products, including those that receive
preferential rates, should be required to cover their costs. The PRC reported that
market-dominant products lost $1.7 billion collectively in fiscal year 2009, primarily
from Periodicals and Standard Mail Flats such as catalogs. Losses from these
products were exacerbated by preferential pricing requirements.

Looking forward, rate increases for market-dominant products up to the price cap
could raise significant revenues over the next decade, since these products currently
generate 88 percent of revenue, while competitive products generate nearly all other
revenue. To improve its financial viability, USPS announced in March 2010 that it
would seek “a moderate exigent price increase” for its market-dominant products
that would be effective in 2011. An exigent rate increase over the price cap may
produce a large short-term revenue boost. However, a very large rate increase could
be self-defeating by encouraging mailers to further accelerate diversion to electronic
alternatives, thereby lowering revenues in the long run and adding to USPS’s excess
capacity. Since USPS has never requested an exigent rate increase, it is not clear
whether such an increase would be authorized under the provision of the Postal
Accountability and Enhancement Act of 2006° (PAEA) that limits use of this measure
to extraordinary or exceptional circumstances.’

Questions from Representative Maloney

1. How much should the Postal Service be paying into the Retiree Benefit
Health Benefit Fund each year on an actuarial basis?

Our April 2010 report’ provides the estimated annual payments that USPS would
make into the Postal Service Retiree Health Benefits Fund (PSRHBF) under one
actuarial approach for prefunding its retiree health obligations.® This approach uses
the actuarial methods and assumptions that the Office of Personnel Management
(OPM) adopted for reporting retiree health obligations and costs in the 2009
Consolidated Financial Report of the United States and workforce projections
supplied by USPS. There are numerous other actuarial approaches for prefunding
retiree health obligations that, for example, utilize different methods for allocating
future benefit costs and/or a different number of years over which unfunded
obligations are to be paid.

*Postal Regulatory Commission, Annual Compliance Determination of U.S. Postal Service
Performance: Fiscal Year 2009 (Washington, D.C., Mar. 29, 2010).

’Pub. L. No. 109-435, 120 Stat. 3198 (Dec. 20, 2006).

‘39 U.S.C. §3622()(1)(E).

*GAO-10-455, pages 24-25.

°Obligation, in this discussion, refers to the actuarially determined lability.
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2. How does that actuarial payment schedule compare to the current
payment schedule?

GAO's April 2010 report also discussed how the actuarial payments discussed in
Question 1 compare to the schedule provided in current law for fiscal years 2010
through 2020." In brief, over this 11-year period, current law is estimated to require
USPS contributions of approximately $90 billion, which amounts to about $9.7 billion
more than the actuarial approach we used. USPS has already said that it cannot
afford its required prefunding payments under the current schedule. As we stated in
our report, any proposals to modify these payments should be structured so that
USPS funds its retirement health benefit obligations—including prefunding these
obligations—to the maximum extent that its finances permit.

Question from Representative Burton

1. Currently, the USPS is required to prefund their 75 year retiree health
benefit obligations over the course of the 10 years. In a given year, if the
entirety of the federal government had to do the same, how much would that
cost?

Using the same actuarial approach we used in our April 2010 report, we estimated
that the annual payment in fiscal year 2010 to prefund the non-postal portion of the
federal government’s civilian retiree health obligation would be approximately $27
billion. This payment has two components: the cost of currently accruing benefits, or
“normal costs,” and the amortization of the unfunded obligation in payments over 40
years. Using OPM's health care cost inflation trend rate for fiscal year 2010 of 8
percent, we estimate that the fiscal year 2010 normal cost for non-postal employees
would be approximately $10 billion. Further, over 40 years, an annual payment of
over $17 billion would be required, using OPM's assumptions of gradually declining
health care cost inflation and an interest rate of 6.25 percent compounded annually,
to amortize the non-postal, civilian retiree health obligation of nearly $252 billion that
GAO derived from OPM’s estimates® as of the end of fiscal year 2009.

In comparing USPS to the rest of the federal government, it is important to recognize
that, unlike most. of the federal government which is funded through direct
appropriations, USPS operates under a fundamental principle that it should be
financially self-supporting. Thus, it strives to generate enough revenues from
products and services to cover its costs. Congress, with the enactment of PAEA,
required USPS to begin prefunding its retiree health benefit obligations. Requiring
USPS to prefund its retiree health obligations to the maximum extent that its finances

“GAO-10-455, page 25.

*The non-postal retiree health obligation was calculated by subtracting USPS's obligations as of
September 30, 2009, (as calculated by OPM) from the total obligations that OPM reported in its fiscal
year 2009 financial statements for the Federal Employees Health Benefits (FEHB) program.
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permit will help ensure that funds generated from ratepayers, not taxpayers, will be
available to pay for the benefits of USPS retirees.

Lastly, as a matter of clarification, PAEA did not require USPS to fully prefund its
retiree health obligation over 10 years, but only to begin prefunding its existing
obligations. USPS'’s reported obligation is the amount of costs that have accrued as of
the current date but does not include benefit costs that have yet to accrue for USPS’s
current or future employees. Assuming that USPS were to make all of its remaining
prefunding payments from fiscal years 2010 through 2016 under current law, USPS
would still have a remaining unfunded obligation of $27 billion at the end of fiscal
year 2016. In comparison, USPS’s unfunded obligations for retiree health benefits
were $75 billion on September 30, 2006, shortly before PAEA was enacted.

Page 6
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Dr. Michael J. Riley

431 Pinewood Lake Drive, Venice, FL. 34285
Tel: (941) 244-0416 home  (703) 338-9635 cell Michael@Riley.net

May 31, 2010

Representative Stephen F. Lynch

Chairman )

Subcommittee on Federal Workforce, Postal Service
And the District of Columbia

2157 Rayburn House Office Building

Washington, DC 20515

Dear Representative Lynch,

Thank you for allowing me to testify before your committee. Below are my answers {o
your questions:

Question 1:
Are you advocating that workshare discounts should be set so that they are less than
the costs avoided so the Postal Service shares in the benefits of worksharing?

Answer: YES! | also wish to add that when, as now, discounts are set too high the
Postal Service suffers not only by losing revenue but also due to the fact that its
operations are made less efficient. Worksharing began as a transition to automation.
Automation has been installed at great expense. By siphoning off volume, excessive
discounts not only make the entire postal industry less efficient, they have a direct
adverse effect on the efficiency and return on investment (ROI) of postal automation.

Question 2 :

With the assistance of Dr. John Panzar, the Postal Service’s Office of Inspector General
recently released a report which found that the current law provides the Postal Service
with a strong economic incentive to set workshare discounts below avoided costs. Do
you believe that the Office of Inspector General and Dr. Panzar are correct in their
assessment?

Answer:

I have not read the study by John Panzer and the IG, nor am | a lawyer, but | believe
that the Postal Service acts as if it had a strong incentive to set discounts above
avoided costs, not below them. If the OIG and Dr. Panzer have concluded that the
natural economic incentive is to set discounts below costs avoided, that would seem to
confirm my judgment that it should be done. The goal should be to preserve the Postal
Service and preserve postal services.

Question from Rep. Kucinich:

Your testimony echoes my concern that much of the Postal Service's proposals for a
healthy USPS focus on cost reduction through cuts in essential services, rather than
addressing current policies that result in the loss of desperately needed revenue. PRC
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Chairwoman Ruth Goldway and national postal worker unions have also expressed this
concern. They have provided excellent ideas for revenue generation that warrant

further examination. Examples of these proposals include providing government
services at local post offices, providing retailers a space to sell their service or products,
implementing a vote-by-mail system, and having a range of products that are trackable
and traceable to compare with private companies that provide that service. You provide
some of your own ideas to increase mail volume, and as a result, revenue. Your
proposals pertain specifically to mail products, while previous discussions in this
Subcommittee pertain to revenue-generation ideas outside of the USPS’ historical
mission. Have you considered the viability of the revenue-generation methods that
have been proposed, including the ones | just mentioned? Which proposals do you
believe have the most promise, and why?

Answer:

I have considered many proposals to increase revenue and believe that those with the
most promise of new profitable revenue should be considered and tried. At present, the
Postal Service lacks the availability of money to spend on these ideas. New ideas for
service are closer to the postal mission and fit better with existing systems than selling
products. In the 1990s, the Postal Service experimented with selling products and it
lacked the infrastructure of a retail operation that was necessary to make this a
success. Many Post Offices lack the space for such operations.

Nevertheless, it is possible for a healthy Postal Service to build or buy facilities much
like the strategic acquisitions of Kinkos by Fed Ex and of Mail Boxes, Etc. by United
Parcel Service. My opinion is that there are significant opportunities to quickly grow
profitable revenue in parcel delivery such as the Priority Mail, “If it fits it ships”
advertising. Providing an enhanced service for “Snowbirds” and for all Americans who
travel and want their mail seems to me to be the idea with the best immediate potential.

I learned long ago, that no one of us is as smart as all of us. 1 have great respect for
postal employees and the members of the PRC. Many have offered suggestions with
high potential that fit with existing systems. If the postal Service can maintain long term
profitability and use the funds for investment, then far more opportunities become
possible. Each idea must be fully integrated into marketing, operations, finance and
customer perception. These ideas must also be politically acceptable.

Sincerely,

Michae! J. Riley
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MAY 28 200
The Honorable Edolphus Towns The Honorable Stephen F. Lynch
2157 Rayburn House Office Building B-349A Rayburn House Office Building
Washington, DC 20515-6143 Washington, DC 20515-6143

Dear Chaitman Towns and Chairman Lynch:

This is in response to your letter dated April 28, 2010 regarding questions in follow-up to the April
15, 2010 “Continuing to Deliver: An Examination of the Postal Service’s Current Financial Crisis
and Its Future Viability” hearing, The questions and our responses are as follows: )

Question #1- Please provide complete copies of the Office of Personnel Management’s (OPM’s)
actuarial reports outlining how it implemented the audits/valuations of the postal CSRS account
required by both P.L. 108-18 in 2003 and the Postal Accountability and Enhancement Act of 2006.
Please ensute that your submissions include a complete description of the methodology and
assumptions used and well as all supporting worksheets and documents.

Response .
Attached is OPM’s July 31, 2003, report to the Congress' outlining the methodology for allocating
CSRS obligations under P.L. 108-18. The report states:

“The Federal shate is assumed to be zero for employees hired by the Postal Service on or
after July 1, 1971, For employees hired hefore this date, the Federal share is the benefit that
would be payable if the employee received no pay mises and did not accrue any additional
setvice after June 30, 1971.”

In 2006, the Postal Accountability and Enhancement Act (P. L. 108-435) provided for the Treasury
to take responsibility for the cost of military service credit in the computation of CSRS annuities,
resulting in 2 $28 billion dollar savings to the Postal Service, and relieving it from malking further
CSRS employer contributions based upon a percentage of salary. P.L. 108-435 made no other
changes to the CSRS allocation methodology.

~ Attached is the most recent statement of liabilities which OPM provided to the Postal Service for
fiscal year 2009,

Question #2- Your testimony cites the 1974 Committee Report for support for your interpretation
of the proper CSRS pension allocation. In the same provision that you quoted, the Committee
Report says that “the Postal Service will be required to make payments for that portion of any future

! The attached document is a final draft as prepared for submission to Congress. The original document is
unavailable.

WAWWLOPI. 8OV Reeruit, Retain and Honor a World-Class Workforce to Serve the American People www.usajobs.gov
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increases in the unfunded Lability ... (other than cost-of-living increases).” What does that “other
than cost-of-living increases” provision mean? How do you reconcile that committee report
statement with your interpretation of the 1974 law?

Response
It is somewhat confusing in that the term “cost-of-living increase” is used for two different purposes

in regard to Postal benefits. The cost-of-living increases referred to in this section are the cost of
living adjustments (COLAs) to annuitants’ benefits. “Other than cost-of-living increases” refets to
pay increases granted by the Postal Setvice to its employees that were denominated as cost-of-living
increases, Thus, it was the stated intent that the Postal Service fund the CSRS costs associated with
its pay increases.

Question #3- Why does OPM rely on a pension funding methodology for the Postal Setvice’s
portion of the CSRS pension fund that assumes no pay increases and is inconsistent with the years-
of-service methodology used by OPM to allocate the cost of retiree health premiums?

Response
Postal CSRS funding is made in accordance with the provisions of 5 U.S.C. §8348. The Postal

Service’s pottion of the CSRS liability includes responsibility for CSRS costs associated with pay
increases granted by the Postal Service after its inception.

Postal CSRS funding provisions are not related to retiree health funding provisions. Postal funding
of retiree health is governed by 5 U.S.C. §§ 8906, 8909, and 8909a.

The CSRS benefit formula is based on the employee’s number of years of service and the
employee’s highest 3-year average salary. With each year of work and with each increase in pay the
employee accrues a greater CSRS benefit. Thus, the benefits can be allocated directly to the time
petiod in which they accrue. With retiree health benefits, a retiree with five years of service receives
the same health benefit as does a retiree with 35 years of setvice, and there is no variation according
to salary. Because there are no incremental accruals for retiree health benefits, it is common to
allocate retiree health accruals by a year-of-service method.

Question #4- Ts an inflation factor used in OPM’s other funds (Federal, militaty, and health)? How
is inflation handled with respect to the Postal Service’s health fund?

Response
Under 5 U.S.C. 8348, only the Postal Service share of CSRS obligations is determined to include

future inflation and salary increases. By statute, the funding of all other obligations for the Civil
Service Retirement System assumes no future inflation or salary increases. There is no direct
funding of CSRS inflaton increases. Payments to fund the cost of salary increases begin only as
each salary increase is authorized.

Future inflation and salary increase assumptions are employed in the determination of funding
payments for the Federal Employee Retirement System (FERS), both for the Postal Service as well

Office of Conpressional and Legistutive Affairs - Congressionat Relations
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as the rest of the Federal government. With the exception of the Postal Retiree Health Benefits
Fund, there is no pre-funding of health benefits under the Federal Employees Health Benefits
(FEHB) Program. Under current law, actuarial funding of Postal retiree health begins in 2017 and
will include the effect of future health cost inflation.

OPM does not oversee the funding of military programs.

Question #5- Pror to 2003, the Postal Service made a few different pension payments. It made
separate payments for the pension costs of salary increases and made separate payments for the Cost
of Living Adjustments (COLAs).

a. Do you know how the COLAs were split prior to 2003? Was it based on a years-of-
service methodology?

b. Isa years-of-service methodology currently used? If not, what is the reason for the
inconsistency?

Response
5a. The Postal Service financing of the cost of COLAs was instituted through a series of enactments

in the early 1990°s”. The Postal Service was requited to amortize increases in the cost of retirerent
benefits due to COLAs that were attributable to civilian service after 1971, through 15-year
amortization payments.

5b. P.L. 108-18 repealed the statutory COLA payments.

Question #6- The April 12 Government Accountability Office report includes actuarial calculations
of futare health care liabilities based on OPM’s work. There has been some disagreement in the past
about what assumptions ate appropriate. Can you please explain OPM’s assumptions about (1) size
of the wotkforce, (2) rate of inflation, and (3) intetest rates.

Response-
6-1. At GAO’s request, OPM developed projected Postal Service retiree medical costs, using

workforce assumptions provided to GAO by the U.S. Postal Service.

6-2. For the GAQ estimates, OPM assumed the future inflation rates it used in reporting FEHB
retiree medical liabilities in its Fiscal Year 2009 financial statements. These rates were based on an
assumed Consumer Ptice Index rate of 3.50% and grade down from approximately 8% in the first
year of the projection to roughly 5.5% in the final year of the projection.

6-3. For the GAQ estimates, OPM assumed the interest rate it used in reporting FEHB Program

*Prior to the enactment of P.L. 108-18, in addition to the provisions codified in title 5, United States Code,
there were a number of non-codified provisions requiring Postal retirement payments. A list of such provisions is
attached. The provisions still rematning in effect were repealed by P.L. 108-18. In evaluating Postal CSRS
obligations, credit was given for all payments under those statutory provisions.

Oifice ef Congressional and Legisiative Affairs - Congressionn! Relati
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retiree medical liabilities in its Fiscal Year 2009 financial statements, which was a 6.25% annual
interest rate.

Question #7- How much should the Postal Service be paying into the Retiree Health Benefits Funds
annually on an actuadal basis?

Response
Cutrent law does not require payment on an actuarial basis until fiscal year 2017. Funding payments

will be based on actual program costs and expected trends at that time. Prior to 2017, current law
requires a series of fived funding payments to the Postal Retiree Health Benefits Fund, plus Postal
Service payment of its share of current retiree health premiumms.

The GAO report describes feasible approaches for other funding atrangements if the Congress were
to explore changes to current law.

Question #8- If the annual retiree health benefit payments are not made, what will OPM.do?

Response
There ate two retiree health payments the Postal Service is currently making: one for pre-funding,

the other for payment of cutrent preminms. Were the Postal Service to default on payment of its

" $5.5 billion pre-funding payment, it would be in technical violation of current law. In the long term,
the impact would be to make it even more difficalt for the Postal Service to meet its future
obligations. The failute to make the payment would cause there to be a lower balance in the Postal

~Setvice Retiree Health Benefits Fund, which thus would require higher Postal amortizaton”
payments beginning in FY 2017. If the Postal Service share of current retiree health premiums was
not paid, thete ate no other appropriated funds that would be available for the premium payments
for Postal retitee health benefits.

Failure to malse either of these requited payments would be 2 vety serious matter. OPM believes
that s determination of what actions should be taken could only be made in the context of the
overall circumstances at that time, and would requite circunspect consideration by the
Administration before a course of action could be determined.

I hope that these responses to yout guestions are helpful and T appreciate the opportunity to be of
assistance to the Comumittee. If you have any questions, please contact Director of Congressional
and Legislative Affairs, Tania Shand, at 202-606-1300.

Sincerely,

G0 -
John O’Been
Director

Office of Planning and Policy Analysis
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Report on Methodology for Postal Service Funding Study

Under Public Law 108-18, which was signed by the President on April 23, 2003, the Postal
Service is required to finance the Civil Service Retirement System (CSRS) benefits for Postal
workers under a dynamic funding methodology. Section 3 (b) of this law states:

“(1) IN GENERAL. — The amounts representing any savings accruing to the Postal Service in
any fiscal year as a result of the enactment of this Act shall be computed by the Office of
Personnel Management for each such fiscal year in accordance with paragraph (2).

(2) METHODOLOGY. ~ Not later than July 31, 2003, the Office of Personnel Management
shall -
(A) formulate a plan specifically enumerating the actuarial methods and assumptions
by which the Office shall make its computations under paragraph (1); and,

(B) submit such plan to the Committee on Government Reform of the House of
Representatives and the Committee on Governmental Affairs of the Senate.

(3) REQUIREMENTS. — The plan shall be formulated in consultation with the Postal -
Service and shall include the opportunity for the Postal Service to request
reconsideration of computations under this subsection, and for the Board of Actuaries of
the Civil Service Retirement System to review and make adjustments to such
computations, to the extent and in the same manner as provided under section 8423(c) of
title 5, United States Code.

This paper constitutes the Office of Personnel Management’s (OPM’s) report to Congress under
this statute.

Background

Prior to P.L. 108-18, the Postal Service contributions to CSRS were determined under a “static”
funding methodology that was first adopted in 1969. When the Postal Service became
independent in 1971, the Congress enacted a provision that required the Postal Service to finance
the retirement costs associated-with the salary increases for Postal workers. Later, under the
Omnibus Budget Reconciliation Act of 1990 (P.L. 101-508), a requirement was added for the
Postal Service to finance the extra costs due to Cost of Living Adjustments (COLAs) for Postal
annuitants. The Congress also specified additional payments for past Postal annuitant COLAs
under the Omnibus Budget Reconciliation Act of 1987 (P.L. 100-203) and the Omnibus Budget
Reconciliation Act of 1993 (P.L. 103-66). However, none of these pieces of legislation provided
for a separate calculation of the overall assets or liabilities that were specifically attributable to
the Postal Service.

In a report on the United States Postal Service (USPS) retirement plan costs issued December 31,
2001, the General Accounting Office (GAO) raised the question of whether these payments from
the Postal Service were adequate to meet its past and future obligations for benefits paid from
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CSRS for service performed since the agency became independent in 1971. The staff at GAO
subsequently asked OPM to assess the adequacy of these payments in May of 2002.

Our analysis showed that the net accumulated value of Postal Service payments already received
was currently approaching the value of its projected future CSRS benefits and that if the current
funding provisions remained in place, the Postal Service would pay $71 billion more than would
be needed to fund future benefits. . The preliminary cost estimate and a description of the
methodology was reviewed by experts at both the U.S, Office of Management and Budget
(OMB) and the U.S. Department of Treasury and they concurred with the analysis. To correct
this situation OPM prepared a legislative proposal for dynamic funding of CSRS by the Postal
Service, where the Postal Service would contribute the dynamic normal cost and amortize any
supplemental liabilities over 40 years. Once OMB and Treasury approved the methodology, all
work was shared with the Postal Service.

OPM continued to work closely with the GAO staff to refine this cost analysis, and an updated
analysis was completed in January 2003. In this analysis, the projected over-funding was
increased to $78 billion. GAOQ released a review of OPM’s analysis on January 31, 2003, which
basically agreed with OPM’s findings, but raised some additional policy questions about whether
the Postal Service or the Treasury should be responsible for the cost of benefits attributable to
military service.

Basic Methodology

Our analysis of Postal Service financing of CSRS involved calculating a Postal balance in the
Civil Service Retirement and Disability Fund (CSRDF). This estimated CSRS Postal balance
was credited with the actual contributions made by the Postal Service and its employees to CSRS
each year since June 30, 1971, and with interest earnings based on the rate of return earned by
the entire CSRS fund, and reduced by the amounts paid out in benefits to Postal employees less
the Federal share of those benefits.

We also estimated the future liabilities as of September 30, 2002, using the most recent
economic and demographic assumptions selected by the Board of Actuaries and using the same
methodology as is used in the annual dynamic actuarial valuations of CSRS and Federal
Employees” Retirement System (FERS).

A year-by-year summary of the income, disbursements, and Postal balance is shown in Appendix
A. These figures were reviewed by GAQ in its report as of January 31, 2003. This summary
will be used as the basis for determining the “actual” CSRS Postal balance in the fund as of
September 30, 2002, that OPM will use in all future actuarial valuations, except for some very
minor adjustments such as using actual disbursements for fiscal year 2002 rather than estimated
disbursements. The Postal balance will be updated as of September 30, 2003, and each
succeeding year thereafter, based on this methodology but using actual data as it becomes
available. The present value of future benefits will also be determined as of September 30, 2003,
and each year thereafter, based on updated Postal employee and annuitant populations using
actual data from the Postal Service and the annuity roll.
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The supplemental liability as of September 30, 2003, will be used to determine a 40-year
amortization payment with the first payment due on September 30, 2004. On September 30,
2004, a new actuarial valuation will be performed, and a new amortization payment will be
determined to amortize the supplemental liability as of September 30, 2004, over 39 years, and
this payment will be due on September 30, 2005. This process will be repeated each year in the
future in accordance with the statute.

OPM and the Postal Service will also continue to determine what the Postal Service payments
would have been under the old law. The savings each year will be the difference between the
actual payments under the new law and the payments as determined under the old law.

Specific Methodology

The Postal contributions to CSRS were derived from accounting data which included USPS
accounting statements showing Postal agency contributions since 1971, OPM accounting records
of Postal employee and agency contributions since 1982, and records of actual Postal payments
for the 30-year and 15-year amortization payments, including any special payments made by the
Postal Service under the various OBRA statutes. There also were adjustments to account for
contributions under the Federal Employees” Retirement Contribution Temporary Adjustment Act
of 1983, and a transfer of $170 million to the Postal FERS balance as of September 30, 1988,
due to the 1987 FERS Open Season. In order to estimate the Postal employee contributions
before 1982 when actual data was not available, we determined the relationship between the
Postal employee and agency contributions using the OPM data, which starts in 1982, and applied
this relationship to the Postal agency contributions obtained from the USPS accounting data,
which started in 1971.

The estimates of the total benefit disbursements to Postal employees, and the Federal share of
those benefits, are based principally on CSRS annuity roll file extracts which contain data on all
annuitants who have been on the rolls since 1969. This data includes: agency where the
employee last worked; current amount of the annuity (or the amount at death, or when otherwise
dropped from the rolls); date of death, or drop, if applicable; annuity commencing date; total
service at retirement; military service; amount of sick leave included in the total service at
retirement; date of birth; final salary; and high-3 average salary. Records for spouse survivors
contain the above mentioned data for the primary employee or retiree, along with the amount of
the survivor annuity, commencing date of the survivor annuity, and date of death (or drop) of the
survivor.

Based on this annuity roll data, and on records of the historical COLA’s paid to annuitants each
year, we reconstructed the amount paid out each year to each retiree and each spouse survivor for
the entire CSRS, and for the Postal Service, by discounting the current benefit amount back to
the annuity commencing date based on the annual COLA’s. Postal annuitants were identified
based on the last agency, which is the only data available.

We compared the reconstructed outlays for the entire CSRS annuity roll (Postal and non-Postal
combined) with the actual payments to all CSRS retirees and survivors derived from historical
accounting records, and the results were quite close. However, to obtain a more accurate
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estimate of the total payments to Postal retirees; we adjusted the reconstructed payments to
Postal retirees each year by multiplying them by the ratio of the actual payments to all CSRS
retirees for that year to the reconstructed payments to all CSRS retirees. Similarly the payments
to Postal survivors were adjusted by the ratio of actual payments to all CSRS survivors each year
to the reconstructed payments to all CSRS survivors. This technique greatly improves the
accuracy of the estimates of the payments to Postal retirees and survivors, assuming that any
discrepancies between the reconstructed and actual payments apply equally to Postal and non-
Postal annuitants.

One such problem with the reconstructed annuity payments is that retiree and survivor records
that were dropped for reasons other than death before 1989 had been purged from the annuity
rolls without any backup, and thus payments to these annuitants cannot be reconstructed.
Examples would be disability annuitants who recovered and survivor annuitants who remarried
before 1989. This problem would be expected to affect Postal and non-Postal annuitants equally,
so the adjustment described above should accurately correct for these deficiencies in the
reconstructed Postal annuity payments. Also, because of the complexities involved, we did not
attempt to reconstruct payments to child survivors. Since the accounting records of total
payments to survivors for all of CSRS include payments to child survivors, the adjustment
described above should provide an appropriate correction.

The payments to Postal retirees and survivors were also adjusted to account for payments of
refunds, lump sums, alternative annuity refunds, and administrative expenses, based on the ratio
of these amounts each year for all of CSRS contained in the annual accounting statements to the
total payments to retirees and survivors for all of CSRS.

The annuity roll data was also used to estimate the Federal share, or the portion of the payments
to Postal annuitants that is attributable to service with the old Post Office Department before the
Postal Service became independent on July 1, 1971, and which is considered to be an obligation
of the Treasury. The Federal share is assumed to be zero for employees hired by the Postal
Service on or after July 1, 1971. For employees hired before this date, the Federal share is the
benefit that would be payable if the employee received no pay raises and did not accrue any
additional service after June 30, 1971.

The amount that would be payable assuming no pay raises since July 1, 1971, can be determined
by multiplying the actual benefit by the ratio of what the high-3 average salary would have been
if there had been no post-1971 pay raises to the actual high-3. The high-3 assuming no post-
1971 pay raises would be the same as the salary as of June 30, 1971, (except for retirements in
FY 1972 through FY 1974). Although the annuity roll generally does contain data on the high-3
average salary and the final salary, it does not include the complete salary history for employees,
and so the 1971 salary must be estimated. For purposes of this analysis, the 1971 salary was
estimated based on the final salary discounted by historical general salary increases and by
individual merit and longevity increases.

The total amount of the general Postal salary increases each year is included on the worksheets
provided by the Postal Service that are used in determining the thirty-year amortization payments
made by the Postal Service to finance the increase in liability due to these pay raises. To get the
percentage increase, this total increase in pay was divided by the payroll at the beginning of the
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year. The total payroll during each year was obtained by dividing the amount of the Postal 7
percent agency contributions (from Postal Service accounting statements) by 7 percent. The
payroll at the beginning of the year was estimated by taking the average of the payrolls for the
prior and the current fiscal years. The development of these general salary increases is shown in
Appendix B.

A salary scale containing average individual merit and longevity increases by age and service
was determined using Postal employee data files that the Postal Service had been providing to
OPM each year for use in the annual actuarial valuations. The total percentage increase in basic
pay during the year (for employees who were working at both the beginning and end of the year)
was determined for each fiscal year from 1983 through 1998, for each age and service
combination. Average individual merit and longevity increases over this 1983-1998 period were
then found by subtracting the average general salary increase over this period (based on the
historical general salary increases described above) from the average total salary increase, at
each age and service combination.

The Postal Service also provided the complete salary histories for each of 72,000 Postal
employees who were still working in 2002 and who had service computation dates before July 1,
1971. We reconstructed the full salary history for each of these employees using the general
salary increases and the scale of individual merit increases described above, and compared this
reconstructed salary history with the actual salary history. The results were very close, but we
found that, with some very minor adjustments to the salary scale, the average difference between
the reconstructed salary history and the actual salary history could be reduced nearly to zero,
where the average was taken over all the years of salary history provided for each employee, for
all 72,000 employees. The final salary scale that was used included these minor adjustments and
is shown in Appendix C.

In summary, for purposes of determining the Federal share for employees and annuitants who
were hired before July 1, 1971, we estimated the salary as of June 30, 1971, by indexing the final
salary back to this date, based on the general salary increases and the salary scale of individual
merit and longevity increases, based on that employee’s age and service.

As was mentioned, the Federal share of the benefits for employees hired before July 1, 1971, is
the benefit that would be payable if the employee had no pay raises after June 30, 1971, and did
not receive credit for additional service after this date. The amount of service that is included in
determining the Federal share is referred to as the “Federal service”. It is equal to the pre-1971
civilian service plus a pro-rata share of the military service, where the pro-rata share is based on
the ratio of pre-1971 civilian service to total civilian service. The amount of military service, and
total service, is included on the annuity roll file. We have assumed that the date of civilian hire
is the annuity commencing date less the civilian service at retirement (not including sick leave),
and that the military service is performed immediately before this assumed date of civilian hire.
The amount of sick leave for employees hired before July 1, 1971, was allocated between the
Federal and the Postal share similarly to military service. The annuity roll only contains the final
agency where the retiree was working at time of retirement, and we have assumed that all of the
civilian service was with this final agency. Some employees may have transferred to the Postal
Service from other agencies in mid-career, and vice-versa, and we have, in effect, assumed that
the effects of these two trends offset each other.
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For non-disability retirement benefits, the benefit payable based on the Federal service is found
directly using the benefit formula. For example, an employee who has 5 years of Federal
service would be credited with a benefit of 7.5 percent of the high-3 average salary assuming no
post-71 salary increases (where the benefit formula is 1.5 percent for each of the first 5 years of
service, 1.75 percent for each of the next 5 years of service, and 2 percent for years of service
over 10 years). For disability benefits, and benefits for survivors of employees (which are based
on the disability formula), the Federal share is found by multiplying the benefit that would be
payable assuming no post-1971 salary increases by the ratio of the Federal service to the total
service. Since there is a minimum disability benefit, disability benefits do not accrue directly in
relation to the amount of service like non-disability benefits do.

The reconstructed Federal share was also adjusted the same way that the reconstructed total
Postal benefits were adjusted, based on the accounting data for the entire CSRS fund as
described above.

Reconsideration
The Postal Service has the opportunity to request reconsideration of the computations described

above. The procedure for such review is set forth in OPM regulations at 5 CFR Part 841,
Subpart D.
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Appendix A

Updated Postal Service Funding Projections

The following pages contain updated output of the Postal Funding Projections showing the OPM
option where the Postal Service is responsible for all military service for Post-71 hires, and a
pro-rata share for pre-71 hires. These were sent to GAO and formed the basis for the GAO Report.
They reflect GAO suggestions and OPM refinements that were made after the original projections
that were first provided to OMB in August 2002.

Postal Service Responsible for all Military Service, including a pro-rata portion for pre-71
hires

Employee
and

Agency 30-yx 15-yr Total Federal Interest Postal

Contrib. Payments Payments Benefits Share _Rate Balance
1972 898.900 0.000 0.000 811.427 910.820 0.0603504 925.399
1973 911.89%9 0.000 0.000 1073.161 1063.414 0.0564137 1905.203
1974 1043.200 0.000 0.000 1337.10% 1306.990 0.0607163 3064.719
1975 1087.600 561.300 0.000 1648.542 1588.381 0.0648389 4895,804
197¢ 15998.700 385.000 0.000 2427.404 2283.063 0.0873750 7227.515
1977 1262.000 507.200 0.000 2182.650 1982.985 0.0668428 9315.661
1978 1319.300 470.400 0.000 2466.128 2160.077 0.0722324 11508.797
1979 1482.600 657.800 0.000 2798.551 2358.227 0.0715308 140865.385
1980 1572.700 697.100 0.000 3277.354 2648.344 0.0807272 16884.047
1981 1608.900 722.200 0.000 3872.128 2980.510 0.0879055 19839.257
1982 1742.900 850.200 0.000 4258.777 3176.952 0.1124855 23619.341
1983 1784.200 967.000 0.000 4509.832 3252.452 0.1084400 27703.003
1984 1805.300 917.400 0.000 4746.727 3275.910 0.1088976 31989.889
1985 1896.700 1355.400 0.000 5043.582 3311.940 0.1171254 37372.695
1986 1963.899 1353.100 0.000 5359.668 3350.868 0.1150738 42978.928
1987 1992.600 1353.,100 0.000 5573.609 3315.954 0.1026309% 48464.336
1988 2041,600 1618.000 350.000 6092.621 3441,3%4 0.1056442 54740.482
1989 2011.700 1617.500 0.000 6410.715 3445.600 0.1045163 61076.016
1990 1935.899 1658.500 73.600 6811.164 3474.102 0.1013078 87523.457
1991 1893.500 1752.200 636.966 7247.395 3493.575 0.10098633 74775.819
1992 1953.200 1318.800 756.779 7203.758 3347.554 0.0974435 82742.122
1993 1723.600 1938.300 866.728 8056.855 3349.568 0.0931438 90131.424
1994 1719.800 1995.899 1036.035 8142.254 3265.114 0.0879041 97790.168

1995 1744.700 2133.800 1159.676 8250.816 3203.450 0.0876421 106206.785
1996 1815.899 2362.200 980.856 8294.102 3094.608 0.0866424 115221.674
1997 1799.300 2395.899% 1048.289 8530.742 3040,302 0.0758235 123571.296
1998 1754.400 2434.800 1080.139 8676.262 2937.833 0.0788211 132695.225
1999 1725.000 2508.800 902.735% 8771.070 2807.511 0.0738429 141510.305
2000 1700.100 2601.900 980.238 8966.781 2692,284 0.0714624 150467.262
2001 1611.300 2628.700 1125.919 9285.430 2604.849 0.0703278 159556.380
2002 1543.400 2635.135 1239.837 9592.016 2477.731 0.0675000 168442.507
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Valuation as of September 30, 2002
Present Value of Future Benefits
CSRS Postal Balance 9/30/2002
Present Value 14% Contributions
Present Value Military Deposits
Present Value 30-~year Payments

Present Value 15-year Payments

Potential Overfunding

Unfunded Liability
Present Value of Future Benefits
CSRS Postal Balance 9/30/2002
Present Value Military Deposits
Present Value Normal Cost

Unfunded Liability

190.

1e8.

33.

56.

77.

190.

168,

16.

478

443

.454

.738

335

216

708

478

443

.738

477

.820
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Appendix B

Development of Salary Index

. Fiscal Year

2. Salary increase during the year, based on data provided by Postal Service and used in

determining the 30-year payments, in millions of dollars

. Payroll at beginning of year, based on average of payroll for current and previous
year, payrolls obtained by dividing agency contributions by .07, in millions of
dollars

. Percentage increase in salaries { (2} / (3} )

(1) {2) {3) (4)
1972 504. 6113. 0.082434
1973 348. 6410. 0.054229
1974 573. 6919, 0.,082783
1975 275, 7583. 0.036302
1976 1308, 8294, 0.157713
1977 510. 8961. 0.056922
1978 296, 9161. 0.032258
1979 1171. 9946, 0.117690
1980 390, 10854. 0.035956
1981 240. 11311. 0.021233
1982 1187. 11924. 0.09952¢
1983 204, 12536. 0.016265
1984 128, 12854. 0.0099%46
1985 2305, 14484, 0.159121
1986 405. 16479. 0.024568
1987 323, 16071, 0.0200%0
1988 1004. 14816. 0.067743
1989 304. 14436, 0.021049
1990 231. 14087. 0.016383
1991 635. 13666. 0.046443
1992 504, 13706. 0.036764
1993 193, 13088, 0.014739
1994 277. 12309. 0.022514
1995 617. 12438. 0.049573
1996 1060. 12791, 0.082911
1897 144, 12994, 0.011088
1998 202. 12792, 0.015775
1999 179. 12405. 0.014453
2000 398. 12013. 0.033150
2001 84. 11659. 0.007176
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Appendix C
Salary Scale Derived from Data for 1983~1998.

The average total salary increase, including both general salary increases and individual merit
and longevity increases, was determined over the 1983-1998 period for each of the age and service
categories. Then the average general increase of ,03844 was subtracted from each of these
average increases. The average general salary increase of .03844 is the arithmetic average of
the general increases over this periocd, based on the salary increase data used in determining the
30~year payments.

After comparison with the file containing the actual salary history for 72,000 Postal employees

currently working with service computation dates before July 1, 1971, this salary scale based on

actual data was adjusted by first changing the rate at ages 55+ and service of 20+ from .0014 to

.0059, and then the amount .0005 was added to the value shown at all ages and lengths of service.
Adjusted Salary Scale

Age Interval

Serv. 17-24 25-29 30-34 35-44 45-54 55+
o 0.0441 0.0399 4.0392 0.0373 0.0378 0.0468
1 0.0690 0.0733 0.0760 0.0777 0.0795 0.0749
2 0.0694 0.0730 0.0753 0.0744 0.0699 0.0831
3 0.0491 0.0494 0.0497 0.0494 0.0493 0.0558
4 0.0377 0.0346 0.0333 0.0355 0.0393 0.0476
5 0.0351 0.0281 0.0244 0.0255 0.0300 0.0385
6 0.0462 0.0323 0.0253 0.0233 0.0251 0.0312
7 0.0386 0.0333 0.0258 0.0236 0.0244 0.0276
8 0.0000 0.0313 0.0230 0.0213 0.0214 0.0208
9 0.0000 0.0242 0.0203 0.0196 0.0179 0.0156
10 0.0000 0.0269 0.0194 0.0176 0.0162 0.0143
11 0.0000 0.0421 0.0222 0.0121 0.0114 0.0125
12 0.0000 0.0351 0.0121 0.0046 0.0049 0.0070
13 0.0000 0.0000 0.0112 0.0048 0.0037 0.0067
14 G.0000 0.0000 0.0184 0.0082 0.0082 0.0105

i5 0.0000 0.0000 0.0195 0.0124 0.0102 0.0117

16 (.0000 0.0000 0.0148 0.0105 0.0085 0.0091

17 0.0000 0.0000 0.0154 0.0104 0.0075 0.0077

18 0.0000 0.0000 0.0000 0.01186 0.0090 0.0081

i9 0.0000 0.0000 0.0000 0.0085% 0.0074 0.0063
0 0

20+ L0000 0.0000 0.0000 0.0053 L0065 0.0064
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NON-CODIFIED PROVISIONS RELATING TO USPS
RETIREMENT FUND PAYMENTS

PAYMENTS BY POSTAL SERVICE RELATING TO CORRECTED
CALCULATIONS FOR PAST RETIREMENT COLAS

Pub. L. 103-66, title X1, Sec. 11101(a), Aug. 10, 1993, 107 Stat. 413, provided that: "In
addition to any other payments required under section 8348(m) of title 5, United States
Code, or any other provision of law, the United States Postal Service shall pay into the

Civil Service Retirement and Disability Fund a total of $693,000,000, of which -

"(1) at least one-third shall be paid not later than September 30, 1996;
"(2) at least two-thirds shall be paid not later than September 30, 1997; and
"(3) any remaining balance shall be paid not later than September 30, 1998."

PRE-1991 COST-OF-LIVING ADJUSTMENTS

Section 7101(c) of Pub. L. 101-508, as amended by Pub. L. 102-378, Sec. 5(a)(1), Oct. 2,
1992, 106 Stat. 1358, provided that:

"(1) For the purpose of this subsection -

"(A) the term 'pre-1991 COLA' means a cost-of-living adjustment which
took effect in any of the fiscal years specified in subparagraphs (A)-(N) of
paragraph (3);

"(B) the term 'post-1990 fiscal year' means a fiscal year after fiscal year
1990; and

"(C) the term 'pre-1991 fiscal year' means a fiscal year before fiscal year
1991.

"(2) Notwithstanding any other provision of law, an installment (equal to an
amount determined by reference to paragraph (3)) shall be payable by the United States
Postal Service in a post-1990 fiscal year, with respect to a pre-1991 COLA, if such fiscal
year occurs within the 15-fiscal-year period which begins with the first fiscal year in
which that COLA took effect.

"(3) Notwithstanding any provision of section 8348(m) of title 5, United States
Code, or any determination thereunder (including any made under such provision, as in
effect before October 1, 1990), the estimated increase in the unfunded liability referred to
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in paragraph (1) of such section 8348(m) shall be payable, in accordance with this
subsection, based on annual installments equal to -

"(A) $6,500,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1977,

"(B) $7,000,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1978;

"(C) $10,400,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1979;

"(D) $20,500,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1980;

"(E) $26,100,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1981;

"(F) $28,100,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1982;

"(G) $30,600,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1983;

"(H) $5,700,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1984;

"(1) $19,400,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1985;

"(J) $7,400,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1986;

"(K) $8,500,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1987;

"(L) $36,800,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1988;

"(M) $51,600,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1989; and

"(N) $63,500,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1990.

"(4) Any installment payable under this subsection shall be paid by the Postal
Service at the same time as when it pays any installments due in that same fiscal year
under section 8348(m) of title 5, United States Code.

"(5) An installment payable under this subsection in a fiscal year, with respect to a
pre-1991 COLA, shall be in lieu of any other installment for which the Postal Service
might otherwise be liable in such fiscal year, with respect to such COLA, under section
8348(m) of title 5, United States Code."
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(Amendment by Pub. L. 102-378 to section 7101(c) of Pub. L. 101-508, set out above,
effective Nov. 5, 1990, see section 9(b)(6) of Pub. L. 102-378, set out as an Effective
Date of 1992 Amendment note under section 6303 of this title.)

PAYMENTS RELATING TO AMOUNTS WHICH WOULD HAVE BEEN DUE
BEFORE FISCAL YEAR 1987

Section 7103 of Pub. L. 101-508 provided that:

"(a) Definition. - For the purpose of this section, the term 'pre-1987 fiscal year'
means a fiscal year before fiscal year 1987,

"(b) For Past Retirement COLAs. - As payment for any amounts which would
have been due in any pre-1987 fiscal year under the provisions of section 8348(m) of title
5, United States Code (as amended by section 7101) if such provisions had been in effect
as of July 1, 1971, the United States Postal Service shall pay into the Civil Service
Retirement and Disability Fund -

(1) $216,000,000, not later than September 30, 1991;
"(2) $266,000,000, not later than September 30, 1992;
"(3) $316,000,000, not later than September 30, 1993;
"(4) $416,000,000, not later than September 30, 1994; and
"(5) $471,000,000, not later than September 30, 1995.

CERTAIN POSTAL SERVICE ANNUITANTS; SIZE OF ANNUAL
INSTALLMENTS TO FUND PREVIOUS YEARS' COLAS

Section 4002(b)(2) of Pub. L. 101-239, which provided that notwithstanding any
provision of section 8348(m) of this title the estimated increase in the unfunded liability
referred to in section 8348(m)(1) was to be payable based on annual installments equal to
specified amounts for fiscal years 1987 to 1989, was repealed by Pub. L. 101-508; title
VII, Sec. 710(b), Nov. 5, 1990, 104 Stat. 1388-331.

CERTAIN POSTAL SERVICE ANNUITANTS; ADDITIONAL AMOUNT
PAYABLE

Section 4002(b)(3) of Pub. L. 101-239, which provided that first payment made under
provisions of section 8348(m) of this title was to include, in addition to the amount which
would otherwise have been payable at that time, an amount equal to the sum of any
amounts which would have been due under those provisions in any prior year if this
section had been enacted before Oct. 1, 1986, and which provided the method of
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computation, was repealed by Pub. L. 101-508, title VII, Sec. 7101(b), Nov. 5, 1990, 104
Stat: 1388-331.

SECTION 4002 OF P.L. 101-239

SEC. 4002. FUNDING OF COST-OF-LIVING ADJUSTMENTS FOR CERTAIN
POSTAL SERVICE ANNUITANTS AND SURVIVOR ANNUITANTS.

(a) IN GENERAL- Section 8348 of'title 5, United States Code, is amended by
adding at the end the following: ‘

“(m)(1) Notwithstanding any other provision of law, the United States Postal
Service shall be liable for that portion of any estimated increase in the unfunded liability
of the Fund which is attributable to any benefits payable from the Fund to former
employees of the Postal Service who first become annuitants by reason of separation
from the Postal Service on or after October 1, 1986, or to their survivors, or to the
survivors of individuals who die on or after October 1, 1986, while employed by the
Postal Service, when the increase results from a cost-of-living adjustment under section
8340 of this title.

(2) The estimated increase in the unfunded liability referred to in paragraph (1) of
this subsection shall be determined by the Office after consultation with the Postal
Service. The Postal Service shall pay the amount so determined to the Office in 15 equal
annual installments with interest computed at the rate used in the most recent valuation of
the Civil Service Retirement System, and with the first payment thereof due at the end of
the fiscal year in which the cost-of-living adjustment with respect to which the payment
relates becomes effective.

“(3) In determining any amount for which the Postal Service is liable under this
subsection, the amount of the liability shall be prorated to reflect only that portion of total
service (used in computing the benefits involved) which is attributable to civilian service
performed after June 30, 1971, as estimated by the Office.".

(b) EFFECTIVE DATE; SIZE OF ANNUAL INSTALLMENTS TO FUND
EARLIER COLAS; ADDITIONAL AMOUNT INITIALLY PAYABLE-

(1) EFFECTIVE DATE- This section and the amendment made by this section
shall be effective as of October 1, 1986.

(2) SIZE OF ANNUAL INSTALLMENTS TO FUND PREVIOUS YEARS'
COLAS- Notwithstanding any provision of section 8348(m) of title 5, United
States Code (as added by subsection (a)), the estimated increase in the
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unfunded liability referred to in paragraph (1) of such section 8348(m) shall be
payable based on annual installments equal to--

(A) $100,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1987;

(B) $6,000,000 each, with respect to the cost-of-living adjustment which
took effect in fiscal year 1988; and

(C) $15,000,000 each, with respect to thé cost-of-living adjustment
which took effect in fiscal year 1989.

(3) ADDITIONAL AMOUNT PAYABLE-

{A) GENERALLY- The first payment made under the provisions of
section 8348(m) of title 5, United States Code (as added by subsection
{(2)) shall include, in addition to the amount which would otherwise be
payable at that time, an amount equal to the sum of any amounts which
would have been due under those provisions in any prior year if this
section had been enacted before October 1, 1986.

(B) COMPUTATION METHOD- Subject to paragraph (2), the
additional amount payable under this paragraph shall be computed in
accordance with section 8348(m) of title 5, United States Code (as
added by subsection (a)), and shall include interest. Interest on an
amount--

(i) shall be computed at the rate used in the most recent valuation
of the Civil Service Retirement System;

(ii) shall accrue, and be compounded, annually; and

(ii1) shall be computed for the period beginning on the date by
which such amount should have been paid (if this section had
been enacted before October 1, 1986) and ending on the date on
which payment is made.
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Funded Status of the Postal Service’s CSRS Obligations

Present Value of Benefits as of 9/30/2008 $206.8 billion
- Present Value of Employee Contributions -2.7
Actuarial Accrued Liability 204.1 billion
- Postal CSRS Fund 9/30/2008 -195.1
Unfunded Liability 9/30/2008 $9.0 billion

2. Components of Net Change

Analysis of Pension Expense for Postal Service - CSRS
Liabilities Based on Post-1971 Civilian Service

Actuarial Accrued Liability as of 9/30/2007 $196.9 billion
(Present Value of Benefits less Present Value
of Future Employee Contributions)

+Expected Employee Contributions during FY2008  +0.5

- Expected Benefit Disbursements -94
+ Interest Expense +12.0
+ Total Actuarial Loss during FY2007 +4.1
Actuarial Accrued Liability as of 9/30/2008 $204.1 billién

For the valuation as of 9/30/2007, the CSRS COLA for FY2009 was assume to be 3.5%, but the actual
COLA for FY2009, which was reflected in the valuation as of 9/30/2008, was 5.8%. Also in the valuation as
of 9/30/2007, a general salary increase of 4.25% was assumed for FY2008, but in the valuation as of
9/30/2008, the actual salary increases during FY2008 were reflected in the actual employee population as of
9/30/2008.

Analysis of Change in Net Assets during FY2007

Expected Actual
Net Assets as of 9/20/2007 $193.763 $193.551 billion'
+ Employee Contributions +0.521 +0.516
- Benefit Payments -9.377 -9.314
+ Investment Income - +11.837 +10.313
Net Assets as of 9/30/2008 - §196.744 ) $195.066

!n the statement for last year, the assets in the Postal Fund as of 9/30/2007 were reported as $193.763 billion. This
year these assets were re-stated to be $193.550 billion. The actual rate of interest earned during FY2008 was 5.45081%,
which is the rate earned by the entire CSRS fund, Postal and non-Postal combined.
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CSRS Unfunded Liability Projected to 9/30/2009, Based on Long Term Assumptions

Actuarial Accrued Liability as of 9/30/2008 $204.1 billion
+ Employee Contributions for FY2009 +0.5
- Projected Benefit Payments for FY2009 -10.0
-+ Interest Expense +12.5
Projected Actuarial Liability 9/30/2009 $207.1
- Projected Postal Fund 9/30/2009 197.5
Projected Unfunded Liability as of 9/30/2009 $ 9.6 billion

3. Cost Methods and Assumptions Underlying the Actuarial Valuations
The actuarial cost method is Entry Age Normal
The long term economic assumptions are as follows:

Rate of inflation: 3.5%

FERS COLA: 2.8%

Annual general salary increases: 4.25%
Interest Rate: 6.25%

The Board of Actuaries decided to incorporate an assumption for additional future mortality improvement for
the actuarial valuation as of September 30, 2007. This caused the dynamic normal cost of CSRS to increase
from 25.2% of pay to 25.8%, and the FERS normal cost to increase from 12.0% to 12.3%. It also caused an
increase in the actuarial liabilities. The Postal Service is not required to make any agency contributions to
CSRS. Because of Budgeting considerations, the agency contribution to FERS will continue at the current
rate of 11.2% of pay (the employee contribution is 0.8% of pay) until October 1, 2010, when it will change to
the new rate of 11.5% of pay.
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4. Actual and Projected Contributions to and Payments from the
Postal Accounts for CSRS, Including Rates of Return

Postal CSRS Unfunded Liability as of September 30, 2008
As Determined Under P.L. 109-435,
The Postal Accountability and Enforcement Act

Present Value of Benefits $206.8 billion
- PV Future Contributions 2.7
- Postal Fund 9/30/2006 195.1
Supplemental Liability $9.0 billion

The long term economic assumptions of a 3.5% COLA for annuitants, -4.25% general salary
increase, . and 6.25% interest are assumed to apply in FY 2009 and all future years.

Surplus Transferred to Postal Retiree Health Fund on June 30, 2007: $17.1 billion

Employee 15-yr

+Agency 30-yr /40-yr Total Federal Interest Postal

Contrib Payment - Payment Benefit Share Rate Fund
1972 898.900 G.000 0.000 905.483 204.178 0.0603504 924.680
1973 911.899% 0.000 0.000 1048.657 1037.775 0.0564137 1903.277
1974 1043.200 ¢.000 0.000 1294,540 1264.763 0.0607163 3063.025
1975 1097.600 561.300 0.000 1591,558 1532.690 0.0648389 4895.336
1976 1599.700 385.000 0.000 2327.077 2187.338 0.0873750 7231.809
1877 1262.000 507.200 0.000 2083.439 1891.180 0.0668428 9327.897
1978 1319.300 470.400 0.000 2342.468 2053.100 0.0722324 1153%.202
1979 1482.600 657.800 0,000 2641.720 2229.904 0.0715308 14131.491
1980 1572.700 697.100 0.000 3078.699 24%2.671 0.0807272 16995.884
.1981 1608.900 722.200 0.000 3634.974 2808.045 0.0879055 20028.457
1982 1742.900 850.200 0.000 3981.763 2986.905 0.112485%5 23921.681
1983 1784.200 967.000 0.000 4212,648 3051.195 0.1084400 28139.259
1584 1803.100 817.400 0.000 4427.320 3066.955 0.1088976 32587.798
1985 1990.400 1355.400 0.000 4691.945 3093.871 0.1171254 38175.35%
1986 1948.499 1353.100 0.000 4971.812 3122.085 0.1150738 44025.891
1987 1983.800 1353.100 0.000 5166.777 3088.140 0.1026309 49797.702
1988 2035.900 1618.000 350.000 5638.027 3189.6%96 0.1056442 56432.850
1989 2005.699 1617.500 0.000 5933.184 3202.695 0.1045163 63185.835
1990 1930.3992 1658.500  73.600  6295.832  3225.157 0.1013078 70121.116
1991 1887.600 1752.200 636.966 6691.879 3240.076 0.1009639 77946.814
1992 1946.300 1918.800 756.779 6683.266 3100.051 0.0974439% 86501.162
1993 1712.900 1938.300 666.728 7445.691 3092.292 0.0931438 94599.764

1994 1714.300 1995.8929 1036.035 7465.383 3007.164 0.0879041 103082.882
1995 1738.800 2133.800 115%.676 7573.031 2948.294  0.0876421 112398.355
1996 1809.899 2362.200 980.856 7631,105 2848.742 0.0866424 122378.8639
1997 1793.300 2395.899 1048.289 7854.016 2794.391 0.0758235 131711.845
1998 1747.500 2434.800 1090.139 8000.723 2698.485 0.0788211 141923.626
1899 1717.500 2508.800 902.735 8098.297 2574.942 0.0738429 151868.836
2000 1692.100 2601.900 980.238 8293.406 2465.362 0.0714613 162019,998
2001 1603.600 2628.700 1125.919 8600.602 2382.814 0.0703249 172392.221
2002 1543.600 2635.100 1239.837 8663.883 2281.482 0.0680155 182782.,349
2003 1918.199 0.000 0.000 9075.348 2153.580 0.0665783 189781.560
2004 2389.699 0.000 240.000 9434.527 2014.9%49 0.0606814 196355.281
2005 2233.020 0.000 290.000 9816.254 1929.388 0.058488% 202310.698
2006 2117.895 0.000 257.000 10242.656 1845.712 0.0573286 207706.858
2007 €12.021 0.000 0.000 10656.566 1758.849 0.0563231 193550.668
2008 515.795 0.000 0.000 10966.293 1652.069 0.0545081 195065.716

200% 502.966 0.000 0.000 11610.258 1593.638 0.0625000 197450.880
2010 459.070 0.000 0.000 12220.9%49 1507.435 0.08625000 198221.529
2011 412.439 0.000 0.000 12783.949 1412.388 0.0625000 200376.480
2012 364.979 0.000 0.000 13346.969 1318.014 0.0625000 200877.066
2013 318.525 0.000 0.000 13893.223 1224.395 0.0625000 200702.108
2014 273.814 0.000 0.000 14414.707 1133.875 0.0625000 199838.779
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