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Q1 FY 2011: USPS Improves Productivity As Cash Shortfall Nears

Executive Summary

The U.S. Postal Service suffered a net loss of $329
million in the first quarter of FY 2011 -- $32 million
more than it lost in the same period last year.
Operating revenue declined by $478 million relative
to Q1 2010. Overall mail volume rose, but First
Class Mail volume declined by nearly 1.2 billion
pieces.

USPS projects a net loss of more than $6.4 billion
for FY 2011 and a cash shortfall of $2.7 billion at
the end of the fiscal year. The Service is also on
track to reach its statutory debt limit of $15 billion,
which would prevent it from borrowing more
money from the federal Treasury. Despite
substantial decreases in mail volume, the Postal
Service has posted impressive productivity gains.
Service performance has also improved even as the
agency has pared its workforce and cut millions of
workhours.

The Postal Service is gambling on business mailers
for future revenue growth. Many existing business-
focused products contribute less to overhead than

does First Class Mail, and it's not yet clear whether
the Postal Service's commercial outreach will

generate revenue sufficient to put the organization
back in the black.
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Quarterly Highlights

The Postal Service's product mix shifted
significantly, as First Class Mail's share of the total
mail stream dove more than 3 percentage points, to
43.1 percent. First Class Mail volume was down 5.7

percent compared to the same period last year,
while Standard Mail volume was up 8.6 percent.
USPS believes that Standard Mail volume will
continue to rise, but because this category of mail
generates a third as much profit as does First Class
Mail, potential growth in Standard Mail alone will
not be sufficient to shore up the bottom line.

Good News (for now) on Postal
Productivity

A February 2011 report from the Postal Service's
Office of Inspector General observed that a reduced
labor force at postal processing and distribution
centers posted impressive gains in productivity. The
analysis noted that the Service logged 26.1 million
fewer mail processing workhours in 2010 than it had in
2009. The Service handled 60 more pieces per hour in
2010 than it did in 2009, which represented a 7.6-
percent increase in productivity.

The OIG's report also noted that the Postal Service
improved its First Class service performance scores for
overnight, two-day, and three-day mail in 2010 --
despite the workforce reduction.

The Postal Setvice's ability to trim workhours without
sacrificing delivery performance raises questions about
the need for "relax[ing] current delivery standards to
enable additional facility closures and associated
savings," as articulated in a December 2010 report
from the Government Accountability Office. Put
another way, USPS has demonstrated that it can
generate labor savings without cutting service for
monopoly consumers.

Opverall, Total Factor Productivity rose 2.2 percent in
2010. The TFP increase is even more impressive in
light of a 3.5-percent reduction in mail volume and a
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6.9-percent decrease in First Class Mail volume. The
rebound in TFP more than made up for declines in
2008 and 2009 (see graph).

Few observers believed the Service could return to
this level of productivity growth so quickly. In an
online poll conducted by the Inspector General's
Office early last year, 60 percent of respondents
predicted that TFP would continue its decline in
2010.

So while the decline in mail volume in 2010 certainly
impacted productivity negatively, reductions in
workhours and an increase in the number of delivery
points, a signal of an increased postal workload, were
enough to nudge productivity into positive tetritory
again.

In the first quarter, the Postal Service continued to
reduce workhours, by 2.1 percent compared to the
same petriod last year. That's equivalent to a reduction
of about 3,600 full-time employees. At the same time,
overtime increased by 14.9 percent relative to the first
quarter of 2010. Rural delivery hours also increased
by one million. Rural areas accounted for more than
half of the growth in delivery points.

Since 2000, TFP has doubled, according to

Postmaster General Donahoe. In the same time
period, the average number of pieces of mail per
delivery has declined from five to four. By 2020,

Donahoe expects to see an average of three pieces

per delivery.

Workers' Compensation Expenses Up

For each of the past three years, the Postal Service's
workers' compensation expenses have increased
substantially as a result of changes in the discount rate
used to calculate future liabilities. In 2010, those
expenses increased $2.5 billion, and in 2009, workers'
comp expenses went up $1.3 billion. In 2008, the
corresponding increase was §417 million.

Overall, the Service spent $3.566 billion -- or $5,309
pet employee -- on workers' compensation in 2010.

In its 2010 10-K report, USPS downplayed workers'
compensation expenses by stating that these costs are
dependent on discount, inflation, and interest rates,
which are outside management's control.

"The Postal Service spent
$3.57 billion -- or $5,309

per employee -- on
workers'
compensation in 2010."




Business Mail a Sound Bet?

With First Class Mail volume declining, the Postal
Service has redoubled its efforts to attract more
business and advertising mail. In January 2011, the
Service reached an agreement with Discover
Financial Services that some postal observers
believe could serve as a model for negotiated
services agreements (NSAs) with other big mailers.

The proposed deal, which must be reviewed by the
Postal Regulatory Commission, would encourage
Discover to send more Standard Mail to offset its
diminishing usage of First Class Mail, as more of
its customers receive their statements online.

Discover would receive rebates and avoid penalty
fees if it increased its mail volume by 10 percent in
the first year, by 15 percent in the second year, and
then by 20 percent in the third.

Standard Mail is much less profitable than First
Class Mail and contributes a smaller portion of its
revenue toward institutional overhead. So the
Postal Setvice is requiting Discover "to send an
extra $1.65 worth of Standard Mail to offset each

dollar decline in postage from First Class Mail,"
according to the NSA filing.

The filing continues: "In order to qualify for a rebate
(and avoid paying a penalty), [Discover| will have to
increase the Standard Mail postage it pays another
five to 15 percent." USPS projects that the NSA will
generate between $2 million and $15 million in
additional revenue.

The PRC has not yet signaled whether it will approve
the proposed NSA with Discover. In the past, the
commissioners have expressed skepticism with the
Postal Service's estimates of revenue growth from
worksharing.

If approved, this could present an important
precedent for other corporate mailers.

Indeed, the PRC did so in a recent decision
approving a 1.7-percent rate hike for most monopoly
products -- but not stamps. Chairman Ruth Goldway
wrote in a concurring opinion, "I believe the
workshare discounts that the Postal Service has
proposed continue to allow for inefficiencies in mail
processing."
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Subsidizing Competitive Products

In January, prices for competitive products
increased an average of 3.6 percent. However, it's
extremely unlikely that the rate hike for competitive
products will lift its cost coverage rate into a
comparable range as those for First Class and
Standard Mail.

According to the Postal Service's 2009 Annual
Compliance Report, Standard Mail and First Class
Mail both contributed a greater percentage of the
revenue they took in toward institutional overhead
than did any competitive products, including
Express Mail, Priority Mail, and Parcel Select
(USPS's most economical shipping option, which is
only available to businesses).

Put another way, First Class Mail and Standard Mail
effectively subsidize the delivery of the competitive
products.

The cost coverage figures for First Class Mail could
go even higher. On February 28, the Postal Service
petitioned the Postal Regulatory Commission to
allow it to move First Class Mail Parcels from the

market-dominant category to the competitive
products category.

"By moving to a competitive product classification,"
said Gary Reblin, vice president, Domestic Products,
"we have greater flexibility to make this offering
more attractive to commercial shippers.”

First Class Parcels contribute just 1.8 percent of their
revenue toward overhead.

Moving the product into the competitive category
would likely drag the competitive products' overall
cost coverage figures even lower.

"USPS has said that the possibility of building a sizable presence in
logistics, banking, integrated marketing, and document management
was currently not viable . . . USPS concluded 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.

-- U.S. Government Accountability Office, "U.S. Postal Service:
Legislation Needed to Address Key Challenges," December 2, 2010
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http://www.gao.gov/new.items/d11244t.pdf

