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UNITED STATES POSTAL SERVICE

February 12, 2003

“For nearly 50 years, ADVO, Inc. relied exclusvely on the Postal Service to deliver our household
advertisng products. Recently, however, ADV O has moved more than 7% (or 240 million mail
pieces) of our annud three billion shared mail package volume into private ddivery, through a
combination of our own ddlivery networks and joint partnerships with newspapers. Asthe largest
customer of the Postal Service, we obvioudy prefer the mail, but postage cost is a critica
competitive factor for our company, congtituting haf of our tota expenses. Our privete ddivery
operations can deliver our products for a cost that is 33-50% below postal distribution costs. As
postd rates rise, that spread can become the determining factor in our ability to remain price-
competitive with non-postal advertising distributors such as newspapers and private ddivery
companies. Let there be no doubt, whatever happens we will grow our business. We want to grow

our postal volume, but we can only do so if postal rates are predictable, affordable and competitive.”

Gay M. Mulloy
Chairman & Chief Executive Officer

ADVO, Inc.
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EXECUTIVE SUMMARY

Thelong-term viability of the Postal Serviceis uncertain. It facesincreasng competition for core
products, from both dectronic dternatives and hard-copy delivery competitors, but has little control
over itspricing or cogts, and faces large long-term liabilities. Reform is essentid to preserve the
Pogta Service and ensure that it can continue to reliably and affordably serve the needs of the

American public, businesses, and the economy in the 21t Century. To accomplish this, ADVO
recommends the following:

PRESERVE UNIVERSAL SERVICE

Mail ddivery to dl households six days aweek is akey dement of the vaue of the Postal
Service to senders and recipients, businesses and citizens dike. The Commission should identify
the structure and tools the USPS needs to ensure the surviva of universa service.

STRENGTHEN THE POSTAL SERVICE'SBALANCE SHEET

The current overfunding of pension costs must be corrected by legidation to remove the deferred
retirement liability from the balance sheet. The passage of this legidation will provide the time
necessary for the recommendations of the Commission to be debated, enacted, and executed.
Workers Compensation costs must be brought under control, perhaps by switching from the
current civil service program to those used by numerous states and private commercid firms that
close cases rather than leaving them unresolved and open-ended.

The unfunded retiree hedth benefits liability should be transferred to the U.S. Treasury on aone-
time bas's as ameans of strengthening the business to be sdf-funded going forward.

Employee benefit costs, incurred from this point forward, should be accrued and funded under
generdly accepted accounting principlesjust asis done in private industry.

EMPOWER A PROCESSTHAT YIELDSA COMPETITIVE PRICING STRATEGY

Encourage partnerships and create incentives for resdller relationships.
Rebaance priorities. Marketing and Sales should have parity with Operations.

THE POSTAL SERVICE SHOULD OFFER PAYMENT TERMSTO MAILERS

Conggent with the common practice of commercid firms, the Postd Service should dlow
mailersto pay postage 14-30 days after mailing, subject to revenue protection safeguards.

POSTAL SERVICE COSTSMUST BE CONTROLLED

At aminimum, arbitration rules should be changed to reflect the fact that the USPS must meet
compstition and cannot Smply passthrough dl codts.

Both postal wages and benefits should be subject to negotiation.

Employee compensation should focus more on performance and incentives.

The Posta Service should control costs and automate wisdly.
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INTRODUCTION

The Pogtd Service isthe heart of the $900 billion mailing industry. Nearly 9 million workers
service our Nation's need for ahard copy ddivery system. Our customers require reliable ddlivery
service and well designed products, and market-based rates that are set in away to encourage
competition. If right choices are made this year, the industry has tremendous growth potentid,
growth that will benefit not only the Postal Service and our industry but can help drivethe U.S.

economy aswdll.

Some of the “right choices’ to make the Postal Service more vigble that ADV O hopes this

Commission will recommend are:

Enhance the vaue of the postal enterprise and preserve universa service.
Create a stronger/more balanced baance shest.

Develop and execute a competitive pricing Strategy.

Offer modern, competitive payment terms.

Reform the cost structure to be comparable with private sector competitors.

WHO WE ARE

ADVO, one of the Pogta Service'simportant partners with annua revenues of $1.1 billion, isthe
largest direct mail marketing company in the world. Our postage payments represent half of our
revenue and nearly 1% of the USPS totd revenue. Wefirmly believe we have the potentid to triple
our busness within the next five years.
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ADVO specidizesin mailing pre-printed advertisng circulars for retailers, product manufacturers,
merchants, service providers, and professionas. Our more than 25,000 customers cover the
gpectrum from nationd retail chainsto 20,000 small businesses. Thelr transactions with usrange

from less than $500 to more than $60 million per year.

Our mail volume consigts of two components: (1) Solo mail, where ADVO mailsasingle
advertisng circular on behdf of a customer who pays the postage cost directly; and (2) Shared mall,
where ADV O combines many customers advertisements into asingle mail package. 1n the latter
case, we bear the risk of covering the postage costs, maintain a nationwide sales effort, establish a
weekly network, and, because it is necessary for over 80% of our revenue, provide customers with

flexible payment terms.

Solo mail has become increasingly less competitive with other media dternaives. Shared mall, by
competitive necessity, has become the largest part of our business, representing more than 90
percent of our total mail volume and revenues. Our future in the retail mail preprint market rests on
the ability of our shared mail programs to compete with media dternaives. Direct mail isthe
second largest advertisng medium in the United States, having achieved that position in 2001.
Today, direct mail has the potentia to become number one — or to lose market share as

competitiveness erodes. Growth will require a hedlthy, market-driven hard-copy delivery system.

ADVO has 23 mail processing facilities and 50 sdes offices nationwide. Our shared mail programs
reach 65 million U.S. households weekly and over 100 million households monthly. Our customers
disgtribute more than 29 hillion pieces, which represents less than 2% percent of the home delivered

print advertisng busness in the United States.
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ADVO launched the Americas Looking For Its Missing Children® program in partnership with the
Nationa Center for Missng & Exploited Children and the Postal Servicein 1985. Our missing

child cards are respongible for safely recovering 122 children.

RETAIL MAIL

"Retall Mall" is printed advertising circulars distributed through the Postal Service. The basic tenet

of theretall businessis "mass merchandisng” -- sdling avariety of products with mass consumer
goped. Retalling isalow margin business, and our clients need to generate high frequency sades
volumes. The best way to do that isto bring many people into the stores. Because retailers are mass
merchandising hundreds, or even thousands of products, their basic advertisng medium is print

advertisng (preprints).

"Preprints’ permit retailersto display many products at the lowest advertisng cost per item. The use
of preprint circulars by retailers has grown dramatically from 1 billion piecesin 1960 to more than
100 billion piecestoday. These inserts are distributed seven days aweek, 52 weeks ayear, and are
principaly carried by newspapers and private carrier delivery services. Mail has ardatively low
share of theseinsarts. Because of the retall industry's low profit margins, retailers will use the mail
only if it is cost-competitive with other ddivery methods. Although ADVO isthe largest mailer of
insert materia, we estimate that our revenue accounts for just 7% of the tota annud insert revenue

in the country.

Advertisers have many media choices, they and we are increasingly delivering preprints to the home

through partnerships with newspapers or via private carrier delivery. ADVO adone digtributes 240
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million pieces annudly outside the USPS, representing seven percent of our total shared mail

volume. This represents aweekly revenue loss to the USPS of over $500,000 or an annua 10ss of
more than $25 million. Despite the overal advertising recession that caused advertisng spending to
contract two percent from 2000 to 2002, direct mail revenue was up 1.4%, one of only two mediums
to garner more of advertisers budgets during this period. We are positioned to grow our business
sgnificantly, and if necessary we are prepared to grow outside the Postal Service. The Commission
has the opportunity to make recommendations that will allow the Postal Service to be partnersin our

growth to our mutual benefit.

THE NEED FOR CHANGE

The challenges facing the Postal Service are enormous and unprecedented. Mail volume declined
4.6 billion pieces in FY' 2002 compared to 2001, sgnificantly eclipsing two previous declines. In
1975, during one of the worst recessonsin higtory, mail volume declined by one billion pieces, but
quickly recovered. In 1991, aso arecession year, there was a 450 million-piece decline. In every
other year since posta reorganization in 1971, mail volume hasincreased. To date thisfiscd year,
tota mail volume (excluding Standard Mail) is down 2.2 percent. Standard mail volume, on the
other hand, is up 6.6 percent from last year’ s levels even as the overdl economy continues to
languish. Thisiswhy we know there is opportunity to grow the mail in the future provided that
postal costs can be managed down and that postal rates for competitive products can be kept stable

and affordable.

For the third year in arow, the Postd Service reported anet lossin FY2002. Y et income from
operations was positive in each of those years. In fact, the USPS has had positive income from

operationsin every year snce 1990. Even in bad times, the Postal Service was able to more than
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cover its operating costs. The USPS lost money in eight of the years between 1990 to 2002,
principaly because of government transfer costs such as the interest payment on the unfunded
retirement liability (now recognized by the GAO, OPM and others as being overfunded). While the
“death spird” that some are predicting for the Postal Service could happen, it isnot inevitable. The
Pogta Service s basic operating model of delivering hardcopy, printed materials to homes and
businesses is economicaly sound and, importantly, capable of supporting substantia growth

provided that its liabilities and costs can be restructured to ensure affordable postd rates.

ENHANCE THE VALUE OF THE POSTAL ENTERPRISE

While there are legitimate issues in defining the universal service “obligetion”, the Commission
should aso congder the commercid vaue that could potentialy be redized by anationd network
that has access to every American home and business six days per week. If universa serviceis
reduced as a cost saving measure, the Postal Service' s viability will be weakened. The Pogtal
Sarviceis of vaueto the mail industry because it delivers our advertisng messages to every home
sx days aweek without charge to the recipient. We know that Americans read or scan their mall
every day, making it an incredibly powerful communications medium. The Commission should
reject any steps that would weaken the relationship between the American people and their mail. To
the contrary, the Commission should recommend techniques that would strengthen that bond, e.g.,
the timing and frequency of daily ddivery and the expanson of ddivery to seven days. Five percent
of ADVO'’s packages are delivered on Saturday (none on Sunday). We estimate that over 60% of

insert materid is ddivered on the weekend primarily via newspapers and other ddlivery options.
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The Pogtd Service' s marketability is enhanced by the police powers vested in the Postal Ingpection
Searvice to protect the safety and security of the mail. While eventsin the fal of 2001 may have
temporarily shaken people strust in their mail, ADVO's independent research of consumer
readership demondtrates that their trust has never wavered and is in fact stronger now than at any

time since we began that research.

STRENGTHEN THE BALANCE SHEET

The Pogtd Service must have a strong balance sheet to properly reorganize. This should have been
ensured when the Service was created 30 years ago. However, its September 30, 2002 balance sheet
reported a $30 billion deferred retirement lidbility. The Office of Personnel Management, the

Generd Accounting Office, and the Treasury agree that thisliability is actudly much smdler dueto

the charges assessed by the Treasury. They dso agree that the amounts paid by the Postal Service
over the past 20 years have actudly resulted in the Postal Service greatly overfunding its retirement
obligations. On the other hand, obligations for post-retirement health care are not reported on the
balance sheet while a $6 billion reported liability associated with workers compensationis. To

ensure viahility, the true extent of these liabilities must be caculated and properly funded. Past
mistakes or misca culations must not pendize the future operating results for the business going

forward.

The Postal Service should not be required to cover through rates those costs imposed by Congress

that private sector companies do not incur. Codis resulting from the Service ssatusasa

government agency should be covered by the U.S. Treasury. Thiswill put the Postd Serviceina
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position, going forward, to ded with those issues in the same way other businesses dea with them —

inaway that isfair to employees but which alowsit to become commercidly viable.

Today’s mailers can cover the cost of delivering today’ s mail — including a retirement benefit

package for current postal employees— and remain competitive. What today’ s mailers cannot afford
to do is cover costs imposed on the Postal Service that are not related to delivering today’s mail.
The Postd Service should be moved to GAAP accounting, and retirement benefits (including health
care) should be accrued each year to cover the current year’ sworkers. The Postal Service's
customers cannot afford and should not be required to pay for ligbilities created by policy decisons
mede in the past. Recently proposed legidation regarding the Civil Service Retirement System
(CSRS) liahility isamgor step in theright direction, but al liabilities need to be addressed in away

that isfair to postd customers.

DEVELOPA COMPETITIVE PRICING STRATEGY

The Pogta Service needs pricing flexibility and a competitive pricing srategy. The Consumer Price
Index rosejust 2.4% in 2002 despite a 10.7% increase in energy costs. The costs of many business
products and services have been stable or have even declined in recent years. Our company receives
sgnificant discounts for many of the products we buy, and smilarly, our customers look to us for
discounts. Because the advertisng business is competitive and our customers have choices, they
have price leverage. We have smilar price leverage with many of our vendors, but not with our

most important vendor -- the United States Postal Service.
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The Postd Service doesn't think of itsdlf as sdling a service that can be “resold,” but ADVO and
other saturation mailers are resdlers of Postal Services, and even more, market makers and sales
forcesfor the USPS. In most industries, wholesaers get the best prices because they pay costs (such
as sales and marketing) that would otherwise be paid by the producer. Additiondly, wholesders
typicaly have contractud relations that encourage business growth, producing stronger business
results and outlook for both parties. Findly, the wholesder istaking an entrepreneuria risk thet the
producer’s product will sell. ADVO and other saturation mailers play that role for the Postdl

Searvice. Our marketing and sales force are out sdlling the Postal Service every day. When we open
up anew territory or increase ddlivery frequency we often do so initidly a aloss, aswe build a
market to profitability. A pricing Srategy that provides resdllers with incentives to grow business

would benefit the Postd Service and those mailers.

The Pogtd Service dso needs to rebdance its priorities to give marketing and sales an equd voice
with operations. It needs more freedom to set rates according to market and demand conditions,
particularly for its more compstitive services. It should be free to negotiate volume discount

contracts and / or performance rebates with mailers when the result will increase the bottom line.

The Posta Service s need for greater pricing flexibility is critical. Under the current statute, the
Pogtal Service must go through a complex ten-month proceeding before the Postal Rate Commission
before it can change rates. |ts competitors are among the most active participants, urging higher
rates for products with which they compete. The proceedings themsdves are complex, exploring in
excruciating detail every imaginable aspect of postal revenues, costs, and operations. No other

businessin Americamugt wait that long to adjust itsrates, or go through such an entangling,
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unpredictable process, only to see the mgjority or the entirety of its proposed rates, in the end be

amended and et by an outside regulatory body.

OFFER MODERN PAYMENT TERMS

The Postd Service requires that postage be paid at the time of mailing. Thisis donein the name of
“protecting the revenue,” but the prepayment requirement drives business awvay. Our competitors
for preprint distribution routinely give advertisers 14, 30, or even 60 daysto pay. The Postal Service
does not even give usafew hours. This has led to acomplicated and costly audit trail of estimated
postage payments followed by debits and credits. Asaresult, we often require our customers to
prepay based on our estimated postage costs. Our standard terms are prepayment which makes us
less competitive. Once the find accounting is done we must send out second bills seeking additional
payment or providing acredit. This*double-billing” is confusng and irritating. We are forced to
provide credit terms to our (and therefore the Postal Service s) largest customers at a significant
additiona cogt to ADVO. Giving rdliable cusomers the ability to pay after the mailing would make
the Postal Service more user-friendly. Sending a bill for services rendered has been acommon

business practice for decades for businesses of al sorts around the world.
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CONTROL COSTS

The Pogta Service must contain its costs in order to move from a cost-plus pricing system to one
more oriented to the market. We applaud the efforts of Postmaster General Potter to keep expenses

in line and we wish him continued success.

There is a limit, however, to what he can do without changes in the law, particularly with regard to
labor costs, 79 percent of total costs. The USPS needs more freedom to manage its labor and other
resources appropriately.  Specificaly, the binding arbitration provison should be amended. At a
minmum, abitration rules should be changed to reflect the fact that the USPS must meet
competition and cannot smply pass through al costs. Both wages and benefits should be up for
negotiation. Employees should be rewarded for performance and should be given incentives to
improve. A more flexible workforce able to change jobs or perform a variety of tasks will keep the
Postal Service viable even if vdume continues to fdl. Greaer flexibility in work rules will dlow
the workforce to expand and dvwink (if necessary) through dttrition instead of through more

disruptive downsizing.

Mailers have asssted the USPS with cost savings through worksharing. ADV O has been aleader
advocating carrier route, saturation, walk sequence, drop ship and sub-class discounts. The Postal
Searvice intends to increase cost savings by applying its letter automation experience to flat mail.
Technologicd innovations can enhance efficiency, but automation is not the solution for every type
of mail. Automation for automation’'s sske may drive financidly rewarding business away from the
Postdl Service or any business. ADVO’s core product, the shared mail package, whichisdrop

shipped at our expense to the destination ddlivery officeisacasein point. Our package is open on
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three sides, making it easy for our clients' customers to access its contents and to achieve its primary
role of consumer readership. Our mail coversvirtually every resdentia address, is sorted in walk
sequence, and we ship the vast mgority directly to the ddivery unit. We provide the Postd Service
with regular, predictable, high volume mail that makes a subgtantia contribution to USPS fixed

costs. Yet our product may not fit into the increasingly automated posta environment. While we do
not expect the Commission to resolve this uncertainty, we would caution againgt any
recommendation that would see technology investment aone as a universal solution to cost

contalinment.

FOCUS ON THE CORE BUSINESS

The Postd Serviceisin businessto deliver hard copy to homes and businesses. Not only isthisa
viable business, thereis untapped potentia and opportunities for tremendous growth even with al of
the recent changes in communications and the increasingly competitive environment. The Podd
Service should be discouraged from seeking opportunities far afield from its core business. While
ongoing innovation, investments, and development of new products and services is essentid to
success in the modern economy, the postal service should not try to become something it is not —

such asin internet service provider or aclothing retailer.

Again, we gpplaud your commitment to aviable Postal Service. ADVO shares that commitment and

is ready to assst the Commission in any way we can.
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