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Alaska Airlines, Inc. (“Alaska’) respectfully submits its answer' to the petition of
Northern Air Cargo, Inc. (“NAC") requesting a modification of the Department’s intra-Alaska
mainline mal ratemaking methodology used for annud update purposes. In particular, NAC is
requesting that the current update methodology be revised to specificaly weight each carrier’s
cost data on the basis of both (&) the volume of intra-Alaska mail carried and (b) the costs of the
gpecific arcraft used by that carrier to carry the intra-Alaska mainline mail. Alaska now answers
in strong support of NAC' s request.

Alaska would aso like to take this occason to comment on two closdy-related issues
raised by, inter dia, the answer of the United States Postal Service (“USPS’) filed in response to
NAC's petition. These two related issues are: (1) why the Department should continue to use a

class rate, rather than an individua rate approach, to reflect properly weighted average costs for

! Alaska respectfully requests leave to file late its answer to the petition of Northern Air

Cargo, Inc. (“NAC’) requesting revisons to the Department's intra-Alaska manline mal
ratemaking methodology. Alaska's answer is only being filed now because other more pressing
matters required the attention of Alaska’s management and its counse. Moreover, since the
revisons requested by NAC and now addressed by Alaska are only to be implemented, if at al,
in the Depatment’s next annuad update for the fiscal year commencing October 1, 2000, no one
should be pregjudiced by the Department’ s acceptance and consideration of Alaska s answer.



dl cariers comprisang the class, and (2) why the operating costs of Alaska's B737-200 “combi”
arcraft should be fully reflected within the class raie even though the “combi” costs are higher
than those for other aircraft types Alaska usesin certain intra- Alaska markets.

A. Intra- Alaska Carrier Costs Should Be Weighted to Reflect Each

Carrier’'s Pro Rata Share of Intra-Alaska Mal As Wdl As The
Codts of the Aircraft Used to Carry Intra-Alaska Mail

NAC's primary request is that the Department sgnificantly refine its curent practice of
weighting each intraAlaska carier's cogs soldy on the bass of each carier’'s redive intra-
Alaska capacity expressed in ATMs. Under the current ATM approach, the Department does not
take into condderation ether the reative volumes of mail transported by each carrier or the
rdative costs of the arcraft used by each carier to transport mail. NAC's recommendation
would have the Depatment weight esch intraAlaska carrier’s costs on the basis of the mall
volumes carried and on the basis of the costs of the particular aircraft used by each carrier to
transgport mainline mail.  The logic behind NAC's suggestion is compdling. NAC's proposed
gpproach would more closdly reflect the cost of the actud cariage of intra-Alaska mail rather
than smply continuing to weight each carier's cods on the bass of tha carie’s aggregate
ATM output, a parameter which adso measures the capacity provided—for passengers and
fraght—in addition to mal. NAC properly points out that the present aggregate ATM approach
has resulted in Alaskas rdativey low unit cost B-737-400 and MD-80 combination aircraft
atificaly decreesng the manline mal rates even though these combination arcraft cary less
than thirteen (13%) percent of the intra- Alaskamail Alaskatransports.

The new gpproach would dso fulfill one of the suggestions of the Department’'s daff in

its 1997 Find Repot On The Review Of The Alaska Mail Raemaking Methodology?

(“Report”). The Report expresdy noted that further consideration would be given to weighting

2 Report, Office of Aviation Anaysis, p.5.



each carier’s cods on he bass of the carier's reative mal volume. Tha is precisdly wha
NAC's proposa does and Alaska would encourage the Department to adopt these refinements in
conjunction with the edablishment of the manline mal rae for the fiscd year commencing
October 1, 2000.

B. The Department Should Continue Using a Class Rate Approach in
Egablishing Mail Rates

It seems dmogt sdf-evident that the more than twenty year-old class rate approach for
establishing intra-Alaska mainline mail raes is the only far and ressonable methodology. In
fact, with the pending addition of two new cariers, Lynden Air Cargo and Air Cargo Express, to
the class rate update costing formula, the dternative of abandoning the class rate, as implied by
the USPS s answer to NAC' s petition, would smply not be administratively workable.

Alaska takes particular issue with the USPS apparent suggestion that the class rate
should either be abandoned in favor of edablishing the prevaling rate usng only the most
efficient carrier’s costs or that the class rate should be atificidly adjusted to assign greater than
proportiona weight to the most efficient carrie’'s coss. The USPS dated concern is that
adoption of a cost averaging approach which closdy reflects and weights the actud operating
cods of those arcraft used to carry the mal would remove an important incentive for the higher
cost carriers to become more efficient. That, in turn, the USPS claims would saddle the USPS
with paying higher rates for the carriage of mall than would ether the current aggregate ATM
approach or aformula heavily weighted in favor of the costs of the most efficient carrier.

The short answer to the USPS apparent suggestion that the Department decline to adopt
the newly proposed and more refined costing gpproach in favor of a de facto individud rae
gpproach or one heavily weighted toward the costs of the most efficient carrier is that these same

arguments were made and regjected twenty years ago. The average cost approach of the class rate



is not only time-honored, but it is aso the approach used in al other ratemaking entities.  As the

former Civil Aeronautics Board said when establishing the intra- Alaska class mail rate:
The establishment of a class rate structure for Alaska conforms to
our traditional unitary method of ratemeking in which rates are
geared to recover the average codts of the cariers responsible for
the preponderant amount of the mal caried.... The rate
structure under this gpproach provides rates which apply uniformly
to dl makets, without regard to the specific costs of providing
sarvice in the individua markets. Since rates reflect average cost
levels, cariers with above-average costs are encouraged to become
more efficient, while those with below-average costs are rewarded
for ther efficiency. We have consgently followed this approach
in the other geogrgphic areas where we set mall rates and it
goparently has the generd endorsement of al of the parties to this
case. Order 82-5-73, May 14, 1982.

It bears repetition that a class rate approach, whether the current approach or the more
precise gpproach under consderation, ill provides a subgantid incentive for less efficient
carriers to acquire bwer unit cogt arcraft in order to improve their overdl financid performance.
Apat from the USPS generdized concern, there is smply no demongrable evidence tha the
intracAlaska carriers, ether individudly or as a group, would choose to ignore the continuous
pressure to optimize their flegts for the sole purpose of inflating intra-Alaska class mail rates.
More importantly, carier flegts inevitably change over time as a result of unrdenting
marketplace pressures to achieve lower operating costs — not because of some prospective and
uncertain change in mail rates®

At the same time the USPS is concerned that the proposed approach might produce
higher mail rates, the USPS must adso acknowledge and certainly appreciate that the excluson of
Alaska Centrd Express (“ACE’) operating costs has produced a windfal for the USPS. Alaska

Centrd Express, with its fleet of smal commuter arcraft, has become a mgor participant in the

3 For example, in 1992, Alaska discontinued al B-727 operations even though they were

damog cetanly higher unit cost arcraft than the “combi” and other arcraft Alaska now
operates.



cariage of intraAlaska mal. Those smdl arcraft, induding the Beech 1900, unquestionably
have unit codts far in excess of those of Alaska or NAC. The excluson of ACE's unit codts has a
fortiori produced lower mail rates than would have resulted from an al-inclusve class rate.
Notwithstanding the upward rate impact tha incluson of ACE's cods would have generated,
neither Alaska nor NAC is recommending the immediate incluson of ACE's unit costs in the
upcoming class rate revison.* The continued excdusion of ACE's higher unit costs operations
from the class rate should and will provide the USPS with a rather substantid comfort zone.
However, to ds0 seek to perpetuate the aggregate ATM class rate rather than the new more
precise gpproach would produce a result which is both unfair and needlesdy divorced from
marketplace redity. Once again, the more precise costing approach recommended by NAC
should be promptly adopted.
C. Alaska’'s B-737-200 “Combi” Aircraft Are The Workhorse of

Alaskas Interior-Alaska Operation and Their Costs Should
Continue To Be Fully Reflected In The Class Rate

Alaska's B-737-200 “combi” aircraft is the workhorse of Alaska's interior-Alaska flegt
and the arcraft most suitable to accommodate the combined passenger, freight and mall
requirements of these intrarAlaska markets. Alaska typicaly operaes its “combi” arcreft in a
two palet, seventy-two passenger configuration. When operated in this configuration, the totd
man deck and bely cargo cepacity of Alaskas “combi” arcraft is 1605 cubic feet and,

assuming average cargo density, 23,500 pounds®  With its appreciably greater cargo capacity

4 At some future point it may be appropriate for the Department to consider some means of

taking into account ACE's growing operdtion. As ACE's share of the overdl intra-Alaska
market grows with the concomitant decrease of mail carried by the other intra-Alaska carriers,
one such approach might be to have the Department revise its update methodology to an RTM
rather than ATM bass. An RTM gpproach would at least take into account the load factor
impact of ACE’s operation even if not of ACE's actual operating costs.

> The comparative respective cubic and payload capacities of Alaskals B-737-400 and
MD-80 aircraft are: (1) B-737-400 -- 1364 cu. ft. and 16,400 pounds; and (2) MD-80 -- 1253 cu.
ft. and 18,800 pounds.



than either Alaska's B737-400 or MD-80 and the "combi’s' large cargo door, more than eighty-
seven (87%) percent of the mail Alaska transports is carried on Alaska's B-737-200 “combi”
arcraft.  The suitability of Alaskas “combi” arcraft for the interior Alaska markets is
undenicdble.  The theoreticd dternative of operating ether 138seat MD-80 or 140 seat
B-737-400 arcraft—ndther of which is convertible—in the interior Alaska markets would be
completely contrary to the requirements of the marketplace.

Alaska acknowledges that the more precise costing approach Alaska supports will in the
ghort-term give grester weight to the higher ATM unit codts of its “combi” arcraft. However,
the fact tha somewhat higher ATM cogt arcraft will now be assgned grester weight and
Alaska's B-737-400 and MD-80 aircraft less weight under the class rate does not provide any
legitimate basis for the “combi’s” higher unit cods to be excluded or otherwise atifigdly
reduced. Nor has there been any suggestion that Alaska's “combi” ATM unit costs are unusualy
high in comparison with the costs of any other operator of comparable “combi” arcraft. Most
importantly, the overriding fact is tha these “combi” arcraft are and reman idedly-suited for
the interior Alaska markets.

Alaska would dso point out that the fundamenta underpinning of the class rae is that
mail rates are edtablished on the bass of a by-product rather than joint product costing
methodology. The only capacity costs assigned to mall under the class rate are those directly
associated with the cubic space in the arcraft belly and, in the case of “combi” arcraft, the
additional cubic space on the main deck occupied by mal shipments. The main deck capacity
cods of the traditiond combination arcraft are completdy excluded from the rate base
However, if the Depatment were to condder rgecting or othewise atificidly lowering
Alaskds “combi” unit cogts in favor of Alaskas lower B-737-400 or MD-80 unit codts, the

Depatment would fird have to completdy revise the class rate cofing formula  Any



assumption that a 138-140 seat arcraft should atificidly be assgned grester weight than
judified by actud usage for mal cariage would mean that mal revenues would now be
dictating the type of arcraft the Department is prepared to recognize for ratemaking purposes.
Tha eevation of mal from a by-product to the primary determinant of which arcraft are to be
used for ratemaking purposes would require the complete conversion of the class rate to a joint
product costing approach. Instead of a by-product approach, a pro rata share of the main deck
passenger costs would have to be included. The Depatment would aso be obliged to revise
ggnificantly upward the priority weghtings for both priority and nonpriority mal if mal
revenues become the principd determinant of which arcraft type is recognized. There are
undoubtedly a number of other categories that would dso have to be included under a joint
product costing approach.

As long as the Department does not adopt an gpproach which either rgects or atificialy
lowers the relative weights assigned to the operating costs of the actua arcraft used to transport
mal in the intra-Alaska markets, there would be no reason for the Department to undertake a
wholesale revison of the class rae. The Depatment should avoid any atificid adjustments to
the intracAlaska cariers actua cods and smply adopt the more precise weighting approach

NAC is advocating.



CONCLUSION

Wherefore, Alaska Airlines, Inc., respectfully urges the Department to move forward to
adopt the more precise costing approach which would weight the relative mall cariage of each
paticipant in the intraAlaska ratemaking class and would smilarly weight the costs of each

participant by the actual aircraft used to transport the mail.
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