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The above matter is before Administrative Law Judges Steve M. Mihalchick and Bruce
Johnson. Pursuant to Minnesota Rules Chapter 1400, the following is submitted as surrenuttal
testimony offered by Minnesota Power.

Q: Wonld yvou state your name, background and present position.
Al My name is Thomas D. Crowley. Iam an economist and President of the economic
consulting firm of L. E. Peabody & Associates, Inc. The firm’s offices are located at

1501 Duke Street, Suite 200, Alexandria, VA 22314 and 5901 Cicero Avenue, Suite 304,

Chicago. IL. 60646.

Q: Have you previously provided testimony in this proceeding?

A: Yes, [ provided Direct Testimony on behalf of Minnesota Power (“MP™), a party o this

contested case, addressing rail delivery issues related to the proposed Mesaba Project.
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What is the purpose of your Surrebuttal Testimony in this proceeding?
My surrebuttal testimony will respond to the Rebuttal Testimony and Exhibits of
Excelsior Energy Inc.’s {(“Excelsior”) witness Ralph Olson. Specifically, I will respond

to Mr. Olson’s comments regarding fuel transportation and coal suppiy pricing 1ssues.

Are you sponsoring any documents and exhibits in this filing?

Yes

Exhibit TDC-1, refevant section of the Interstate Commerce Commission’s (“1CC™)
decision in Union Pacific -- Control -- Missouri Pacific; Western Pacific, 366 1.C.C. 462,
538-39 (1982) ("UB/MP/WP™);

Exuibit TDC-2, reievant section of the Surface Transportation Board’s (“STB™)
embraced decision in Docket No. 41242, Central Power & Light Company v. Sou'hern
Pacific Transporration Company , Docket No. 41295, Pennsylvania Power & Light
Company v. Consolidated Rail Corporation, aﬁd Docket No. 41626, MiaAmerican
Energy Company v. Union Pacific Railroad Company and Chicago and North Western
Raihvay Company, Served April 28, 1997 (“Bouleneck IT);

Exhibit TDC-3, relevant section of the National Industrial Transportation League’s
(“NTTL") written testimony in STB Ex Parte No. 658, The 25" Anniversary of the
Staggers Rail Act of 1980: A Review and Look Ahead, Filed October 12, 2005;
Exhibit TDC-4, articles from transportation industry, utility industry and general
businéss publications detailing the railroads" increasing market power and rise in coal

transportation rates;
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Exhibit TDC-5, Smith Barmney/Citigroup, U.S. Equity Research Report, Class I's Can
Parlay Pricing Policies, Trucking Cost Hikes Into Higher Rates, August 23, 2003;
Exhibit TDC-6, Coal Age ariicle. Coal Price Volatility Is Here to Stay, May, 2004;
Exhibit TDC-7, excerpts from the United States Government Accountability Office
Repért to Congressional Requestors, Freight Railroads: Industry Health Jas Improved,
But Concerns About Competition And Capacity Should Be Addressed, October 6, 2006
available at http:/Avww.gao.gov/new.items/d0794.pdf;, and

Exhibit TDC-8, Railway Age article, Facing the Challenges Of a Growth Industry,

December 2005.

What general observations do you have with respect to the issues raised by ¥r.
Olson in his rebuttal testimony?

Based on an examination of Mr. Olson’s Rebuttal Testimony and Exhibi:s, I believe that
Mr. Olson has overestimated the impact of potential competition on the delivered price of
fuel to Excelsior’s proposed Mesaba Project, and has underestimated the market power of
the western coal hauling railroads and national coal producers that could potentally
prox-;ide rail service and fuel to the Mesaba Project. I also believe that M:. Olson has
mcoirectly assessed the transportation options available to the Mesaba Project anc. the
state of the national rail network. This has lead Mr. Olson to develop expectations about
the delivered price of fuel that I believe are unattainable in the current coal supply and

transportation markets.
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Why do you believe Mr, Olson has missed the target so much on his assessment of
the fuel transportation and coal markets?

I beiieve that Mr. Olson improperly assessed the fuel transportation and coal markets due
to his lack of experience in purchasing coal and transportation for free-sianding
generating stations. Mr. Olson’s resume, which he included in his Rebuttal Testimony as
Exhibit No._{RO-1), indicates that he spent the majority of his career working for Puget
Sound Energy in various management positions, including fuel supply positions at the
Centralia and Colstrip Generating Stattons. The coal Mr. Olson was responsible for at
both the Centralia and Colstrip Generating stations was supplied pnimarily from mines
adjacent to the generating stations, inferring that he has had hmited expenence with the
different aspects of the past or current issues in the overali coal transportation industry.
For éxample, the Centralia Generating Statton receives the vast majority of its cozl from
the adjacent Centralia Coal Mine and receives minimal amounts of coal :tom the Powder
River Basin." Likewise, the Colstrip Generating Station, where Mr. Olson’s resume states
he was responsible for coal supply agreements, is supplied primarily frorn the adjacent
Rosebud mine and receives little coal from other Montana Mines.” Thers is a vast
difference in negotiating coal supply and transportation contracts for priraary sources of
fuel such as Excelsior would purchase for the proposed Mesaba Project and negotiating

coniracts for supplemental levels of coal as Mr. Olson did at Puget Sound Energy. A

' In 2003, 80 percent of the Centralia Plants coal tormage came from the adjacent Centralia coal mine, and 20

percent from other sources. Source: 2005 Energy Information Administartion Form 423 data available at
hitp:/www eia.doe govicneatielectricity/page/eiad 23 . html.

: According t¢ Federal Energy Regualatory Commission (“FERC”) data, the Colstrip plant received 100 percent of
1ts coal supply in 2003 from the adjusted Rosebud mine. Source: 2005 FERC Form 423 data available at
hnp:ifwaw. fere govidoes-filing/eforms‘form-423/overview aspskipnavsub.
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chief concern when negotiating primary coal supply and transportation contracts is the
cost associated with assunng the timely production and delivery of the coal. This
assurance carries with 1t costs that are not present when negotiating for the purchase and
deli\;ery of supplemental sources of coal. Simply stated, I know of no coal burning
elegtric utility that relies on spot purchases of coal as the primary vehicle for acquiring
coal to fuel a power station. Rather a combination of long term/short term agreements
are put in place to guarantee supply. In today’s transportation and fuel supply market
places, both transportation and coal are selling at cousiderably higher prices over what
they were selling for just a few years ago for both the so-called competitive and captive

shippers.

Mr. Olson contends that intramodal competition at the mine origins is not required
to ensure competitive delivered pricing to the proposed Mesaba plant because the
proposed plant will have destination and fuel type competition and viill have an
ability to use coal with unfavorable burn characteristics that the railroads will price
low to move. Do you agree with his contentions?

No. As I explained in my Direct Testimony, a truly competitive situation will occur only
if the destination competitors also have competition at the origin and have relatively
similar costs. If only one carrier can access a shipment origin, shch as a coal ming, that
carrier can dictate the price of transportation. The ICC, and its successor agency the
STB, the federal agencies charged with regulating rail transportation, have long

recognized that if a rail carrier has a monopoly over any segment of a rouvte, the carrier
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will exercise 1ts monopoly power and set prices accordingly. I have incladed as Exhibit
TDC-1 a copy of the relevant section of the ICC’s decision in UP/MP:WP. and as Exhibit
TDC-2 the STB’s embraced decision in Bottleneck II. The ICC and STB found through
these decisions that a railroad with a segment monopoly will likely push the through rates
as high as possible and keep the monopoly profits for itself.> Many of the locations from
which Excelsior claims they will procure coal, including Northern Powder River Basin
("PRB™)} mines and Illinois Basin mines, are served by only a single carrier. If Excelsior
plans to source coal from these locations, it must expect to pay monopoly rents to the

carriers controlling access to the mines.

In addition, Mr. Olson’s position that Exceisior wiil enjoy lower transpertation rates
because the proposed Mesaba Project may be able to use less marketable coal that will
move at lower rates does not overcome the economic dynamics and pricing research of
the rail transportation industry. Railroads spend a great deal of time and effort analyzing
coal markets to understand the marketability of each tvpe of coal located on its system
and its competiitor’s systems as well as the price of transportation from these markets. A
raitroad will establish 1ts price to a destination equal to the delivered price of the next

lowest substitute, and which maximizes iis profits given all movements. In a capecity

* The ICC's UPAMP/WP decision discusses the principles of railroad pricing when there is competition at the origin
and captivity at the destination. See UPAIP/WP ar 538-339. The STB subsequently ruled in its Bottleneck 1T
decision that the same railroad pricing principles hold equal relevance if there is captivity at the origin, and
comnpetition at the destination.
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constrained environment, in which the rail carmers claim they are now in, a ratlroad will
opt for higher revenue/profit traffic at the expense of lower revenue/profit traffic. Stated
differently, hustorically low rate traffic will pay a premium over historical levels or will

not be handied by the railroad.

Finally, in order for fuel tvpe competition to be effective, the delivered cost of fuel from
different regions of the country have to be relatively similar. With a limited number of
producers and transporters involved in the supply chain, the likelihood of emploving fuel

type competition as an effective form of competition is extremely remote.

Mr. Oison contends that you stated in your Direct Testimony in this proceeding that
true competition will exist only if competitor’s costs of service are nearly the same.
Is Mr. Olson’s contention accurate?

No, Mr. Olson has misstated my Direct Testimony. I stated that true competition will
only lead to lower transportation prices when there is competition at the origin and
destination and the providers have relatively the same costs of service. Iznorng tae
predicate of origin and destination competition leads to a nonsensical response thet it is

only equal costs that determine true competition.

Mr. Olson also contends that in a competitive world, service providers possess many

available pricing options, including full cost of service pricing and incremental
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pricing. Do these available pricing options apply to the rail movements to the
Mesaba Project?

No, because Mr. Olson has ignored the practical economic applications of the current rail
market. The transportation market in which the Mesaba Project will enter can best be
described as a duopoly. According to economic theory, a number of possible pricing
options exist along a continuum in a duopoly market. These include true competitive
pricing, marginal cost pricing {also known as Bertrand pricing behavior), pricing based
on the market demand for the output that is simultaneously offered by the competitors
(also known as Coumnot pricing behavior) and monopoly pricing (collusive profit-

maximizing behavior),

In today’s rail transportation market, there is ample anecdotal evidence that railroads are
not offering truly competitive pricing. [ have included as Exhibit TDC-3 a copy of the
NITL’s written testimony in STB Ex Parte No. 638, The 25" Anniversary of the Staggers
Rail Act of 1980: 4 Review and Look Ahead, Filed October 12, 2008, in which the NITL
discusses, beginning at page 24, the duopoly nature of the railroads and their failure 1o
offer true competitive pricing,” Similarly, railroads are also not providing marginal
pn'éing because, 1 a Bertrand pricing scenario, each competitor attempis to supply all of
the quantity that the market demands to the extent economically feastble. Railroads, with

their isolated capacity constraints {what Mr. Olson calls “bottlenecks™) and their desire to

* The NITL is a member-based organization founded in 1907 to represent shippers in their dealings with various
regulatory bodies, and is the largest shipper organization in the United States.
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improve bottom-line earnings growth, cannot supply all of the guantity demanded by the

market, and have shied from marginal cost pricing.

I railroads are not offering truly competitive pricing or marginal cost pricing, only two
duopoly pricing possibilities remain. First, railroads can price using Cournot Pricing
behavior, where the railroads set their prices at such a level that demand =2quals the total
guantity produced by both firms, and each firm takes the quantity set by its competitor as
a given, evaluates the residual demand, and then behaves as a monopoly. Or second, the
railroads will split the market between them and act as individual monopoli-sts. My
recent experiences in negotiating with ratlroads suggest that the firms probably exhibit a
pricing behavior more similar to a monopolist or Coumnot rather than Bertrand,
particularly since the railroads are now experiencing capacity constraints. Neither the
Union Pacific Railroad Company (“TUP”) nor the BNSF Railway Compary (“BNSF”), the
primary carriers of western coal traffic, attempt to seize all of the traffic they can,
because their capacity is constrained in certain locations. Because of this, both carmers
are aware that they could never handle all of the other’s competitive traffic and have set
higher prices accordingly. There is no reason that Excelsior will be exempt from this

hehavior.

Mr. Olson also claims that the relative cost of service does not impact transportation
pricing, but rather the number of options available drives prices. Do you agree with

Mr. Glson’s claim?

9:Crowley Surrebuttal Testimony



L7

[ S8

wn

No. Whether in a duopoly or in a more openly competitive situation, the low cost
producer will price at, or just below, its estimate of the price of the other competitor or
the other alternative. This is because each competitor would be aware that their costs are
not the same. For the proposed Mesaba Project, BNSF will have the lower operating cost
over a joint UP/Canadian National Railway (“CN") movement from the Southern PRB.
This is due to the fact that BNSF can offer single line rail service and because the
distance from Southern PRB is 12 percent less than the distance over a combined UP/CN
movement (1,315 miles vs. 1,176 miles from Reno Junction to Taconite, MN). The

differential in costs will translate to an economic rent that BNSF will enjoy because both

Mr. Olson calls your statement in vour Direct Testimony that Excelsior will have
difficulty negotiating favorable rail rates given current railroad practices
“unfounded and speculative.” Do vou have evidence to support your statement?
Yes. [ have several documenis to support my statement. Exhibit TDC-4 contains a
number of articles from transportation industry, utility industry and general business
publications detailing the railroad’s increasing market power and coal transportation

rates.

What do the articles you include in your Exhibit TDC-4 indicate about current

railroad pricing practices?
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The-articles outline the western coal carriers’ implementation of public pricing
instruments and general increases in coal transportation rates. For example, UP and
BNSF have been remarkably consistent in their pricing strategies. BNSF started to move
toward public pricing of coal in 2003, while UP began to move toward tariff-based public
pricing in 2004. Both carriers are moving from long-term contracts which had been a
minimum of 3-vears to 10- and 20-vear terms, to short-term contracts of one to three
vears. In addition, rates on both railroads have increased considerably, sometimes
doubling, with both railroads issuing “take it or leave it ultimatums™ regerding pricing.
The railroads have clearly begun exercising their considerable market power to the point
where, as indicated in the articles, the United States Department of Justice has lauached
an inquiry into the possible anti-competitive practices involving the transportation of
coai. It is into this pricing environment that Excelsior contends it will be able to negotiate
low transportation rates from the carriers. Based on current railroad pricing practices, 1

believe this contention is incorrect.

Mr. Olson alleges that vou stated in your Direct Testimony that MP*s Boswell
Generating Station will have rail rates lower than the proposed Mesaba Project.
Are Mr. Olson’s allegations correct?

No, Mr. Olsen has again misstated my Direct Testimony. 1 never claimed that M2’s
Boswell Generating station would have lower rail transportation rates than the proposed
Mesaba Project, though it is possible. 1instead stated that MP has more certainty about

the possibility of being able to negotiate a reasonable price for future rail service than a
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purchaser, like Excelsior, with no existing agreement and no exisiing relationship with
the railroad. I based my statement on the fact that MP has had a long term working

relationship with BNSF and have been able to work together as business partners.

Mr. Olson states that the proposed Mesaba Project’s ability to use different types of
coal will allow for an unprecedented number of fuel options, thereby allowing a Fuel
Supply subcommittee to effectively and quickly capture the lowest delivered price of
fuel. Do yvou agree with Mr. Olson’s statement?

No. Mr. Olson’s statement relies upon two faulty implicit assumptions. First, thai the
coal producers and the raiiroads have little market power and wiil rush to provide the
iowest prices in the face of overwhelming competition. Second, that Excelstor can
achieve the lowest delivered price of fuel by using short-term agreements to maximize
flexibility. The Class I railroads and large coal producers have extensive market power,
and,- based on current market trends, neither group will rush to offer the jowest prices
available. Since the late 1990’s, consolidation within the railroad industry has led to
strong duopoly competition, leading to higher rail rates for almost all plavers. Exnibit
TDC-5 contains a copy of a 2003 equity analysts report prepared by Smith
Barney/Citigroup explaining the railroads’ avoidance of what the Smith 3amey/Citigroup
calls “rogue pricing policies” that have led in the past to undisciplined efforts to gain
marketshare at the expense of increasing returns. This avoidance of “rouge pricing™ has
led to higher transportation prices across all commodities. Similarly, consolidation within

the coal industry has led to a small number of large producers, who control production in
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the PRB and 1lhinois Basin, limiting the amount of sourcing options and pricing. Exhibit

TDC-6 contains a 2004 Coal 4ge article discussing the impact of consolidation within the
coal mining industry. As the number of mine operators decline through consolidailon, the
more difficult it will be for coal buyers to leverage geographic competition, and to obtain
the rock bottom prices envisioned by Mr. Qlson. As with the railroads, the mine

operators are not rushing to the bottom of the pricing curve.

Mr. Olson’s second assumption rests upon the belief that short term, more flexible
transportation and coal agreements will lead to lower prices. This assumption is not
necessarily true, especially in the case of the rail transportation industry. Exhibit TDC-7
contains an excerpt from an October 2006 United States Government Accountability
Office (“*GAQO”) report on the state of the rail industry. The GAO found that both shipper
and railroad groups have noted that railroads now prefer shorter term cortracts for their
ability to ratse prices more quickly in the face of revised market demand. In other words,
the railroads seek shorter term contracts to allow them to exercise their market power
sooner and to more quickly raise rates. The GAO’s findings completely contradict Mr.
Olson’s position that shorter, more flexible contracts will allow Excelsior to lower its

delivered cost of fuel.

Mr. Olson contends that you have provided no proof that the railroads will not

compete for the proposed Mesaba Project’s traffic and that when the railroads
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complete their “debottlenecking” projects, they will compete for new business to
bolster revenues. Are Mr, Olson’s contentions correct?

No. As 1T showed above, the Class I railroads are not effectively competing for business,
and have settled mfo a duopolistic state which maximizes their revenues and profits. Mr.
Olson’s contention that the railroads will seek additional traffic to bolster revenues and
will therefore offer lower rates to Excelsior is contradictory to public pronouncements by
the railroads. Railroads are attempting to maximize top-line revenue growth not by
adding additional traffic, but by raising prices on existing traffic. Railroads are nct as
interested in adding large volume shippers who expect low rates to their systems, but
large volume shippers that will offer more money to transport product over a system the

railroads’ claim has limited capacity.

In addition, Mr. Olson confuses the railroads’ projects to remove choke points along their
system, what he terms “debottlenecking,” with the addition of vast amounts of capacity.
When railroads have a great deal of excess capacity on their system. as they did in the
late 1970’s and early 1980°s, they will attempt to fill this capacity in the short-run by
offering lower rates. They will do this economically since any contributicn to the fixed
cost of the infrastructure is desirable. However, when this excess capacity dissipates, they
will only carry the most profitable traffic and rates will increase. The so-called
“debottlenecking” projects that Mr. Olson alludes to are not adding excess capacity to the
rail systems, but removing isolated choke points along key routes to improve fluidity.

The railroads will not needlessly add capacity and then tum around and lower rates as
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Mr. Olson infers. In fact, the opposite is expected to happen as railroads will attempt to
increase rates if they attempt to add capacity. Thave included as Exhibit TDC-2, 4
December 2003 Railway Age article in which BNSE’s Chief Executive Officer Matt Rose
stated:

We can only meet future demand by reinvesting adequately both 0

maintain the quality of our infrastructure and to expand our railroad’s

capacity to handle more freight. And we can only do this if we can

reach a retumn on invested capital that is greater than the cost of capital,

and maintain that level of performance through the business cycle.

Because rail customers will reap much of the primary benefits of

expanded infrastructure, they will need to share some of the burden;

rates will need to continue to go up in all sectors of our business to

match the value derived from our service.
[t is obvious based on Mr. Rose’s statement that the railroads can be expected to increase
their rates after making additional capital infrastructure expenses, and not decrease them

as Mr. Olson contends.

Mr. Olson contends that you stated in your Direct Testimony that the proposed
Mesaba Project should not expect rail rates to fall from where you expect coal to be
sourced from. Is this correct?

No. As a fundamental issue, I never indicated where I expected Excelsior would rzceive

its coal from, but instead just reacted to comments made by Excelsior abcut where it
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expected to receive its coal from. Moreover, as | demonstrated above, rail rates to all
shippers are increasing as the railroads flex their market power, and Exczlsior will not be

immune from these increases.

Mr. Olson contends that the proposed Mesaba Project’s use of high sulfur or/or
high sodium coal will allow it to open under-produced coal reserves, and that these
new reserves can be transported on “non-bottleneck” corridors at competitive
prices leading to low delivered fuel costs. Do you agree with Mr. Olsen’s claim?
No. Mr. Olson fails to recognize that in pricing their services, railroads attempt to
maximize their profit, relative to competitive forces or lack there-of, no matter the route
of the movement. A raiiroad wiil maximize its profit on whatever route the produict is
shipped over, and will price its services accordingly. The fact that a railroad transports
coal from a new reserve makes little difference to the railroad. It will expect to make a

certain level of profit on the movement, and will price accordingly.

How do you respond to Mr. Olson’s contention that the BNSF and CN have
mainlines within 2 miles of the proposed Mesaba Project site, and that Excelsior
contemplates the construction of rail spurs from both railroads to prrovide diversity
in transportation.

As he has done throughout his Rebuttal Testimony, I believe that Mr. Olson has
overstated the facts. First, as I discussed above, Mr. Olson has failed to consider the

different operating costs each railroad will incur in transporting coal to the proposed site,
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and the rates will depend on the highest relative cost of transportation. Second. the rail
lineé that Mr. Olson refers to as BNSF and CN “mainlines” are in fact lizht-densiy spur
lines that may not possess the ability to carrv the projected volumes. According to
Excelsior’s application, the proposed Mesaba Project is expected to transport a maximum
of 2.7 miltion net tons of coal per vear.” Based on a railroad industry standard rule of
thumb of 1.6 gross tons to 1 net ton for unit coal trains, the proposed Mesaba Project
would expect to transport approximately 4.32 million gross tons per vear. The BNSF
spur line from Gunn, MN to the proposed site near Taconite, MN currenily carmies
between 5 and 10 million gross tons per vear.® This would indicate that the densiiy over
the BNSF spur line could increase between 43 and 86 percent if the proposed Mesaba
plant is built. The CN spur line which runs from Kennan, MN west towards the Taconite,
MN site has even less density transporting between 0.1 and 4.9 million gross tons per
vear. . Transporting the proposed tonnage over this line segment could increase the
density on the line between 88 percent and 4,320 percent. Adding the proposed arount of
Mesaba Project traffic to these light density spur lines will not come without costs, which

both railroads will assuredly pass on through higher rates. That is even assuming the CN

attempts to move the traffic over such a lightly used rail line.

Q: Does this conclude your surrebuttal testimony?
Al Yes.
* See Supplemental Testimony and Fxhibits of Excelsior Energy, Thomas L. Osteraas - Exhibit TLO-2,

Petition - Appendix A Mesaba Energy Project Report to the MPUC at Section 1, Page 20.
® See the National Railroad Density Map available at http:/www.rrpicturearchives. netidefaultaspx.

7 See id.
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