
•I. INTRODUCTION

My name:;is .Ro'ger.C. Prescott. I-'am :an-economist-arid Executive1 Vice--.'President:. of L. E,

Peabody & Associates, Inc., an economic consulting firni that- specializes in.-s'olvirig-.-economic,,

transportation,-.marketing, and-fuelsuf^ry;prob'lems, rHave-spferit.most'.q:f my consulting career

of "over twenty-eight- .(28) years-;ey«flMti.tig:.-.ifuel supply Issues ".and; railroad operations, •includingi

railroad cos:ts,;priees, financing.; capacity ..and equipment--planning- issues, ' My: assignments in

these matters1 'wcre;:c6irnmissipned;by •railroads/prQ.dueers,:and,shippers>bf.y'iffercnticohimc^itieS;:

I Mve also•-presented evidence ;on: railroad- prices,- :cost; and. operations.-iii- -numerous proceedings-'

before :the. Interstate Commerce -Commission. ("TCC-") and: its successor agency,, the Surface-

Transportation Board ("STB"). A .copy :of 'My eredentials is included as .Ekhibit'Np-. :1 to 'this-

verified: statement,

I, have been requested byThe-AES'/Corporadbn ("AES") to address 'certain issue's-arising

from the STB's decision in Ex-ParteNo; 6&1 -, Rail Fuel Surcharges., served August 3, 20()6'("Ex

:Parte 661"). Specifieally, AES: hasJrequested 'Miat 1 -address :the following' issues: (l) 'the

inconsistent timing :betwee'n--e'mbeddc'd-:'fuel prices in rail:. rates- and the railroads' fuel surcharge

mechanism's; (2) 'the-: STB's: endorsement -of- surrogates, for the, STB-approyed.. RCAF rate •

^adjustment, iiiechanismji.order to speed, fuel cost recoyery;.-(3) the appropriateness of the "U/S,

:N6-,;2
:'piesel'Retail.Sales By-,All;Sellers" index ("HDF'j as a basis for-;a railroad 'fuel:surcharge

,mechanism; and,(4}"the STB's-prpposed'irailroad fuel surclnarge-reportingjequirenients.
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II. THE 0IFFBRE1SICE BETWEEN;
-'WUEL.I'MCE'' AND "FUEL COST"

The-STB instituted" these Ex'iP.aile 66:1. proceedings jo .investigate railroad industry practices

intended to allo.w railroads to recoup ";,..: their ..rapid increas.es; in costs fprfiiel." As a-lhr.eshold

issue, .1 believe that .-the.:.STB has incorrectly substituted the term "fuel cost" for the term "fuel

price*1 -through out its, Ex. Parte 661 -decision. The distinction between the; two: terms, while

incidental -on the surface., has::a--k.ey impact on how'railroads-may enact-a-fuel surcharge';. program,

The term "fuel price" reflects the.amount of money .a railroad pays per gallon .of fuel*

including the. impact of transportation, taxes., and. hedging impacts. A railroad's 'fuel, price

depends on several, factors both within-and .without its' control. For example.!, :a railroad cannot

change the: spot :rue.l.price iset by market,; -hut may impact the price 'it pays through bulk purcitaise

programs/and hedging activities.

In contrast;,- the: tenh "fuel cost" indicates how effectively: a;:railroad, utilizes •:the', fuel .-it.

-purchases. -ATailroadinay not-be:able'to' change, the price if pays'•fdf:fuei,!. but can take measures

to lower'its fuel -.costs.- :Forexarriple,;a railroad-may lower trains speeds-or- use more fuel-efficient

locomotives on a rnoyemerit"to conserve -.fue'L.
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TO. 'FUEL StRCHARGJE&'RfiJSt'LINk
..SURCHARGE:ANP RATE TIME;PERIOD'S:

The :STB's Ex-Parfc 661:proceeding stemmed from; the-fact that, beginningjaround 2QOQ'ihe

major coal' hauling U.S.;;railroa<ls, including the 'Norfolk Southern. Railway Company-' C!NS"),

eSX:;Transrx>rtatiQn 'Inc. (VCSXT"), -the BNSF Railway 'Company- ("BNSF") and the Union..

Pacific -Railroad Company .;("UP"), imposed .fuel -surcharge, -programs..-to purportedly recover:

financial losses due to, rising: fuel prices;.. Because: -these four railroads have not jsigrtificaiitly

changed the formulas used in-their fuel-surcharge programs •'sinc'e-lh'eir implementation,,'' they 'all

currently :;are'--based on the same-runderly ing premise that the implicit cost of '-fuel;ern bedded^ in

every rail .rate'that has;:gorte into: elJect in the; past four years -is • substantially lower; than :.eaph

railroad's current- price of fuel.

I- believe that the current .fuel surcharge: programs have many; theoretical and--.practical-flaws

that: lead to me; railroads over recovering increases'in fuel, costs,.: As discussed in .more detail

'below, the primary i'fla'w is the railroads' failure to link their 'threshold: price of fuel included in

the fiiel iSurcharges to the^cost of "fuel implicitly embedded ;ln each/rail rate; subject' to. the

surcharge. Simply st'ate.d,,under:.the;present:foTTOuias;,avrailroad.-may impose a fuel,surcharge on

a rail rate even though the:raiiroad may have recently raised the;rate-to account for increases in

In July of'tJiis year,.NSrebase<i. its fuel surcharge to 2006.fuel price levels, for rates issued in mid-year 2006,
Under the rev.iseii'-NS: fuel surcharge; the;.t.hreisliokl W'11-price leve! increased'M:''$64:.00-{ifcr barrel, -meaning: that -at

•existing WTI price levels,, customers, covered .under the -revised-NS fuel:sufcha'rgc:'mcchiBriism: would lace no fuel
surcharge. Iiowever..NS: still imposes itSiO.ldef fuel surcharge program on rates issued before mid-year2006.
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die'sel fuel prices. The failures to. litik;..jfuel •surcharge, and rail -rate fuel cost;, levels

•necessarily lead; 16 ;pyer recovery- of fuel costs, I -believe that; the .burden -should lie with the

railroad to prove tliat-tbe-changes-in a particular rail. rate does :tiot recover the.: increased price .;of

fuel for a specific movement,; :and only; then, should the; STB allow a railroad to 'impose a fuel

surcharge. 1 discuss the flaws-with the current railroad-fuel surcharges -

This, filet costs; :em bedded: in ihe, rail roads' current: rail. rates do not reflect the price levels:, of

' the railroads' fuel surcharges. 'For example, 2006 . quoiediiail rates will 'reflect' :th;e -railroads -2006
/•

fuel costs. If a fuel- surcharge-: is applied to that, rate, and the fuel surcharge reflects changes .in

..fuel price's :froMi a 2002 fuel "price (base period).;; an obvious over recovery occurs. This

•discontinuity ibetween a- railroad's- fuel costs when the ;rate is, implemented -and the fuel price

•based on when. :th'e fuel .SureHarige; threshold, was- implemented leads/tp a -windfall .gain ibr the

railroad because it 'is recb:vering:more;thra'the.ciuTent. price of -fuel Qn.-the.. movement.

However,, even -though, the: railroads .have: assessed fuel surcharges -in addition, to 'rates

provided to. -customers "from" 2002 ;lo ;the- present, ah analyses of the 'railroads' fuel costs and

. historic HDPand West Texas 'Intermediate Crude ("wTI")2 prices 'demonstrates that the-railroads;

have implicitly assumed that. the. embedded cost of fuel .in all, rail rates- are 'from the '2002;:

.-timcfirame,' when', fuel prices. -were: much lower.

' i f - • • ' . - • - '
" The western..coal hauling railroads, the. UP and ihe BNSF, .have based their fuel surcharge programs on
•changes1

 :in the EIA's HDF ^uclindex. The eastern coal railroads, Ihe. NS aricTthc CSXT, Jiavc Abased their fuel
surcharge programs on changes In 'W'T'I' prices.
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To -estimate;- the -eastern- an<3 western railroads' price of'fuel, at.; the threshold level.

price of.':cach earner's-'fuel, surcharge program,. I developed regression analyses that .regressed

each ra:iIroad's;;£(uarte.rJy.price of,fuel..against.the' apprppriateyfuel surcharge price index. I then

used die; resulting regression, equations -to' develop .each railroad's'price of;fue! on: atidTTars per

gallpn basis atthe threshold fuel price indicated in the respective carrier's fuel surcharges; The

time;.periods:.referenced represent, the latest time periods in, which the railroads' respective' price

per fuel were-at-the IMF or WTI threshold, price levels. The results; of the. analysis :a're displayed

in "fable .1 below.--

Table 1
Implicit Base Price Fuel Period

In Railroad Fuel S.uigMJrge Programs

1,

2..

3.

4.

;]Rj|i.lroad
CD: :

BNSF'

UP

NS

CSXT

.Latent Penod':'When
•Railroad; Average Fuel
Price1 Approximated Fuel

Surcharge Price TJtreshold.
(?:f~"

1Q2002

4Q2002

• IQ20G2'

2Q2002:

Source: ^Exhibit No. 2.

As-Table 1 shqws:,i,all tour-'.of the major coal hauling: railroads, implicitly assume1 that the:

price paid for;.fuel embedded in each/rate equals the.-price .of fuel at various.timesf.in 2CJ02.

Overall, the-.-railroads paid any where ..from $0.61 to• $0.84 per gallon for fuel during this time

.period.
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Generally, as '.the. pricevof production 'inputs increase;, heldiiig.,all :else::eonstant, Ih'e Milfoads,

will adjust their rates to reflect .their .higher costs "df Operations.3 'Therefore,a. rail rale;established

in: 2006 would have.embedded -i rt it a 'costof- fuel based to :the: railroads' 20Q6 .price -of fuel, ..which.

ranges from $1;'6:V to $2.15: per gallon.4 Ho\vever,,desp!te:the:.iact that;, the; niore current-rate

already takes, into; consideration ;the,increased.cost ..of" fuel.:.under- the.'lJP's. BNSF's :and CSXT's

current iuel. surcharge programs and NS's fueTisurcharge program.: prior to: July v:2006,. whether: a.,

revenue-based or mileage-based approach a-.shipper-with a rate estabHshed-'in^QOS would pay:

'the same fuel surcharge: as a- rate established itt 2002. This-ptactice- does not: link the fuel

surcharge's threshd'lds'to- the'-fuel costs reflected in the'bjase rate.

There :is; no reason1 -why -the railroads cannot 'develop; timefsp.ecific fuel surcharge'price

thresholds. As the STB explained in its Ex Parte .661 decision, lhe: railroads' information

management capabilities have 'expanded greatly 'in the .last 20 years,; and. adjusting' revenue

prograrnsio account for rebasing:price levels.is.nota.great burden," The railroads already retain

the time .period in. which they established 'the^ underlying, rail rate as; part of their, revenue

•management systems. Moreover, railroads routinely::track lliel prices as; part of: their hormal

management function,,and the STB; has proposed'in. this proceeding to require the': railroads, to

report their monthly,fuel-prices. Therefore, a railroad, can'easily'assign, both:-retroactively--and

-prospectively,-;a: base quarterly .fuel-price'to a rate.

It is well "established that the tail roads: do 'not- base their rates entirely oncosts. 'arid 'can arid do Engage in
demand-based differential pricing. Se'fc- Ex; lJiartc:.66J at .4. Witlrttiat: being said:,; as thc::.ICC stated in'its
Quideljnes ..'dectsibri, it is -not economical ly rational lor a.railroiict to price below its.-,directly: variable costs, which.
would, include its'- -cost of fuel. Therefore, as the price of fuel increases, one would rationally expect railroads to
mcrease their'rates, holding' all production:ec'onorhies.constant.-
~ As reported -in 'the •railroads- First .and Second Quarter 2006 Investor Guidcs:and-Eariiings ••Srateroerite,

- See Ex Parte661.at 5.
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"In sum, the-railroads-must link the base time, period, iri.the fueLsurcharge threshblld- price

.level to the base .period,in the rail rates-to equitably apply any fuel; surehafge. If: the railroad

issues •'&. rate in IQ06, thai the base time period for the :.foel surcharge :raust equal tlie-rail road's

1Q06 time, period .for .setting the rate.. Not. linking, the- two ..periods and., .continuing to use:'a:2:002

•railroad fuel price level with- a.2006,base>rate is unreasonable:
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IV,

"In the Ex.Parte 661' decision, the STB: determined^aatliie practice of :adj:ust;ing ;rates; :using

the '.Rail Cost .Adjustment Factor ("RCAF").* as; currently- approved' by the :STB, and also

assessingia fuel surcharge is air ..unreasonable practice.' The STB referred to this practice as a
\

"Double Dipping" recovery of changes In fuel. prices since'- it allowed carriers-' to. recover fuel

.price, changes through both the R.GAF and 'the'"''̂ !.̂ '̂ ^!!^^^ To Eliminate. -this practice, the

STB has -proposed "to prohibit the' use of ailiei surcharge to -recover increases, in ftiel costs to the

extent -those same increased: costs are also recovered through -:tlie. application :o.f an .escalator, to

the-ibase rate;that :incprporates changes in .fuel costs."*

The STB has implicitly assumed two! alternatives by which railroads may recoup .fuel :price

changes, above -the fuel costs cm:beddedJnthe;base:
:rates: the- railroads, may "(1) continue to apply

'the, "RC AF as, currently calculated /which: includes a., .fuel adjustment component; or (2),,. apply .a

combination of RCAF (or other^ index) if the fiiel component is removed and a Fuel surcharge.

asserts that teseeortd ajsprOach would-be advantageous to theTailrQads'because-it;

'k'' 'The 'RCAF, Unadjusted for Productivity is;knowri as the "R'CAF-U" and the RCAF, Adjusted"for'Productivity
is-kiipwii as the "RCAF-A".

21 $ee-ExParte'6'61 at 5,
•* 'id.




