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T INTRODUCTION

My name is Roger C. Prescott. I-aman economist:and Exceutive Vice President of L. E.
Peabody & Associates, Inc., an economic consulting firm that specializes m solving €conomic,
transportation, marketing, and. fuel supply problemis. I have spent most of my consulting career
of over. twemy-‘eight (23) years-evaluating file! supply issues and railroad Qpemti'(}ns,"im:ludi'ngi
railroad costs, prices, financing, capacity and =eqi11ip:mc.n't'-tplzmning issucs. "-Myfasg'ig.;glnnents in
these matters were commissioned: by railroads, producers, and shi_ppers of different:‘commodities..
I have also -.pfé:_s;ﬁ;itad-evfidéncg ot railroad prices, cost and operations.in numerous proccedings’
before the. Interstate Commerce Commission ("ICC") and. its successor agency, the Sirface
Transportation Board ("STB"). A .cdpyliof’my credentials is incliided as Exhibit No. 1 to this:

verified statément.

I have been requested by The Ahé; Corporation ("ALS") to address certain issués arising
from the STB's de‘..cis'imi'in Ex Parte No. 661, Rail Fuel Surcharges, served August 3; 2006 ("Ex
Parte 661"3_' Specifically, AES. has ‘requested that T address the following issues: (1) the
inconsistent tihﬁng :b‘emreﬁﬁ--embeddcd-'ﬁ_te.!' prices in rail rates and the _n_-'ai_,lrbag:l_s'f fuel surcharge
iméchanisms; (2) the STB's endorsément of surrogates for the STB-approved. RCAF rate -
:adjust'r_nent mechanism in order to speed. fuellcost recovery; (3) the appropriateness of the "US.
No. 2 Diesel Retail Sales By-All Sellers" index ("HDF") as a basis fora railroad fuel surcharge

mechanism; and.(4) the STB!s proposed-railroad fucl surcharge reporting requirements.
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1. THE DIFFERENCE BETWEEN
"FUEL PRICE" AND "FUEL COST"

The STB instituted these EX Parte 661 procecdings to investigate railroad i,ndustry practices
intended to allow railroads to recoup ",:;._..rth@i.{r._g:apid increases-in costs for fuel.” As a:threshold
issue, I believe that the. STB has incorrectly substituted the term “fuel cost" for the term "fuel
price” through out its Ex Parte 661 decision. The distinction between the two terms, while

incidental on the surface, has a key inipact on how railroads may énact 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 severdl. factors both within-and without its control. For example, a railroad canfot

change the.spot fuel price set by market; but may impact the price it pays through ‘bulk purchase

programs:and hedging activities.

Iri contrast, the term "fuel cost” indicates how effectively a-railroad. utilizes -the. fuel it
“purchases. - A-railroad may fiot be able to.change the price it pays fot-fuel; but can take measures
10 lower it§ fuel costs. Forexample, a railroad may lower trains speeds or usé more fiiel efficient

locomotives on a movement 1o conserve.fuel.
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T FUEL SURCHARGES MUST LINK
SURCHARGE:-AND RATE TIME PERIODS:

The STB's Ex Parte 661 proceeding stemmed from the fact that; beginning around 2000 the.
major -coal hauling U.S. railroads, including the Norfolk Southern Railway Company: ("™NS"),
CSX. Transportation Inc. ("CSXT"), the BNSF Railway Company (“BNSF") and the '_lffnﬁiqn..
Pacific Railroad Company ("UP"), imposed fuel -surcharge programs,. to purportedly recover:
ﬁnz;ncia!, la_sées due to- rising fuel prices.. Because these four railroads have not significantly
changed the formulas used in their fuel surcharge programs sinice their implementation,' they all
currently -are based on the same-underlying preimise that the implicit' cost of fuel 1e,mbcddcd' in
every rail rate that hds gone into cfiect i the’ past four years -i_;;-s’ul:aé;t‘ah’tfiall}r lower: than f_gagil

railroad's currént price of fuel.

I believe that the current fuel surcharge. programs have many theoretical and practical flaws
that. lead to the r@ﬁl’roadé over recoveting increases’ in fuel costs. As c_ﬁscusf;aéd in more detail
"bc.lb@, the primary flaw is the railroads' failure tol_iijnk their threshold: price of fuel included in
the ftiel surcharges to the.cost of fuel implicitly cmbedded ‘in each rail rate’ subject to the
surcharge. Simply stated, .under the:present formulas a:railroad. may-i hdpoéc a fuel surcharge on

a rail rate even though theratlroad may have recently raised the-rateto account for incréases‘in

Yo July of this vear, NS rebased itsfuel surcharge 1o 2006 fuel price levels, for rates issued in mid-year 2006,
Undérthe revised NS fuel surcharge, theithréshold WL price level increinied t6°564.00 pér ‘barrel, meaning that at
existiig WTT price levels, customers tovered under the revised NS fuel. surcharge thechanism would face no fiiel
surcharge. However, NS:still iniposes its:older fuel surcharge program on rateés issued before mid=year 2006,
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diesel fuel prices. The failures to link fuel surcharge and rail rate fuel cost, levels

necessarily lead: to over recovery of ‘fiiel costs. I believe that:the burden should lie with the
railioad to prove that the changes in a particular rail rate does not recover the-increased price of
fuel for a specific movement, and only then should the 'STB allow 4 railroad to imposé a fuel

surcharge. [ discuss the flaws with the current railroad fuel surcharges bielow.

The fuel costs embedded in the: railroads’ current rail rates do not reflect the price levels.of
‘the railroads' fuel surcharges. For-example, 2006 quoted:rail rates will refleet the railtoads 2006
fucl costs. If a fuel surcharge is applied to that rate and the fuel surcharge reflects ch;mges' in
fuel prices from a 2002 fuel price (base period), an obvious over recdvery occurs, This
discontinuity ?b‘e‘twccnj a railroad’s fuel costs when the tate is implemernited and the fuel price
‘based on wheén the fuel surcharge: threshold was- implemented lcads to a wﬁdfal'! gain for the

railroad because it'is récovering more than the.current price of fuel on the movement.

However, even though the railroads have assessed fuel surcharges in addition to- ratés
'peridc_«:d to.-customers from 2002 1o the present, an analyses of the railroads' fuel costs and
_ historic HDF and West Texas Intermediate tlx'mnde ("WTI™? prices demonstrates that the railroads
have implicitly assumed that the embedded cost of fuel in all rail rates are from the 2002

timeframe, when fucl prices were much lower.

# The western. coal 1‘|:1u]it\'g_ railroads, the UP and ihe BNSF, have based thigir fuel surcharge programs on
chianges in the EIA's HDF fuel index. The eastern coal railroads, the NS and the CSXT, thave -based their fuel
surcharge programs on changes in ' WTIT prices.
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" To -estimate: the castern and western railroads’ price of fuel at the threshold level

price of cach carrier's fuél surcharge program, 1 developed regression analyses that .fcgressad
¢ach rai,l.madfs:._'t|'ygetriérly price of fuel against the appropriate/fuel surcharge price index. Ithen
used the resulting regression. eqq;xtjk:ms'to' davclqp each railroad's ‘price of-fuel on a dollars per
gallon basis at the threshold fuel price indicated in the respective carrier's fuel surcharges. The
time periods referenced represent the latest time periods in which the railroads’ rcspectiﬁv& price
per fucl were at the HDF or WTT thr&:"s"ﬁolﬂ:pri'ée levels. The results of the.analysis are displayed

in ‘Table 1 below.

 Taplel
Tmplicit-Base Price Fuel Period
In Railroad Fuel Surcharge Programs

Latest Period When
Railroad Average Fuel
Price Approximated Fuel

Railroad Sutcharge Price Threshold
(- (2)
L. BNSF 1Q2002
2. Up : 4Q)2002
3, NS 1Q2002
4, CSXT : 202002

Source: Exhibit No. 2.

As Table 1 shows; all four of the major coal hauling raifroads implicitly assume: that the:
price paid for fuel embedded in each rate equals thfs-;price of fuel at various times: in 2002.
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 price of production inputs increase, holding all ‘else :éc)rl.'stant,_jtm railroads
will adjust their rates to reflect their higheér costs of operations.” Therefore, a rail ratc esmb_li shed
in 2006 would have émbedded in it'a costof fuel based to the railroads' 2006 price of fuel, which
ranges from $1:61 to ‘EJlS per gallon.* I-'.{c)'wt_met,,_d{:‘épi‘ta;'iht:._fac;ﬁt that. the: more current rate
already takes into, consideration the increased cost of fuel, under the UP's; BNSF's and ‘CSXT's
current fuel surcharge programs and NS's fuel ‘gurc’:hargepmgfam.pribr 1o July,;2006, whether.a |
revenue-based or mileage-based approach, a: shipper-with a mt&“:vestalaiiShe&..i.im-s?.Q(}(i“-wﬁu]’d.‘pay*
the same fuel surcharge as a rate established in' 2002. This practice does pot link the fuel

surcharge's thresholdsto the fuel costs réflected in the base rate.

There is: no reason’ why the railroads cannot develop timesspecific fuel 'surchargé" price
thresholds. As the STB explained in its Ex Parte 661 decision, the railroads' information-
management cﬁpab_ﬂ_itﬁes have expanded greatly in the Tast 20 vears, and adjusting fevenue
programs to account for rebasing price levels.is nota great htxr&eﬁ.s The railroads an-,eaay retain
-the time period in which they established the underlying, rail rate as' part of their revenue
management systems. Moreovér, railroads routinely:track fuel prices as part of their normal
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 fugl-price to a rate.

¥ 1t 4s well establishied that the railroads-do ot base: their rates entirely on-costs, and can and do engagé in
demand-based differential pricing. 568 EX Parte 661 at 4. With' that being said;, as the 1CC statd- in7its Goal Rate
Guidelings decision, it is not &conomically rational Tor -a railroad to price below its.directly: variable costs, which.
would include i§ cost of fuel. Therefore, as the price of fuel increases, one would ratipnially expect railroads to
increase their rates, holding all, production; econatnies constant. ' '

* Asreported i the failrouds First and Second Quarter 2006 Investor Guides and Earnings-Statements.

‘See Ex Parte 661 at 3.
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In sum; the railroads must link the base lime period in the fuél surcharge threshold price
level to the base period in the rail rates:to equitably apply any fuel surcharge. ,I,l"_t:hé railroad
igsues a rate-in 1QO6, then the ba‘::‘ﬂima period for the fuel sﬁrdharge must equal the railroad's
1Q06 time period for setting the rate. Not ili’rikihgi'tiw-two periods and continuing to use a: 2002

railroad fuel price level with-a. 2006 base rate is unreasonable:
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IV. THE REPLACEMENT OF THE RCAF

In the i’fix;_!?ﬁrtg 661 decision, the STB determined that-the practice of adjusting rates using
the Rail Cost Adjustment Factor (."RC?_AF”.},(’ as- currcmly.: approved by the ‘'STB, and aiﬁm'
assessing:a fuel surcharge is an unreasonable plrzx.ct"icc.?.z 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 RCAF and ihe fuel surchatge: To eliminate.this practice, the
STB has proposed "to prohibit the use of a fuel surcharge to-recover increages.in fuf:'l costs to the
extent those samc increased costs are also r-g:;:tﬁ'.f:_redthmugh ‘the application 6f an escalator 1o

the 'base rate:that incorporates changes in fuel costs."?

The STB has implicitly assumed two alternatives by which' railroads may tecoup fuel price
changes ab@e_ the fuel costs embedded.in ’the;bﬁsﬁmws: the railroads may (1) continue to apply
the’ RﬁC_A_F as, currelﬁiy calculated ‘which:includes a fuel adjustment component; or (2) apply a
combination of RCAF (or other index) if the fuel component is removed and a fuel surcharge.

The STB asserts that the second approach would be advantageous to the railroads because it

Y e RCEAF, Unadjusted for Productivity istknown as the "RCAF-U" and the RCAF, Adjusted for Productivity
is'known as the "RCAF-A". : :

SeeEx Pare 661 at b,
. ;S!l ]'d






