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The undersigned carriers, hereinafter “Carriers” file Comments on Order 2004-6-3, which sets the bush linehaul rate on routes where Part 121 bush aircraft are tendered bypass mail.  These Comments address the correct application of the Capacity Related Expense markup and unit cost escalation to the Part 121 bush linehaul rate.  On the issue of the mileage taper set in Order 2004-6-3, the Carriers have no comment.

Assignment of Capacity Related Expense “Markup”

The first issue is the recalculation of the Capacity Related expense “markup” to allow a full recovery of Capacity Related expense related to the carriage of mail.  Historically, operating expenses have been divided into four general categories of unit costs.  Direct operating expenses are grouped together and related either to the cost per block hour operated, or the number of Revenue Ton Miles generated.  Traffic Related expenses are related to tons enplaned or weighted departures.  Departure Related expenses are related to weighted departures or tons enplaned.  Capacity Related expenses are not related to any specific traffic or operating unit, and have historically been expressed as a percentage of other costs used to determine the linehaul and terminal charges.

It is important to recognize that Capacity Related expenses are defined specifically by Department regulations, and are not simply administration of other costs more directly related to operating units.  Capacity Expenses are neither strictly linehaul nor terminal related.  Consequently, the mail rate structure must allow full recovery of the Capacity Related expenses associated with the carriage of mail.

Under the terms of the Rural Service Improvement Act, certain operating expenses are now specifically excluded from mail ratemaking.  These expenses include passenger liability insurance and certain Traffic Related expenses that are not required for the handling or carriage of mail.  Both passenger liability insurance and Transport Related Expense are specifically excluded from the rate making base prior to applying the Capacity Related Expense markup.  The R.S.I.A. places no restrictions on the full recovery of Capacity Related expenses involved in the handling and carriage of mail.

In Order 2004-6-3, and other recent bush rate orders, the Department incorrectly calculated the “markup” added to linehaul and terminal expenses to compute the final rate.  In the Orders, the Department compared the Capacity Related Expenses to the total of all other operating expenses, creating a ratio or “markup” value.  This markup is then applied to a smaller total amount that excludes passenger liability insurance and traffic related expenses.  This yields a less than compensatory share of the Capacity Related Expenses involved with mail.

The correct method of determining the share of Capacity Related Expense related to mail is to compare total Capacity Related Expense to the total of all other operating expenses used to determine mail rate levels.  This is the sum of the Direct Operating Expenses less passenger liability insurance, plus all Departure Related Expenses.  Appendix A calculates the correct Capacity Related Expense markup to be applied to the Direct Operating Expense total less passenger liability insurance for the linehaul rate and the Departure Related Expense total for the terminal charge.  Unless this higher markup percentage is applied to these expenses, carriers will not be fully compensated for the Capacity Related Expense associated with mail handling and carriage.

Escalation of Cost Levels

The second issue is the application of a cost escalation factor to adjust the historic unit costs to the time period during which the linehaul rate will be effective.  In Order 2004-6-3, the Department determined to ignore the cost escalation factor entirely.  The two rationales presented are both obviously and patently incorrect.

First, the Order stated “RSIA provides that the Department will use show-cause procedures to conduct a base-rate investigation every two years.  Under those circumstances, the burden of undergoing annual updates for inflation may exceed their benefit” (Order 2004-6-3, page 11)  In actuality, the RSIA requires that, “At least every two years, in conjunction with annual updates, the Secretary shall review the need for a bush mail rate investigation.” (emphasis added)  There is, in fact, no legal, procedural or technical requirement for a new base rate investigation every two years.  Even if such a requirement existed, there is nothing in the law to preclude correction of base year data to account for cost inflation (or deflation) over time.  The rate calculation method being employed in the bush rates cases is virtually identical to that of the mainline rates case.  In Order 2004-8-26, served August 23, 2004 (Mainline Service Mail Rates), the Department not only included a return and tax element effectively greater than a 9.46% markup for the mainline carriers, but included a cost escalation factor to adjust the unit cost levels to the midpoint of the effective period.  Excluding cost adjustment factors for linehaul and terminal expenses results in rates that are not compensatory for the assets used and useful in the transportation of mail.  Essentially, Order 2004-6-3 argues that it is burdensome to assign a cost adjustment factor, so it will be ignored altogether.

The second argument raised for ignoring cost inflation is even less justified.  Order 2004-6-3 presents several valid reasons (and there were others presented by the Carriers but not cited) why the 9.46% markup for rate of return on investment and taxes (which includes interest expense) is the accurate and reasonable level.  The Postal Service had argued for a 5% rate of return on capital to which interest expense would be added.  For all the reasons stated in Order 2004-6-3, the 9.46% rate of return is reasonable and solidly based.  Unfortunately, the Order goes on to say that cost escalation can be ignored because it assumedly is covered by the margin between the Postal Service requested 5% rate of return and the 9.46% historic rate.  The Order states, “The difference between the Postal Service’s recommendation of 5% plus interest, and the return element of 9.46 percent may be a close approximation of the inflation factor and should allow us to discontinue those updates.”  (Order 2004-6-3, page 11)  This is an incredible statement, and not simply because it abandons the historically justified rate of return markup.

The Order presents no data or empirical analysis in support of its statement.  Interest expense is included on the F-1 report, which is withheld from immediate public disclosure by the Department.  Given that bush carriers have historically been highly levered, and pay interest rates many points above prime, the Postal Service recommendation of a 5% return rate plus interest expense could even exceed the total 9.46% rate determined by the Department.  The “difference” between a 5% plus interest level and a total return rate (including interest) of 9.46% is comparing unlike elements.

The Order does not even attempt to quantify the cost escalation of linehaul expense of bush carriers since the 12 months ended June 30, 2003.  Indeed, the Order suggests that cost escalation could be discontinued entirely.  Assuming that the bush rates will be effective for one year beginning October 1, 2004, 27 months will have passed between the data used and the application of the final rates for bush carriers.  Phrases like “the burden of undergoing annual updates for inflation may exceed their benefit” and “the difference … may be a close approximation of the inflation factor” give the clear impression that computing inflation factors is just too much work.  Ignoring the effect of escalating the unit cost rates to the applicable period will short change bush air carriers as a whole by more than $3,000,000 per year.

Actually, there are at least four simple ways to adjust the mail rates for experienced inflation, all of which have D.O.T. precedent.  The first is to use the ten year bush carrier cost trend curve established in Order 2001-1-12.  The ten year term is longer than the cycles of most air carrier expenses, and provides a solid base for escalating unit expenses for inflation.  Order 2001-1-12 found that the regressed annual rate of change in linehaul expense was 4.22%, and the terminal expense rate was 2.43%.

If the Department is concerned that these rates are dated, it could update the inflation regression to through YE 6/30/03 or later.  The F-2 reports provide all the data needed to update unit costs in the same fashion used in the earlier regression.  The question is not whether the unit costs are the same as used to establish the base rate, but whether the trend line is a reasonable reflection of cost inflation in the industry.

A third method of adjusting for inflation is to adopt the cost escalation rates determined for the Alaska mainline carriers in Order 2004-8-26.  While flying different sized aircraft, the cost structure of mainline carriers is very similar to that of the bush industry.  The primary cost elements, and distribution of costs are the same for both classes of carriers.  Until cost experience is gained for the bush industry, the Department could adopt the inflation rates experienced by the mainline industry.  In Order 2004-8-26, the Department found that the five-year regression rate for linehaul expense was 5.95%, and for terminal expense 1.94%.  This is only a slight change from the annual inflation rates of 4.66% and 2.98% determined in Order 2003-8-8, which used a ten-year regression of the costs of Alaska Airlines and Northern Air Cargo.  In its protest of Order 2004-8-26, Northern Air Cargo objects to the weighting of the cost inflation factor based on mail actually transported.  It proposes escalation rates of 7.25% and 4.4%.  The table below compares the various rate inflation rate findings.

	D.O.T. Order
	Linehaul Escalation
	Terminal Escalation

	2001-1-12
	4.22%
	2.43%

	2003-8-8
	4.66%
	2.98%

	2004-8-26
	5.95%
	1.94%

	NAC Protest
	7.25%
	4.40%

	Mean Rate
	5.52%
	2.94%


A fourth method of escalating expenses in now available within the Department.  Financial reports for the second calendar quarter of 2004 were due on August 10, 2004.  The previous three quarters of data are already on hand.  Even if not all carriers have filed their second quarter data, enough reports have been filed to create a represent a statistically valid sample of the industry.  Given the dramatic increase in fuel and other expense, it is likely that the one year over year rate of change will be much higher than any of the regression lines previously computed.

Fortunately the Department has seen the error of excluding cost escalation, and included that factor in the recently released mainline mail rate order.  Escalation was included even though the imputed rate of return in the mainline base rate is higher than the bush markup rate of 9.46%.
  

In the case of the bush carriers, a 4.22% per annum escalation rate extended the 2.25 years between the midpoint of the base data and the midpoint of the effective rate (assumed to be March 31, 2005) is actually higher than the 9.46% rate of return allowance (9.75%).  By excluding cost escalation, the Department would force the bush industry to accept a negative rate of return.  Cost escalation has always been used to determine a fair rate of compensation for assets used and useful.  That applies to domestic mail rates, historic passenger and freight rate settings, and Essential Air Service subsidy rates.  The Department must apply a cost escalation factor in order to provide a compensatory bush mail rate.

Fuel Cost Adjustments
For slightly over two years bush rates have been frozen, and all fuel surcharges eliminated.  Since September 11, 2001, and particularly more recently, fuel cost increases have been dramatic.  In the last six months, aviation gasoline and jet fuel costs have increased by over 30% per gallon.  Petitions by mainline carriers have already been filed to restore fuel surcharges.  No objection to fuel surcharge adjustments has been filed by the Postal Service.  At a meeting of air carriers, the Bureau of Transportation Statistics and interested air carriers organized and moderated by Senator Ted Stevens on August 19, 2004, the General Counsel of Era Aviation presented a request on behalf of the nine largest passenger carriers in Alaska to resume fuel surcharge adjustments, with retroactive application for the period during which the cost changes occurred.  James Nawrot, speaking for the Postal Service, said he had no objection to fuel surcharge adjustments, but opposed retroactive application.

The resumption of fuel surcharges is supported by all parties as a method of dealing with the volatile nature of fuel costs.  

Summary
The linehaul rate for Part 121 service set in Order 2004-6-3 is procedurally and factually deficient and does not compensate carriers for assets used and useful in the transportation of bush mail in markets where Part 121 carriers are tendered bypass mail.  Order 2004-6-3 is deficient and unlawful because it miscalculates the allowance for Capacity Related Expenses and does not adjust unit costs for changes in cost level since the period on which the rate was based.  Any fuel cost surcharge would be added to this amount.  However the Department determines to handle the mileage taper element, these three adjustments must be added to the base year unit costs.

Pursuant to title 18 United States Code section 1001, I, in my individual capacity and as the authorized representative of the Consolidated Carriers, have not in any manner knowingly and willfully falsified, concealed or covered up any material fact or made any false, fictitious, or fraudulent statement or knowingly used any documents which contain such statements in connection with the preparation, filing or prosecution of this filing.  I understand that an individual who is found to have found to have violated the provisions of 18 U.S.C. section 1001 shall be fined no more than $10,000 or imprisoned not more than five years, or both. 

Respectfully submitted,  

The Consolidated Carriers (Part 121)

Cape Smythe Air Service

Larry’s Flying Service

Wright Aviation

Tanana Air Service

Olson Air Service

_________________________

By Hank Myers

September 3, 2004

CERTIFICATE OF SERVICE

I hereby certify that I have this day served a copy of the Comments of the Consolidated Carriers (Seaplane) upon all parties to Docket 14694 via email.

_________________________

By Hank Myers

September 3, 2004
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	CORRECTION TO CAPACITY RELATED EXPENSE MARKUP
	
	
	

	12 MONTHS ENDED 6-30-2003
	
	
	
	
	

	CARRIER
	NET DIRECT EXP.
	DEPARTURE REL.
	NET OPERATING EXP.
	CAPACITY REL.
	MARKUP %

	Alaska Seaplane Service
	$604,730
	$156,025
	$760,755
	$64,636
	8.496%

	Arctic Circle Air Service
	$6,568,310
	$1,278,102
	$7,846,412
	$714,974
	9.112%

	Baker Aviation
	$752,369
	$143,336
	$895,705
	$184,358
	20.582%

	Bering Air
	$9,011,799
	$1,128,169
	$10,139,968
	$1,298,576
	12.807%

	Cape Smythe Air Service
	$6,335,335
	$1,832,898
	$8,168,233
	$1,515,987
	18.560%

	Era Aviation
	$8,109,560
	$917,859
	$9,027,419
	$2,655,782
	29.419%

	Frontier Flying Service
	$11,947,728
	$3,181,014
	$15,128,742
	$1,657,158
	10.954%

	Grant Aviation
	$8,078,207
	$1,572,142
	$9,650,349
	$2,188,603
	22.679%

	Hageland Aviation
	$15,369,563
	$2,340,477
	$17,710,040
	$1,257,327
	7.100%

	Iliamna Air Taxi
	$1,374,448
	$173,244
	$1,547,692
	$122,663
	7.926%

	Inland Aviation
	$1,353,582
	$324,339
	$1,677,921
	$233,721
	13.929%

	Redemption, Inc d/b/a Island Air 
	$1,252,488
	$420,629
	$1,673,117
	$457,128
	27.322%

	Larry's Flying Service
	$2,320,089
	$736,624
	$3,056,713
	$308,900
	10.106%

	Peninsula Airways
	$24,128,320
	$7,046,272
	$31,174,592
	$6,218,676
	19.948%

	Promech
	$3,706,932
	$1,603,707
	$5,310,639
	$394,517
	7.429%

	Servant Air
	$1,129,502
	$292,747
	$1,422,249
	$326,093
	22.928%

	Skagway Air Service
	$679,698
	$362,984
	$1,042,682
	$106,371
	10.202%

	Smokey Bay Air
	$537,216
	$22,451
	$559,667
	$501,893
	89.677%

	Spernak Aviation
	$722,733
	$132,445
	$855,178
	$258,641
	30.244%

	Bidzy Ta Hot 'Aana d/b/aTanana Air
	$2,365,454
	$438,226
	$2,803,680
	$637,264
	22.730%

	Venture Travel d/b/a Taquan Air
	$1,792,154
	$207,578
	$1,999,732
	$96,516
	4.826%

	Warbelow Air Ventures
	$4,706,206
	$523,803
	$5,230,009
	$593,625
	11.350%

	Alaska Juneau Aeronautics d/b/a Wings of Alaska
	$2,295,898
	$938,313
	$3,234,211
	$419,806
	12.980%

	Wright Air Service
	$4,072,133
	$398,137
	$4,470,270
	$682,786
	15.274%

	Yute Air Alaska/Flight Alaska
	$2,994,390
	$1,073,741
	$4,068,131
	$1,190,730
	29.270%

	
	
	
	
	
	

	 
	indicates carrier in more than one linehaul expense pool
	
	

	Net Direct Expense is total direct operating expense minus passenger liability insurance
	
	

	Net Operating Expense is Net Direct Expense plus Departure Related Expense.  This amount excludes passenger liability insurance,

	
	Traffic Related Expense and Capacity Related Expense
	
	


� A markup on expenses is not necessarily identical to a return rate.  They can be converted back and forth by applying the asset turnover ratio, the ratio of the annual operating expenses divided by the total asset value on the balance sheet.  For example, in order for a 9.45% expense markup to equal the 15.5% rate of return included for mainline carriers, the carriers would had to have an asset turnover ratio if 1.64, an amount significantly higher than historic industry ratios.





