(0¥
¥

BEFORE THE
SURFACE TRANSPORTATION BOARD

Finance Docket No. 35506

WESTERN COAL TRAFFIC LEAGUE - PETITION FOR DECLARATORY ORDER

OPENING EVIDENCE AND ARGUMENT OF NTERED
CONSUMERS UNITED FORRAILEQUITY  omoeal Proceedings

0CT 28 20M

art of
Pub‘i’\c Record
Robert G. Szabo
Executive Director
Michael F. McBride
Van Ness Feldman, PC
1050 Thomas Jefferson Street, NW
Suite 700
Washington, DC 20007-3877
(202)298-1800 (Telephone)

(202)338-2416 (Facsimile)
mfm@vnf.com

Alto fo ers United for Rail
Equity

QOctober 28, 2011



BEFORE THE
SURFACE TRANSPORTATION BOARD

Finance Docket No. 33506

WESTERN COAL TRAFFIC LEAGUE - PETITION FOR DECLARATORY ORDER

OPENING EVIDENCE AND ARGUMENT OF
CONSUMERS UNITED FOR RAIL EQUITY

Consumers United for Rail Equity (“CURE") hereby submits its opening evidence
and argument in response to the Petition for Declaratory Order filed herein by Western Coal
Traffic League (“WCTL”) and the Board’s Decision and Order served September 28, 2011.

Interests of CURE and Its Members

CURE is an incorporated, non-profit advocacy group that works for federal policy
that addresses the concerns of rail-dependent shippers. CURE is sustained financially by the
annual dues and contributions of its members, who are individual rail-dependent rail
customers, their representatives and trade associations. Included in CURE are electric
utilities that generate electricity from coal, chemical companies, forest and paper companies,
cement companies, agricultural entities, various manufacturers and national associations,
including both trade associations and associations of governmental institutions whose
members work to protect consumers.

The issues presented in this proceeding potentially affect numerous rail-dependent
shippers. We understand that the Annual “R-1" report of BNSF Railway Company (“BNSF”)
for 2010 includes a massive writc-up of the values of BNSF’s tangible assets of at least
$7.625 billion, which reflects a portion of the acquisition premium paid for
BNSF by Berkshire Hathaway, Inc. (“Berkshire Hathaway”), that BNSF seeks to include in

its rate base. If BNSF has its way, this write-up would be included in the Board’s costing



systems that are used to develop BNSF service costs, determine the extent of the Board’s
jurisdiction over BNSF’s rates, establish maximum rates for some captive shippers, and
determine revenue adequacy.

The Board’s ruling on these issues could affect the number of captive rail rates that
are subject to its jurisdiction, the Uniform Rail Costing System (“URCS™) costs of BNSF it
determines to be appropriate for regulatory purposes, the methodology through which it
determines railroad rovenue adequacy, and, ultimately, permissible levels of differential
pricing.

Introduction and Summary of Position

Against the backdrop of shipper concerns that have evolved and grown, particularly
since the creation of the eastern and western rail duopolies, the BNSF acquisition premium
raises a fundamental question regarding the regulation of U.S. railroads: Can the payment of
a premium by a sophisticated investor to acquirc a2 major and robust railroad enable the
railroad to extract increased economic rent from its captive shippers? ' Even before the
parties have begun to present evidence, eleven United States Senators have written the Board
urging it to take appropriate action to address this matter.

In this proceeding, WCTL sought a declaratory order from the STB that BNSF’s
URCS costs for 2010 shall not be adjusted in any amount for the acquisition premium
(calculated by WCTL to be $7.625 billion) paid by Berkshire Hathaway in 2010 for all shares

of BNSF that it did not already own.

! BNSF has admitted that the stroke of a pen has created an opportunity for BNSF
prospectively to loosen regulatory constraints on the rates it charges to at least one major
captive shipper and to cause other shippers to lose regulatory oversight of rates for their
traffic. See BNSF News Release, “Impact of Purchase Accounting Valuation on BNSF's
Customers is Very Limited” (June 10, 201 1) (“BNSF June 10 News Release™) at

http://www bnsf.com/media/news-releases/201 1/jun¢e/201 1-06-10a.html .


http://www.bnsfcom/media/new&-releases/2011/juq%5e2011-06-lOa.html

CURE believes it is critical that the STB not permit any write-up in BNSF’s URCS
variable costs that are used to determine the Board’s 180 percent-of-variable-cost
“jurisdictional threshold” under 49 U.S.C § 10707(d)(1)}(A), which defines the Board’s
Jurisdiction over railroad rates. Many rail rates over 180 percent of variabie costs, but not
necessarily a great deal over 180 percent of variable costs, would be moved below the
Board’s jurisdictional threshold if part of the acquisition premium paid by Berkshire
Hathaway for BNSF were used to increase BNSF’s URCS variable costs.? If the Board were
to countenance this, it would effectively allow the regulated entity - BNSF - to deregulate a
substantial portion of its previously regulated traffic. Ironically, the higher the level of the
premium that is deemed to have been paid for the assets, the more traffic effectively would
be deregulated, and the more that same traffic would be vulnerable to substantial rate
increases that the Board would be powerless to prevent. Congress simply could not have
intended to allow the proverbial “fox to guard the chicken coop” by determining its own
variable costs, and thereby determine the jurisdictional threshold or floor on the Board's
regulatory authority over that railroad’s rates.

Moreaver, we fear that what BNSF is really cngaged in here is an attempt to turn
“cost-based” ratemaking into “deal-based” ratemaking that will further bolster the coffers of
Berkshire and Berkshire's shareholders at the expense of the public and with at least a
portion of those new rate increases occurring beyond the jurisdiction of the Board. While

merger and acquisition premiums are precluded by general rule from being included in the

2 For example, a rate of $18.00/ton, for a movement with variable costs of $10.00/ton,
has an R/VC (revenue to variable cost ratio) of 180 percent. Any increase in that rate would
trigger the STR’s jurisdiction. However, if BNSF's variable costs are treated as though they
were increased by the acquisition premium, say to $12.00/ton for the same movement, the
R/VC ratio would now be 150 percent ($18.00/12.00), and BNSF would be free to raise that
rate by up to 20 percent, $21.60/ton (because $21.60 divided by $12.00 is 180 percent),
before the rate is subject to review by the Board.



rate base in other regulated industrics as a means of consumer protection,” the write-ups
advanced by BNSF clearly would broaden BNSF’s ability to engage in differential pricing,
imposing unwarranted burdens on consumers. BNSF is the largest railroad in the Nation by
volume, with its network covering the entire western two-thirds of the United States.
Therefore, many of the industries and companies CURE represents would be impacted by
this premium, if it is permitted to be included in the rate base. American businesses and

consumers are already feeling the effects of the distressed economic environment; allowing

} See Startrans I0 LLC, 130 FERC ¥ 61,209 (2010) at 61,924 (citing FERC decisions
requiring evidence of tangible, concrete and specific demonstration of benefits to customers
to justify write-up of asset values due to acquisition premium); Rio Grande Pipeline Co. v.
FERC, 178 F.3d 533, 541 (D.C. Cir. 199)(“As noted above, normally when & facility is
acquired by one regulated entity from another, the purchaser may only include the seller’s
depreciated original cost in its rate base, even though the price paid by the purchaser may
exceed that amount.”). We are not aware of any case in which FERC even considered, let
alone allowed, a premium paid by an unregulated entity (such as a holding company) to be
used to “write up” the costs or the investment base of the regulated entity that was acquired.
FERC’s policy follows the teaching of experts such as the late Professor Alfred E. Kahn and
Professor Jerome E. Hass (who used to work at FERC).

Professors Kahn and Hass provided us with a Statement and Report, respectively,
which explain why acquisition premiums should not be included in asset values. See
Attachment A. In his Statement (at 3), Professor Kahn explained that acquisition premiums
must not be applied to asset valuations in either the process of setting rates or determining
revenue adequacy:

*Whenever and wherever the net book value of a company’s stock or assets
has served as the basis for determining the permissible return for regulatory purposes
—as it is in the STB’s revenue adequacy calculations — it is axiomatic that those book
values must be based on the original cost of the assets. As the U.S. Supreme Court
has recognized, to incorporate market-value-based write-ups in the rate base to which
the allowable rate of return is applied in determining a regulated company’s revenue
requirements or entitlements — which in turn determine its allowable prices — is to
introduce a fatal circularity into the process: allowable prices are set on the basis of
tmarket value of the assets which must be based in turn on the expected prices.

“It would similarly eviscerate the regulatory process if the net book value that
serves as the investment base in these revenue adequacy calculations were not the
original cost of the assets when they were first constructed or acquired but the prices
at which they were subsequently valued in or as the result of asset transfers, mergers
or acquisitions. To permit rates (or calculations of revenue adequacy) to be based on
the prices of those subsequent transfers would be to permit easy evasion of
regulation: the assets could be transferred at prices inflated above net original cost
and those inflated valuations would then automatically be translated into
correspondingly inflated revenue or return targets for subsequent revenue adequacy
calculations.”



acquisition premiums to be included in BNSF’s rate base would make the situation even
worse for many captive shippers, to the detriment of the nation’s economy.

The purchase of BNSF by Berkshire Hathaway, an entity that is not subject to the
regulation of the Board, is unlike nearly all prior transactions in which the STB or ICC
sometimes allowed the inclusion of an “acquisition premium” to inflate the rate base. In all
but one of those previous proceedings, the transaction was a merger of two railroads (or
acquisition by one railroad of all or a part of another railroad), and the resulting company was
arailroad. In those cases, the Board or the ICC found that the inclusion of the acquisition
premium was justificd on the basis of expected “efficiencies™ resulting from the merger or
acquisition. In the case of BNSF’s acquisition by Berkshire Hathaway, of course, a financial
entity paid a premium to purchase BNSF “lock, stock and barrel.” There were no efficiencies
for rail customers that resulted from the merger of two railroad companies.*

WCTL has requested that the Board block BNSF from subjecting rail consumers to
the asset-premium write-up of at least $7.625 billion. We fully support this request and
respectfully request that the Board promptly take all appropriatc actions to deny the BNSF
attempts to burden consumers with any part of its acquisition premium.

BNSF replied in opposition to WCTL’s Petition, but stated that, if the Board were to
institute a declaratory proceeding to consider the acquisition premium issues raised by
WCTL, the proceeding should also include consideration of the impact of such premiums on
the revenue adequacy determinations of the STB. The STB issued a decision and order on

September 28, 2011, instituting a declaratory proceeding and stating that it would consider

* The ICC apparently permitted write-up of C&NW's assets when it was acquired by
Blackstone Group. So far as we are aware, no one objected to that action, so that transaction
does not constitute precedent. In any event, the Board is not bound by the ICC’s action there,
if it now concludes that the action was erroneous or inappropriate.



both the URCS costing issue raised by WCTL and the “revenue adequacy” issue raised by
BNSF.

CURE believes that to address effectively both issues, the overall premium paid by
Berkshire Hathaway for BNSF must be viewed in two parts. The first part consists of the
portion of the total premium associated with the write-up of BNSF’s tangible asset values.
This was the principal focus of WCTL's petition and CURE endorses fully WCTL’s effort to
protect the interests of captive shippers against improper effects from this portion of the
overall acquisition premium. The Board clearly has authority to grant the relief requested by
WCTL. Although the Board in the past has allowed write-ups of railroad assets, the Courts
have held that the Board is entitled to deference on the methodology it uses for determining
whether to permit write-ups (or write-downs) of railroad assets. In fact, allowing the write-
ups appears to be inconsistent with at least one of the major shortcomings previously
identified by the Board (and others) as a reason for rejecting the so-called “replacement cost”
methodology periodically advanced by the railroads for use in revenue adequacy
assessments, On this basis alone, the write-ups could and should be rejected.

Above and beyond this fatal flaw, an assortment of additional considerations weighs
heavily against inclusion of the acquisition premium in BNSF’s URCS costs or the Board's
revenue adequacy calculations for BNSF. First and foremost, BNSF did not pay the premium,
The methods through which the write-ups were developed do not reflect actual asset
purchases by BNSF, and for several reasons should be viewed as unsuitable for these
regulatory purposes.

The second part consists of the remaining portion of the total premium paid by

Berkshire Hathaway for BNSF, including BNSF’s intangible assets. CURE understands from



BNSF’s public statements® that this portion of the premium does not enter the computation of
BNSPF’s variable costs under URCS. However, CURE believes (hat this portion of the
premium is of major importance to the Board and to captive shippers because of its
implications for revenue adequacy and differential pricing. Specifically, the payment of a
premium above the market value of & railroad's tangible assets provides market affinrmation
of the railroad’s robust financial health in satisfaction of the relevant statutory criteria for
revenue adequacy. Indeed, the fact that Berkshire Hathaway made a “bet on America” by
buying all of BNSF at a premium is the best possible evidence of BNSF’s revenue adequacy -
as Berkshire Hathaway’s letter to stockholders in February 2011 demonstrates — and of the
need for the Board ta now begin to implement in earnest more robust constraints on
differential prices for at least BNSF.

Argument

THE BOARD HAS ALL NECESSARY AUTHORITY TO GRAN'T THE RELIEF
REQUESTED BY WCTL, AND TO CONTINUE TO RELY ON BOOK VALUES.

One would think it obvious that the STB has all necessary authority to determine the
appropriate methodology for determining URCS costs, what a proper URCS cost is or is not,
and the proper amount to assign to railroad property or other “investments” for purposes of
the Board’s railroad revenue adequacy analysis. Yect, the railroads have argued in the past
that the Board and its statutory predecessor, the Interstate Commerce Commission (“ICC”), is
obliged to adhere to the supposed requirement of a third party, the Railroad Accounting
Principles Board (“RAPB”), to allow acquisition premiums to be passed through into the
investment bases of the railroads without inquiry or interference from the Board.® The

railroads are not correct in this assertion.

$ See BNSF June 10 News Release at http://www.bnsf.com/media/news-

releases/201 1/june/2013-06-10a.html .
§ See, ¢.g., May 23, 2011 Reply of BNSF Railway herein (at 2-4).
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The ICC itself held’ that it is not bound by the RAPB Findings and
Recommendations:

“To conclude this discussion, it should be noted that the Commission does not, in any

event, agree with the argument that the RAPB's determinations cannot be modified by

the Commission. Our views on this subject were explained in Railroad Cost Recovery

Procedures -- Productivity Adjustment [citing § ICC 2d 434, 440 (1989)].”

Moreover, Congress required that the STB “periodically review its cost accounting rules and
shall make such changes in those rules as are required to achieve the regulatory purposes of

this part.”® It is, therefore, crystal-clear that the STB has the authority to revise URCS costs
and its URCS costing methodology as it deems appropriate (provided, of course, that it has a
rational basis for its decision).

Similarly, the Board has ample authority to determine the appropriate valuation of
railroad property for purposes of the calculations used to determine if a railroad is carning
adequate revenues, and regularly has affirmed the validity of reliance on depreciated book
values. For example, in Standards for Railroad Revenue Adequacy, Ex Parte No. 393 (Sub-
No. 1), 3 ICC 2d 261, 272 (1986), 1986 LEXIS 15, aff’d on other grounds sub nom. Conrail
v. ICC, 855 F.2d 78 (3d Cir. 1988), the ICC rejected use of current or replacement costs for
railroad assets.

Of particular interest in this context is the Board’s decision rejecting the most recent
attempt by the Association of American Railroads (“AAR”™) to have the Board use

replacement cost, rather than historic or book value, to determine revenue adequacy or

inadequacy.® In that decision, the Board reiterated one of the known, longstanding problems

7 Adoption of the Uniform Railroad Costing System as a General Purpose Costing System for
All Regulatory Costing Purposes, Ex Parte No. 431 (Sub-No. 1), 5§ L.C.C. 2d 894, 906 (1989),
1989 ICC LEXIS 263.

Y49 U.S.C. § L1161.
% Association of American Rai — Petition Regarding Methodology for Det
Railroad Revenue Adequacy, Ex Parte No. 679, served Oct. 24, 2008.



of the replacement cost methodology ~ i.e., the need to estimate the “real” (i.e., net of
expected inflation) cost of capital to avoid double-counting the effects of inflation.’® On its
face, a practice by thc Board of periodically accepting rail asset values that have been written
up to current market values for any costing purpose carries with it the same type of double-
counting of inflation, unless a “real” cost of capital is used.

Above and beyond this fatal flaw, the fact is that the write-ups do not reflect actual
asset purchases by BNSF, but rather ex post allocations made by accountants of a purchase
price paid by an outside party that is not a railroad. There is no evidence that Berkshire
Hathaway and BNSF even negotiated over the values of individual assets or that the values
assigned by the accountants are anything other than estimates about which - if the Board had
a lot of spare time on its hands - different experts reasonably could disagree. Given the
incentives BNSF has to writc up the assct basc (as opposed to goodwill, which has no role in
ratemaking), the Board would need to evaluate thoroughly the reliability of the estimates
prior to their use for any regulatory purposes.

Overall, the Board has both authority and good reasons to use historic or book value
for the railroads’ assets in calculating URCS costs and in calculations performed in the

annual revenue adequacy determinations for the Class [ railroads.!! CURE respectfully urges

19 A portion of the return on capital required by an investor provides protection against
expected levels of inflation, while other portions of the retumn reflect the risk, duration and
other characteristics of the investment. The cost of capital analyses performed by the Board
yield “nominal” cost of capital estimates that include the inflation protection. If investors are
permitted to write-up the values of existing assets to “current market” levels that incorporate
the effects of inflation on the original asset, but nominal (rather than inflation-adjusted, or
“real™) costs of capital are used, the protection against inflation provided to investors will be
redundant, and shippers will be burdened with higher regulatory costs than are needed to
provide the protection against inflation legitimately required by the original investment.

I See also, Association of American Railroads v. ICC, 978 F.2d 737, 740-43 (D.C. Cir.
1992)(deferring to the ICC’s determination to use the written-down values of railroad assets
when they were purchased for less than book value); Coal Exporters Ass’n of the U.S. v.
United States, 745 F.2d 76, 98 (D.C. Cir. 1984)(Staggers Rail Act does not require
maximization of railroad revenue without regard to shippers’ interests or the actual revenue



the Board to use its full authority to prevent the pass-through to BNSF's captive customers
stemming from the multi-billion dollar write-up of asset values associated with Berkshire
Hathaway’s acquisition of BNSF in 2010.
IL
THE BOARD SHOULD VIEW THE PREMIUM PAID BY BERKSHIRE HATHAWAY
FOR BNSF’S INTANGIBLE ASSETS AS A PER SE INDICATION OF REVENUE
ADEQUACY, AND TAKE MEANINGFUL STEPS TO PROTECT CAPTIVE SHIPPERS
FROM EXCESSIVE AND UNWARRANTED DIFFERENTIAL PRICING
CURE understands that in addition to the proposed asset write-up, the purchase price
paid by Berkshire Hathaway included an even larger premium paid by Berkshire Hathaway
for BNSF’s intangible assets, including goodwill. Indeed, BNSF’s public statements candidly
acknowledge that “(t)he BNSF acquisition resulted in an unprecedented amount ($15 billion)
of the purchase price being allocated to goodwill”, and that this contrasts with “previous
transactions in the rail industry” where the premiums paid have been related primarily or
entircly to asset write-ups.'? Despite the payment of this massive and “unprecedented”
premium, in his recent 2010 Annual Report, Berkshire Chairman Warren BulYet represented

that BNSF’s 2010 returns were so impressive that BNSF was able to “replenish” over $22

billion in cash Berkshire paid for BNSF with the deal “increasc[ing] Berkshire's ‘normal’

needs of the railroads). The controlling principles are that regulatory agencics get deference
to use the most appropriate valuation methodology, provided they have a rational explanation
for the methodology chosen and have adequately explained any departure from past
precedent, but that they must carry out their mission to protect customers from abuses of
railroad market power such as writing up assets due to acquisition or merger premiums where
the customers have no say in the decision to acquire or merge or in the amount of the
premium paid, and the railroad does not need to earn a return on an acquisition premium,
particularly one paid by another entity.

The STB (and ICC before it) allowed write-ups of assets acquired by one railroad
from another on the basis of their assumption that such transactions would improve
cfficiency and therefore deliver efficiency gains to the customers. That assumption has not
proven to be correct, but in any event it has no application to the acquisition of a railroad by a
financial holding company such as Berkshire Hathaway.

" See BNSF June 10 News Release at hutp://www.bnsf.com/media/news-
releases/2011/june/201 1 -06-10a.html .
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earning power by nearly 40% pre-tax and by well over 30% after-tax.” Berkshire Hathaway,
2010 Chairman’s Letter to Shareholders (Feb. 26, 2011). If Berkshire Hathaway can roll in
BNSF cash even after paying a $15 billion premium for intangibles, the Board needs to
accept that we have entered a new world that may require “unprecedented” changes in the
Board’s posture on many critical issues, especially those pertaining to captive shippers.

CURE understands from BNSF’s public statements that the large premium associated
with intangible assets/goodwill does not enter the computation of BNSF's variable costs
under URCS, and therefore does not have the same direct impacts on captive shippers and
produce cash flow for BNSF and Berkshire Hathaway as would the asset write-up. However,
CURE belicves that this portion of the premium is of major importance not only to captive
shippers, but also to the Board’s discharge of its statutory obligations, because of its
implications for revenuc adequacy and differential pricing.

In this section, issues related to the portion of the premium not associated with
BNSF’s tangible assets are discussed. First, this portion of the premium is shown to be a per
s¢ indication that BNSF has achieved revenue adequacy. Second, it is shown - pursuant to the
guidance provided to the Board by the railroads’ own expert witnesses in STB Docket No.
EP 705 - that this portion of the premium provides a clear call for the Board to begin taking
more effective and meaningful steps to rein in differential pricing. In this way, the acquisition
premium paid for goodwill affects not only the captive shippers whose rates are directly
influenced by the jurisdictional threshold, but also many other captive shippers whose
payments of high markups have been responsible for some of the economic value reflected in
the acquisition premium and who now are due meaningfui relief.

Revenue Adequacy Determination
The statutory guidance regarding revenue adequacy contained in Section 10704(a}(2)

states as follows:

n



“The Board shall maintain and revise as necessary standards and procedures for
cstablishing revenue levels for rail carriers providing transportation subject to its
jurisdiction under this part that are adequate, under honest, economical, and efficient
management, to cover lotal operating expenses, including depreciation and
obsolescence, plus a reasonable and economic profit or return (or both) on capital
employed in the business. The Board shall make an adequate and continuing effort to
assist those carriers in attaining revenue levels prescribed under this paragraph.
Revenue levels established under this paragraph should--

(A) provide a flow of net income plus depreciation adequate to support prudent
capital outlays, assure the repayment of a reasonable level of debt, permit the raising
of needed equity capital, and cover the effects of inflation; and

(B) attract and retain capital in amounts adequate to provide a sound
transportation system in the United States.”

In the context of this standard, the payment of an acquisition premium does not automatically
connote anything in particular regarding revenue adequacy. For example, if a railroad were
acquired at a small precmium over its book value, and if that book value were materially lower
than the market value of the railroad’s assets, the railroad might only be attractive to an
investor because of potential salvage opportunities. Here, however, an investor has paid a
premium that covers not only the book value of all of the tangible asscts needed to operate
the railroad that have resulted from the railroad’s capital outlays, but also the full current
market value of those assets, including the effects of inflation. The premium further reflects
increasing intangible assets, and was accompanied by the investor’s assumption of the
railroad’s existing debt.

When BNSF was purchased as a going concern by a sophisticated investor at a price
that covered the full market value of its tangible assets, provided a premium over the pre-
existing value of its intangible assets and assumed its debt, the market signaled that the
criteria itemizeq in Section 10704(a)(2) had been satisfied. BNSF pays its operating
expenses, covers its debt, makes needed capital outlays and makes more than enough profit to

sustain itself in the long term. On the basis of the criteria itemized in the statute, the premium

paid by Berkshire Hathaway for goodwill demonstrates that BNSF has more than achieved

12
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revenue adequacy. Put another way, the premium paid by Berkshire Hathaway for goodwill
demonstrates that an informed investor would expect to achieve more than a market rate of
return if it paid the market value of all of BNSF’s tangible assets to operate BNSF as a going
concern, even at lower levels of differential pricing than BNSF currently achieves. In short,
the premium for goodwill shows that BNSF is fully revenue adequate and already is caming
supra-competitive returns.
Implications for Differential Pricing

Given this empirical demonstration that BNSF is fully revenue adequate and already
is earning supra-competitive retums, the large size of the premium paid by Berkshire
Hathaway above the market value of BNSF’s tangible assets, and even above the market
value of BNSF’s stock, is of particular significance. In STB Docket No. EP 705, AAR
witnesses Eakin and Meitzen of Christensen Associates reiterated an important finding from
the study of railroad competition that Christensen performed for the Board — namely, that
increasing traffic volumes and decreasing economies of density are reducing the level of
differential pricing required to produce adequale revenues.'* In the context of this finding, the
acquisition premium paid by Berkshire Hathaway indicates at least three different bases from
which the Board can only conclude that decisive action to rein in excessive levels of
differential pricing is now appropriate.

First, as described in the preceding section, the level of differential pricing prevailing
at the time of the Berkshire Hathaway transaction was already above the level necded to

establish revenue adequacy under the applicable statutory criteria. Put another way, in 2010

13 See STB Docket No. EP 705, Competition in the Railroad Industry, “Reply Comments of
the Association of American Railroads” (May 27, 2011) Joint Verified Reply Statement of B,

Kelly Eakin and Mark E. Meitzen at 6: “a lesser markup over marginal cost is needed to
achieve sufficient revenues”; and at 10: “A key finding of our revenue sufficiency analysis is
that the needed markup has declined in recent years, but the actual markup observed has not
declined by as much.”

13



BNSF captive shippers already were paying rates above those needed to ensure the financial
health of the railroad.'*

Second, the financial markets — and the Board - are well aware of forecasts that
indicate railroad traffic volumes are likely to increase substantially in the future.'s
Notwithstanding all of the rhetoric the railroads have provided regarding the capital
investment requirements needed to accommodate such growth, the testimony of AAR’s own
experts confirms that revenue adequacy can be achieved with reduced levels of differential
pricing if volumes are increasing. The near-universal consensus that rail volumes will
generally be increasing in the future basically requires that the Board adopt more effective
measures to constrain and reduce differential pricing, at least for railroads, like BNSF, that
have been demonstrated to be revenue adequate,

Finally, the price paid by Berkshire Hathaway reflects a substantial premium above
the total market value of BNSF’s stock. However, as discussed above, the market was
already aware of railroad volume growth and other projected changes. For the payment of
that premium to make any economic sense for its own shareholders, Berkshire Hathaway
would have to anticipate further changes that would increase BNSF’s contribution to
Berkshire, prospectively including one or more of the following:

- Ralil traffic increasing more than the market already expected,

- BNSF operating costs decreasing more than the market expected; and/or,

**This is consistent with indications from multiple sources that the Class I railroads had
achieved revenue sufficiency as of approximately 2006, and had subsequently increased their
earnings to supra-competitive levels that are inconsistent with the public interest and
applicable economic theory. A summary discussion with relevant citations is provided at
STB Docket No. EP 705, Competition in the Railroad Industry, “Statement of Arkansas
Electric Cooperative Corporation Regarding Competition in the Railroad Industry” (June 10,
2011) Appendix C at 7-10.

13 A review of specific forecasts and factors that may affect future traffic volumes is

presented in Christensen Associates, “Supplemental Report to the U.S. Surface
Transportation Board on Capacity and Infrastructure Investment” (March 2009).

14



- Rates increasing more than the market already expected.
Given the demonstrated revenue adequacy of BNSF, any or all such developments would

indicate further need for Board action to curtail excessive levels of differential prices.

Conclusion

For the foregoing reasons, and those stated by WCTL in its Petition filed herein, the
Board should grant the relief sought by WCTL. Specifically, the Board should ensure that
the assets of BNSF are not written up to account for the premium paid for BNSF by
Berkshire Hathaway, for both URCS costing purposes and for purposes of determining
BNSF’s revenue adequacy. Instead, it should accept the demonstration of BNSF’s revenue
adequacy provided by the Berkshire Hathaway transaction and take robust and decisive
action to curb diffcrential pricing cxcesses pursuant to the guidance provided to the Board by

Christensen Associates and by AAR's own witnesses in Docket No. EP 705.
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Certificate of Service
I hereby certify that I have served, this 28% day of October, 2011, a copy of the
foregoing Comments of Consumers United for Rail Equity on each person shown on the
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STATEMENT OF PROFRSSOR ALFRED E. KARN'
ON RAILROAD REVENUE ADEQUACY STANDARDS

The sstached aanlysis by Prodhssor Jerome E. Has of the methods by which the Surface
Transpostation Boasd ("STB") domemines whether individual mailroads we or st not “revenue
adoquate” and of the rovels it yeodnces demoastrase, incomtestably in my viow, fhat

o the method itoelf is totally discredised:
o it faws aos imromocinbis, snd

o my sitempt & this mage 0 davise su aliornative method wonld a0t ondy be comtly It
'would serve 00 vseful parpose.

In those circumstances, it is my comsidered opinion thet STB's entire exercise to
determine the adequacy of reilroad revennes should be shandoned 2

L The method is discredited, quite simply, by the nonsensical reauits it produces.
The core of the sconomis concept of revenve adequasy is 88 & test of the ability of a company
%o rmise capital to uadertake any and all cconomically jostifisble iovestments. To this strictly
ecoDomic criterion might srgmebly be sttached the additional uaditional reguintory condition
that the compary be able to raisc that capital without ditatipg the aquity of its _existing
shansholders’ : '

This criterion tramslates into the recuisement that present bolders as well a8 fsture
purchasers of the compepy®s stoek zus! ses » yeasonable prospect that it will carm & retyn at

least equivalent 10 the cost of capitsl on the totality of the net book value of its investments or
asocts,

'mmmmumm.mmnmwc—-
National Economic Rasasrch Associnses, Inc.

? 1nsofr oa e STS undertsioss amton! revesme adequacy meviews I cedes 10 mest the requisements of” Section
203 of the Ruilroad Revinlisation 8 Reguitory Reforms Act of 1976, adoption of my recommendation woukd
reguire logisiative aotion.

* See the damonstrasion In my The Evonomicy of Reguiasion thet 3 companry may be sbis 1o raiss capital for all
cificient fonze jovessments, bt ouly 5t the axpmes of such dilwion, when it is aithar able or permitiod by s
regulsost 20 etrn (mers precisely, bocsuee fature favemors grpagt & to be sbie 1 wen) sowehing kst than the
cout of caplial o the tomiy of i investpooms (Vol. 1. pp. 86-47).
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Thexe is a simple markst mepsure of whether that requiscmnent i or is not being mev—
samely, the selationship betweoen the market value of the companty”s stock—the price thet new
puschasars sye willing pay for it and ut which existing shayebolders williagly continne to hold
is—and ita net book velne. I et vetio is equal 10 or gresser then wity—thet is, if the merket
valee equals or exceeds net book value-—fhat mowmns S inrvestors collectively expect earnings
on invested capital 10 exceed the oo of caphal.

In jts revenne adequacy determination for 1995, the STB found thet § of the 11 Class !
radiroads wers “rovezne inadequats.” Hose are the market to book ratios at the cod of 1995 and
1996 for the six Class 1 ribronds in the sevenwe iaadoquete group that ave publicly traded:

RAILROAD 19958 MARKET-TO- 1996 MARKET-TO-
ROOK RATIO BOOK RATIO
AT&SF 232(0) 230 ()
Burtington Nosthera 232 () 2.30(8)
Copgail 213 231
CSX Trmaspertation 226 158
Kanses City Southern 260 ¥
Southems Pacific 353 _ 2.130)

(s) BN and AT&SF wese merged during 1995; mtios are for BNSF.
(b) SP wes mexged in 1996 with UP; ratio for 1996 s UP satio.

Observe that in svery case the market/bock ratic is well in sxcass of waity: the lowest mtio is
1.88, the average is 241 and the median 2.30

I find this compasisos definitive. Clearly investors collectively expect the prices these
companics csn bs expectad to be able 1o cherge and the volume of business they can be
expected 1o attrmet will be far more than sufficient to produce & retum in excess of the costs of
capital—end sre thorefbee willing to make capital svailsble to them on tesms thet involve no
dhution of existing sharcholders’ oquity.' While it couldt be argued thet the obeerved deviations

* The willingness of hess sailvanda to plow beck carnings ruther than pay them eut as dividends farther cooberutes
this conviesion. Sinpe they ars act subject t mn sbiigasion 1o mrve, & wonld be brssionsl fi thee % velweast

{contieed_)
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between markes prices aad book values s 10 a8 keast 30me extent attvibutable 10 non-rajlvoad
sssuts and operstions. It is highly waiikely that these very high ratios can be entirely explained
by those opmations, a¢ Profeasor Fiess explains.

IL  The foree of this evidence is magnified by the consideration, also sdduced by
Prodessor Hase, that the net book vakm of the assets of these companies has beeny inflated as &
remlt of scquisitions andior mergers.  Whenever and whesever the net book value of »
company’s sock or atects hes seeved as the basis for determining its permissible remun for
reguistory purposcs—as it is in the STB’s revenmse adequacy calculations—its is axiomstic that
those book values must be based on the ariginal cost of the asscts. As the U.S. Supreme Couwt
has recogaized, to incorporase markes-value-based write-aps in the e base W which the
allowabls rats of reten is applied in determining a regniated company®s revenos requisemcuts
or entithoments—which in torn determine its aliowabie pricoe—is to introduce a futal ciscularity
into the process: allowabls prices aze set on the basis of the merket value of ssssts which must
be besed in turn on the expected prices.

| would similarly eviscerate the segulstory process if the nes book vains that serves as
the investment bese in these revenue adequacy calculstions were not the atiginal cost of the
steots when they were fiest comstructed or soguired Dut the prices at which they were
subssquangly vaiuad in or as the result of asset tapgfors, mergers or acquisitions. To pecmit
setes (or calculations of reveome adequacy) to be besed on the prices of those subssquent
transfirs would be to permit easy evasion of regulstion: the assets conld be transfesred at prices
inflsted above net original cost and those inflated valustions would then suirevatically be
transiated into correspondingly inflated revenns or retwm targets for subsoquent reveoue
adequacy calculmions.

(..-contimued)

retainad ewnings & this way if they did not sxpoct the irvesunats t» earn mm For 1995 mad
I”ﬂhm-ﬂnm[ﬁﬂWuﬁn‘]mn-ﬂﬁm
Tespectively, with the lowest being 63 pwosnt (Conmil n 1996).
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Yot, 23 Professor Hese points owt, this is eocily whet has happened in the present
instance: the ssset vahustions sntailed by the namerouns mergers, acquisitions, consolidations
aadt reoeganizations of milzoads since 1980 have found their way iato the book values on the
basis of which the revenve adequacy sssessments have continued 10 be made—in a seif-
Justifying cycie of upward valuations of amets snd comvespondingly incyeased net revenues
required for revenus adaguany.

1 emphesize that this faw is in addition 10 the—alvendy declsive~—mcord of prevalling
moarket to book tios far in excess of unily: the mtios would presumably be cven higher if Ge
denominutors reflected the troe (dspreciaied) original scquisition costs of the companiss” assets

rather than the prices ot which they have been transfierred 10 other railvaads or new serviving
extities.

IL Net only woukl an scheological endeavor by the STB 1 sedstermine the trus
ariginal costs for fivs mailroads (let aloue remedy all the other deficiencies in the STB"s methods
that Professor Hass identifies) be somewhers betwess extremely difficul snd impossible. The
final detisive considerstion is thet it wonkd serve 10 wasfl psxposs. The continuing effort o
assess revonue adoquacy is 8 vestigial carryover from the eva of thoroughpoing regulation of the
radironds, publio-utility-style. But the reilroads have beea dersgulated for mors than 16 years.
With most rafl usffic moving under contiact or cxempt from reguisation, the only remsining
regulation is of the res they charge captive shippers. The ceiling applied by the agency in
every major rate case during the past domen years in folfilimens of that reaponsibility—stand-
alone cost—makes 1o e of revenne adequacy determinations; snd | ama informed that there
are no recommendations, by cither shippers or curiers, that the stand-slone cost ceilings be
modified either upward or downward on the basis of those determinations.

LA N ]

in sum, the present method of determining revenue adequacy prodnees results totally
discyedited by the uitimate test—tha behavior of investors and financial marken; it incorporates
a fatal circularity; and k serves no purpose such s might justify the fosbidding effort to corroet
those defects. R jis time 10 give the exercise the busiel—decent ar otherwiso—that it has richly
oamed.

[re———y——
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ANNUAL RALROAD REVENUE APRQUACY DETERMINATION
Jerome E. Huss'

L INTRODUCTION

Price reguiation of commarce is called for in sitations where worksble competition
(existing or potential) is deemed ineffoctive. Traditional reguistion relied om the principle that
regulation should emulste that which would ocowr in 8 competitive market—where prices we
cost-baged. Traditionad regulation thus allows the reguiated entity 1o chargs prices thet are no
grenter fhen the pradent cests incured in providing the good or service in guestion.

An imporant element of the cost of service is the reters allowed on inrvested capital. As
articulated in the famons Supreme Comrt Hopa and Rlusfield cascs, the rean om invesied
capital muost be sofficient 10 sllow the reguiated entity 10 sitract and retain the capisal necossary
to provide adequate service. This gives rise to the meanwe called the cost of capital and the
cowrt mendste that a regulated emtity st have reverses sufficient to cover not caly opersting
conts but aleo allow the enterpeise the fair oppostanity 10 e its cost of invested capital.

Under the Reilroad Revitalization and Regulstory Refoerm Act of 1976, the Intexsiate
Cemmnerte Commission ("ICC™) wes chwged with the respomsibility to develop and
promuigate railvoad revenne adequacy standards. With the passage of the Staggers Raf] Act of
1980, full regulation of milroad prices and sesvice becmns history. But thers are stil) selected
sinmtions which call for railond regulstion snd it appests that findings regarding milroad
revenue adcquacy play sa important role bn some sapects of that reguistion’  While Congzess
abolished the I0C wt the end of 1995, its successor, the Surisce Trunsportation Board ("STB® or
"Bosnd™), was gives the responsibility of continuing 10 detesmine whether raikoads are revesne
sdequate.

* Profssor of Finance & Business Syategy, Johason Graduase School of Managusent, Corsoll Usiversity, and
Spacial Consnkunt, Nationa) Ecossmic Resvarch Assosimes.

? 1t is npperensdy common far the reliroads 10 rufer 10 the fhet that the majerity of Clags [ ralioads il the ST

reveme sduguecy 12t i Choss whare e Board has jurfsdiction, bots those involviag possible s reductions
and other contexts (such as merpers md line croasings).

Commiing Rumnnion
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The porpnac of this report is % cxamine the reescsmblenasy of the monsvee used by the
STB 1o detenmine reilvond sovenne aduguacy. As dessonstessed below, the meanues wsed by the
STB is futally Swwed and is clewly giving orroneous signals.  Given that the flaws are not
emily scenedied, that the railionds se Siosacially very heslthy, and that thers is no mesningful
reguintory tole for revenue adequacy detenminations 1 play, it is thne to abolish the
requirement for this arcame and mesningloss exeacise.

II. MEASURING REVENUE ADEQUACY

The application of the principle of allowing a regulated entity the oppostunity to eam

the cost of capital on its invested capital appasrs 10 be straight-forward snd gives rise to the
notico of rewemme adequacy. As pecticed by the STB, rovenms adequacy is the simple
datermination as to whether a railroad's maost recent yeat’s revezrass produced opersting income
(revennes less opersting costs) that vesulted in caming a veten on invested capital of lesst &
groat a8 its cost of capital. In making this comparison, the STB first determines the railroad
industry’s cost of capitel (which it eatimated o be 11.7 pescens for 1993) and then compares the
rates of Tetarn emrned on invested caplt by each of the Clags 1 radiroads 10 that cost of capital
ip order 1o judge whether these milroads are "yevazng adequate,” wheve o railroad's revenue is
devmed adequate if Its rate of return on avesage invested capital equals or exceeds the estimated
cost of capitel for the industry.
RETURN ON INVESTMENT. The STB's measure of the rate of retmn on invested capital is
the ratio of afier-tax income from railyoad operations to capital invested in rilroad azssts (the
sverage of railrond asscts , including wosking capital, less sccumainted defesyed incoms taxes).
The STB's meagure of rate of roturn on igrvested capital, which it calls "Betum on Investment®
or "ROL," is serionsly flawed for 2 onmober of rewsons,

Flrst, the numerstor includes one-time “special charges™ that can maserially altes the
reported ROL The Associmion of Americsa Railrosds ("AAR") reporeed that during 1995
seven Class | tailronds recorded special charges totaling $1.742 billion on a pre-tax basis.
Anclysis of Class 1 Railroads, 1995, p. 4. On an after-iax basis ($1.132 billion using & 35% tax




e e e —

.3-

vte), the oversll setum on capital Sor the industry wonld incresse from 7.7 10 103 pescent if
theee special chasges were not coasidered?®

Second, there are problams with the denceninetor of the STB's ROI messure becanse of
the book accounting trestment of mesgers in the industry,. While major mergers, such ag
ATSF/BN md SP/UP get lots of attention, sialies scale acquisitions take place all the time
(such ps BN's acguisition of Washington Centsal, IC's prechase of CCP Holdings and XCS's
acquisition of MidSouth Corposation aud fts puschase of 49 pescent of the sheres of Mexrail,
which owns Tex-Mex). These acquisitions or mergers arc usaally made at premiuen prices over
the book vakus of the underlying sssets. To the extent that the intangible value paid is
rofiosted in the subsequent value of rafimed assats, the denominasor of the STB's messure of
Tetam on investment 1o longer reflects deprociatad originel cost xnd the noticn of exning &
reasonsble setusn on cost is lost.*

The flaw actually creates & problem with the munerator as well—becass the intangidie
assets created by the acquisition we snbsequently amertized, reducing the operating income.
(similer to deprecistion expenses). Henee the overall effect of the accounting for acquisitions at
prices in excess of book vajues is to increase the denominstor and reduce the ntmerator of the
ROI measure in subsequest years.”

} In & recest STB filing reganiing “botSemeck” lapuss, Jumas N. Hollar ncaed in his Verified Sissement that the
remeval of hese cos-time charges in ceder 1o refiect move fndamenal profisability resuiind in the RDls of
jndividual reliromds incrsasing fum 0.4 percent ¢ 51.1 pescent. For sxmnpls, e combisad BNSF ROJ would
Increme from 5.3 persunt 19 9.7 percant if the sxpenses of $735 million associsssd with “merger, syvessnee sad
et chargey” wers removed fom the aamarsior of the RO! calewintion (on an sftur-a basis).

! The extent 10 which beak values incresse throngh this process §s uakaown. In 1994, UP and CNW separted Net
Road snd Equipment values of $5.141 and 31413 billion, respectivaly, sad 510,55 biltiow i ceal. In 1995,
=y the sciakion was comples, the comblined UPONW rapored Net Xoad and Bauipment of $13.52 billion,
for » composite incrosse of Dearly £3 hillion in Nat Road end Bauipment. UP's sequisition of the 70 pescont of
CNW that s cid not alveady ows was for about 312 billion, which was abowt $1 bilion mare thes its book
value. The sxmeat te which the $1 billion is reflectnd ix the §3 bitlion incvonse is unclesr. Hallar (ses . 3)
reports that the acqmisition of ST by SIN resulied in & "write-up” of £2.8 hillion In SP's iavestneng base and that
UP's scquisition of SP will resak in 5 write-up in 1996 of $2.9 billion in 57 investment base.

* There alo appeass 1o be anather fiew ia the STB's ROl measuse. The STD bases the nurnesster of s roturs
caleulnion on Net Raikrosd Operating lnvome, mken fom Schedule 210 of Porm R-]. Nes Raitsoad Operating
incospe excindes both the inconse frows the loasing of raliroad assets and Joase peymants for Joased railvond
asgets. Insofir as the lewsed ratirosd asaess re inchuded io the denominsece of the ROI mensure, the income

(consineed...)
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Thivd, ROL, Mkz meny short-tors mecamwes, also sulfers from extieme swings as
mailyoad operating margins change over time.*

COST OF CAMITAL. The cost of capitel for the Class 1 milronds is determined by the STB
as the weighted sverage of the costs of dedt (in vasious fbums), prefearad eguity, and common
cquity, wheve the weights ase the radoet values of the verious forms of capital. The STB's cost
of capital measuse also has severad serious Hews.

First, e Boan's aoelysis inappropriately mixes before-tax and sfler-tax costs of debt
snd equity, respectively; given the retomn on suilroad investment is expressed on an affer-tax
busis, then the interest expense component of the weighted cost of capital shovid be adjusted to
reflect the tax deductibility of intarest a8 & matiey of econamic comsistency.

Sacond, the waights used in the cost of cupiial estimetion shovld be based on book
valies of debt , prefered snd cosmnon equity, a0t murket valucs; givea thet mmiet vabees for
the stocks of the railyoads are substentially in excess of their book values, this mis-weighting
results in & sobstantiel overstatemant of the cost of capital for the milronds’.

Third, the STB's estimate of the cost of equity is based on a comstant dividend growth
o stock price mode! (sometimes called the “discounted cash flow” model); the growth
componen is st 5t 10.69 percent. a rate thet is impossibie 0 sustain in perpotulty; in e
economy with sn expecsed inflation rate of sbowt 3 percest, 8 real growth rate of 7.7 percent
wonid eventually result in the railroads overtaking the world.*

C~contimund)

.:-ﬁu(mlhh-q-wwh (homm seoets thal helped pradact opesting incosas) showkd not

* For exumple, Somthern Pacific’s Not Revecuss from Operations fol) froas $224 million 108 negative 521 million
frow 1954 to 1998,

? luis sany 0 25t confhocd on this imae. Most finance sxthooks advecass the calsnision of the weighted cost of
Capita] wsing warket value weighis, o peaseriprion shat is perfectly correst for & 800-regalaind eutity seaking sm
eatimuie of it cost of capital os » hunile mes far eward-deckieg isvesiment declsion-meking. But in n
reguinund retc-astiing contexe, the setwen fs allowsd on the bistoric cost of the not asams (e bae) and is et B
com the costs of debt and equity caphial on ths book valuss of the dels md oquity.

* The growth component was besad on five-yoar earwings per share growih projectiens made by sccurity analysts.
Whille sevesal soudias bave tesizd the reassnshieness of voch projections as indiceters of investnr sxpecutions.
md found them 3 have cxplasmry powss, seguletory ageacies that face zost of capital problems em & repeatod

(comtimendl...)
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Fourth, aithough insignificant in 1995 (only 1.2 percent of intal capital), the cost of
proferred stock was sevencly understatod becamse the cost of Cowsails Serics A ESOP
convertible jusior preferred (the dominant issue of peefesred stock outstanding mnong the Class
I milvonds) was 30t 2 its masket dividend yield of 3.03 peresat; the stock is cloarly selfing on
the basis of its conversion value snd should be temted as common stock with comnon stock
cost. .

If these four chunges sxe mads to the cost of cepita} estimate, the ressit is a reduction in
the weighted anat of capital from 11.7 pescent (as zoporsed in the STP's "Railrosd Cost of
Capital—1995." Ex Parte 523, Juns 5, 1996) 1 10.3 percent. Theo leiter is besod on & cost of
debe of 7.4 percent before tax (s per the STB), an income tax rate of 35 percent, a 12.5 peromnt
cost of equity (STB's estznate was 134 percent) and a 20/71 dedi-to-equity eapinl structure
(based en boek values as reposted in 4dnalysis of Class ! Raliroads, 1995, Associstion of
Ametiomn Railroads, lines 76, 78, 79, 80, 81, 82 and 97)°

Notz thet simply adjusting the ROI © exclude onotime (“special”) charges sad
sdjusting the cost of capital estimeten, as discnssed above, results in e indusery ROK equaling
the estimated industry cost of capital—implying thet, without frther adjustment Sor acquisition
write-ups, the industry is revenue adequate.

(~conthued)
banls hawve cxprassad concerne abowt sole volimnce ok sach shost-term forecaats. See, e, Ouatk Cas
Tossnisios Sysun, 68 FERC, ¥ 61,082, 61,107 (1994), wherels the Fedwal Ensrgy Regulutory Commission
found et "Bve year projections ase et of fiesmesives incorrast, bet merely Mavited f0 300 beiaf a sy period to
smont e raquirsment of the DCT model® Siwilarly, b Wosssing latengue Corspany., Lad., 69 FERC ¥
61,299, 61,922 (1994). the Commisslon found St ths “vecurities’ soalyew’ projeceed growth sats for the next

five yases ... ienplichly ignorsd any posential changes In the gyoweh sute Over the spasialng life of the fioms ...
(snd) s inhexmntly incongionut with the heory of the coastant growth ste DCF model.”

' For he set of soven Chuss 1 raifvonds ased by tha STB 10 colcuias the induswy cost of capital, the debe-to-aqulty
ratie based on makat valuss was estinmsed 10 be 26/34; using a consesvalive 251 composits mankut-o~book

rais for thess radisonds, the book walue debs-in-equity rio wenld e 41/59 and fhe resaltent shantax weighend
com of capital would he 9.3 parcast,

“ 1t should sheo be nowd thet the Board's methodology is fiawed deconss & uses 5 Compary specific sfte-mx
ToIUT) on ivestment mensars thet raliecty the wx SeductiblRy of interast on the spacilic conspamy's debt whik
8 Indestry averags cout of caplinl. §F al) rafivonds Jmd similer capiinl structyses, mich a comperison wonld be
scceptable. But the utiiastion of debt verfes aubsinatislly acroms Class | seilsonds: for exampls, at the end of
1995 Soo Line bad » debi-to-aquity setio of 6739 compared 1w CSX0s 13/87; Grand Trank Weser's squlty was

(continned..)




HL INTERPRETING REVENUE ADEQUACY

There is 50 mesningfl relationship between the STB's messwrs of reveane sdequacy
and the finamcisl well-being of the Class I railvoads.

Fiest, if investors expect that the prices of the seguinted caity sse or will be set so that
the entity will act have the fair opportunity to esmn its cost of capital, then the book walue of its
equity (as the residual capital suppliers) will excoed its mevket vaive."' In the cass of the Class
I sailroads, &1 the end of 1995 maxket-10-book mtios for the 8 publicly-traded railronds ranged
from 2.13 to 3.53 times and averaged 2.53 times.'* This strongly suggests that investors expect
the railroadx t0 e move than the cast of capital in the future.°

It should be noted that some of the divergance between magket values and book values
may be attributable 10 noo-tailrosd asscts which are cmzied on the books at cost but may be
worth substantial surss if snd whem sold (such as meal estaie). For cample, in testimony
sssocinted with iss -acquisition by Union Pacific, Southers Pacific Tamwporiation Company
indicased that it had & roal estate portfiolio wosth about $1 billion."  This tranalmes into sbout
$6.40 per share, 30 thet the rexmaining masket value of the milrosd asscts for SP st the end of
1995 was sbout $17.60 per share, which was 2.59 times book value, Similardy, the masket
prices of these mailrond cosopamies alse reflect non-yeil activities. For example, mfiroad

(. ~continued)
wegutive. Given substantiel vavintions in debe tuliizssion, the aBer<ax weighted vemgs cons of cupital for the
Clans § ralious Js Mialy 1o diffor substantiolly burwoen sallrosds snd using & compesits sversge, even i
calculated convetly, would be nappoeprinte,

¥ Far cxsmpla, If the beok value of the regolued fine's stock it 520 per share mnd the askat expacts the firm 1
cam 10 pascent an &8 bovk valus, then 1he madot value of the sherss will o £16 I the mumket requires & return
om 12.5 pevcant 10 adequately compenete Sor time vales and rid.

" Ses the attachod cxhibit. The bighest ratie was that of Susther Payific, which wee is the midst of 8 merges.
The nex-highcnt mtio was Bineis Conarsi ot 3.34 times. The ratios at 0 end of 1996 (when the high P tatio
is ruplacad by » kigh Conraii ratio) ware, o8 svarags, aseaswht laes, but still well sbove 2 thnes, Weighted
wwerages (wiing squity market values as waighve) weze only slightly lom thas simple mrages.

© This expectation could be achisved by dacrenses in opersting costs a8 well as price inarsssss. Vahue Lins
(Septsmaber 20, 1996) reponts dhat opesating margins (e complemnent of operating 0osts) for the rallvoed
indhesry (st the compury Jovel, which inelde nom-rail activities) have incronsed from 22.6 purcent In 1992 10
26.1 percem in 1995 snd are pradicesd 10 8¢ v 30.1 peroent iu the  1999-208)] time fmne.

" Depesition of Lawwence Yarberry, Chiel Pivncial Officer for Southers Pacific, STB Fiaanes Docket No.

Conmbing Basvumty
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opezsting yevenmes were oaly 46 peroznt of the toial sevesues of CSX for 1995. However,
railvond astivities accounted for 75 parcent of CSX's assets and 79 percent of its total operating
pwofits. Kanass City Southern Industries yecvived a lasge fraction of jts opersting income from
nonesmil activities. Bt all the other Class | mailsoads wese owned by compenies that bad
virtnally al) (85 percent or more) of theic assels and operating revesnes associsted with
taitroading activitics. Thus, it appears that while aon-ruikoading activities and assets could
acconnt for 8 portion of the observed differences between book snd meckst values for
compunies thet own Class I railroads, the very large differences betwoon the observed ratios
and unity canmot bs explaincd on the besis of these non-ral) activities.'

Second, there is e objective evidence from the raiboad companies themselves. If
investmenis in railrond activities are not expected © carn at lanst the cost of capital, then these
firms should not be retnining the carnings they gencruto for their shareholders but sather pay
those camings out ss dividends 30 that sharsholders cem reinyvest (hem clscwhere 10 maks sn
adequete retumn.  In 1995, all of the Class I raikroads, with the sxception of Union Pacific,
rotained (plowed back) more then 60 percest of thelr eamings; Union Pacific retained only 43
pervent. Ovenll, the industry average was 73 percent for 1995 and 67 percent for 1996. This
evidence wpports the contention that the menagements and boards of direcioss of these
companics believed that the investment oppovtumities within the industry were finmcially
attsactive.

Third, the very title of the maagure suggests than if an inedequacy is found, k is
sssocisted with revennes. This may not be the case. While there are clesrly lage yesto-year
changes in the opezating wstio (ratio of operating expenses 1o revennes) in the induaery, there ars
strong pressures to decreass the mtio over time. Some raikroads bave ratios near of below 70
mmmwunmm),mmmmgemmm
(Soo Line mnd GTW). Whea coupled with increases in capital nunover (more efficient use of

® Now-mil sctiviies and asscts migie pull the merket-to-book rtics down. This weuld be the cae if the non-rail
activides wetw aot vsy profitabie. Such is lkely the cose at CSX: in 1995, the vatios of opestiog inceme 0
-nhﬂd“nhﬂyhua*%ﬂ“mlﬂﬂ”m




capital), the result is an expecition of increasing retorng 10 imvested capital even without price

Retorn on Invested Capital = Income/Revennes X Rovenves/Capinal

w Profit Margin x Capital Tasmover

Duxing 1995, the Class 1 milvonds operated ot an afier-tax profit mergin of about 8.9 percent
(13.7 pescent before-tax at & 35 percent tax rs) wnd & capital tupnover yase of 0.73." If the
afiontax merging cun be incressed to, say, 11 percent and capital tanover improved %, sxy,
0.85, thea the after-tax retoen on invessed capital would incresss from the 6.5 percent realized
in 1995 10 935 pereest.  Whils these bumbers we culy illustrative, they do indicate how
relatively small changes can prodoce dresnatic effects, effects that could result in the industry
being deomed more fhes revenus adequste without sy incroases in prices.””  The most recent
Vaine Lins (Docember 20, 1996) states that "[tjhe milronds bave done a good job of Jowersing
their fixed costs over the pest five years, and we think this trend will continne.”

Pourth, these is a clear divergence between the sotion that eight of the eloven Class 1
railroads were revenns inadequate in 1995 and the ability of these firms 1o raise cash and the
willingness of others 1o pay substantially move than book Valne for acquisitions. It is gencrally
believed that if the regulated entity does not bave a fir opportunity 1o enm its cost of capital,
then it will not be sble o attraot new capital o will be able 10 do 30 only at the expense of
cxisting capital suppliers. But the reilroads are active issuers of dedt o finance cquipment
purcheses, aysiem improvements and acquisitions. Those which have debt rated by Moody's
carry investment grades (with the exception of SPRR's seaslor note, mted Bal) end their
outright or aswd stock a3 currency in scquisitions over the past several yesrs.!! Value Line rates

“The AAR 1995 repart indicasss & before-tax profi sargin of 13.58 parcant forall Cless | ralirends.

* The degres 10 which investem ©pect fuprovements o, perhaps, bost be 9000 in the *synorgies® predicted in
rocat scquibtidons. For example., U acquisition price far he stosk of SP was based on synesgies in excess of
3750 million par your pro-izx. See The Wall Serest Jownwl, Decesnber |, 1993, page B10, The joint rilroad
revenues of Souther Pacific and Union Pacliic fn 1993 were $9.54 billion, se that the synargios weuld incresse
the after-inx {3 33 pascant) margin of the combinad compunies by 5.1 pecent.

* Bven Southern Pucific, thought % be smong the most Sineacially week of the Class | rilrunds, was abie 10 301l
stock substantially in cxcess of its book value ks 1993 and 1994,
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the fivsncial sirength of the ssven Class 1 mailwoads it olows froms moderate (B for KCS) w0
strong (A+ for NS).  Standard & Poor's November 30, 1995 Jnisryy Swwvey stated thet
“[a)ithough the industry if falling 10 e its cost of capital as defined by the IOC, it is in facta
pictuse of heakth.”

UP puid $35 per share fior CNW, which had & book value the yesr before the acquisition
of $7; BN peid $20 per shase fie ATSF, which had a book valus of $6.67 per shae the yesr
before its scquisition; UP paid 525 per shere for SP, which had a book vahe of 36.80 per shee
the yesr before its acquisition; and the bidding war for Courail hes pushed its price to $110 per
share, which had & book value of about $32.83 share af the ead of 1995,

NA%, even if all the defects digcussed above wese corresied, the method of mesnwing
meveroe adequacy chosen by the Bomed is flswed.  That is, the Bomrd’s measuze covld sigaal
inadequacy in o given yorr whils, at thet time, the cusrrent revesmes sre entirely adoqume in
terms of providing a reasonsble return on invested capital when judged in the proper comtext.

The best way v Hlusumte this point is to compare ™wo altcrmative cost-of-service
methadologies, both fully compensstory (Le.. although their price pettorns are differont over
time, both sets of prices allow imvestors fall recovery of their investment sod a ressomeble
rotwn thereon): deprocimed oeiginal cost and trended original cest. Under the Deprociated
Original Cost ("DOC") methodalogy, the rase base is the deprecisted origingl cost of the net
assets (assets at cost Jems acounminged depreciation) less accomulated deferred income Wexes
{consistent with Schodule 250) and the retumn on the equity-financed portion of the e base is
set in nomvinal terms (such as the 13.4 percent teed by the STB). As accumulated deprecistion
increases over time and the rate base doclines, the cost-based price of the service daclines, other
cost-of-service components held comstnt.  Under the Trended Original Cost  (“TOC™)
methodology, oaly the real portion of the retum on equity is refiected in current mies; the
inflation component of the retum an equity is defosred until o Jater date. Hence the TOC rase
base iz greater than the DOC rate bass by the sooumulated deferred return babance.'” The TOC

¥ See "Mflstion sad Rets of Retern Regulssion,” Swwart C. Myers, A. Lowrence Kolbe, tad Wiltim B. Tye,
Rusaareh is Trcorupersarion Economics, Vol2, pp. £3-119, 198S. The Pedassl Energy Regulstory Commbsion
uges the Tresded Oviginal Cont methodolegy i i sagniation of ofl pipelines.

L
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methodology pwoduces pricing that stert ot a lower level than thoss under the DOC
methodology, md these cost-based prices dvift upwasd over tinae ruther than dowswerd, as they
wouid sader the DOC mathodology. Henes, if'a regulsted eatity ware pricing its service using
2 TOC-besed pricing schems, in the early years of the life of the mte base (or, move genecally,
during the time win the fiem is adding 1 its asset base), its revemues will appesr “inadequate”
when neeasured agsinst thoss necessary wader & DOC methodology.

The STB's methadalogy is effestively 2 DOC-bused spypwosch to cost of service. Yet, it
is logical that ¢he rilroads should be :ming 8 TOC-bmcd approsch 1o pricing their services over
time (s0 thet prices tend tp rise with inflation). Hanes, it is entirely plausible thet the text
spplied by the Board is ylelding falve-negstive resuls: saibhoad revenuss sppess to be
inadequate, but ave facmally sdequute when judgad sccording to the inter~cmporal schemc
wnder which they are being played out. S
IV. CONCLUSIONS

The requirement that the STB shall annually deteemine the zailroad revermc adequacy
should be put 10 rest. The Boerd's meamye of return 0o isvestmant fir cnch Class 1 mitrond is
franght with short-comings and aeverely short-sighted; and the cost of capital estimase it uses as
s bonckmark agrinst which o judgs adequacy is sovercly flawed as well. Simple messures,
such as market-io-book ratios, rewntion rates and debt retings indicate that the railroads have s
high degres of fissncial integrity and are expected 1o earn retuzns oo the book value of equity
well in excess of their cost of capital. They clearly have no difficulty in palsing capital without
camsing any dihution for existing sharsholdars, Yet all dut three of the sleven Class 1 mailroads:
reviewed by the STB indicate revenue inadequacy. OGiven the fasal flaws ip e STB'S
methodology and the potential mismderstandings thet sesult from its publication, now is the
1ime to remove the substantial burden on both the railroads and STB staff of making the filings
and calculations necessary % produce this uscless aad potentially roisleading statistical
snalysis.
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