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SURFACE TRANSPORTATION BOARD

Finance Docket No. 35506

“ ;", t.

WESTERN COAL TRAFFIC LEAGUE - PETITION FOR DECLARATORY ORDER

OPENING EVIDENCE AND ARGUMENT OF
NATIONAL CORN GROWERS ASSOCIATON

The National Com Growers Association (“NCGA™) hereby submits its opening
evidence and argument in support of the Petition for Declaratory Order filed herein by
Western Coal Traffic League (“WCTL”) and the Board’s Decision and Order served

September 28, 2011.

Founded in 1957, NCGA mpresents‘ approximately 36,000 dues-paying corn growers

and the interests of more than 300,000 farmers who contribute through corn check-off
programs in their States. NCGA and its 48 affiliated State associations and check-off
organizations work together 1o help protect and advance corn growers® interests.

The issues presented in this proceeding potentially affect mamy if not all NCGA
members and the farmers whose interests NCGA seeks to protect who are customers of
BNSF Railway Company (“BNSF”) (and, depending on the manner in which the STB
resolves the issues, perhaps the other U.S. railroads as well), because the Board’s rulings

could affect (1) its jurisdiction over captive rail rates, (2) the Uniform Rail Costing
System (“URCS”) costs of BNSF (and potentially, as precedent, other railroads) it
determines to be appropriate for regulatory purposes, and (3) the methodology by which
it calculates railroad revenue adequacy. The Board's revenue-adequacy methodology in



turn has a direct impact on railroad rates prescribed by the STB in response to shipper
complaints under at least one of its rate-prescription methodologies.

To the extent that the Board prescribes a rail rate as a percentage of the railroad’s
variable costs, as it recently did in a proceeding involving Basin Electric Power
Cooperative (“Basin Electric™), the acquisition premium paid by Berkshire Hathaway,
Inc. for BNSF would, if passed through in whole or in part, directly impact such a
prescribed rate in a manner adverse 10 the rail shipper. Some of NCGA’s members and
the farmers whose interests NCGA attempts to protect are customers of Basin Electric
and would be harmed directly by such an action through higher electricity rates.
Moreover, many other NCGA members and the farmers whose interests NCGA attempts
to protect are customers of other electric cooperatives, public power entities, investor-
owned utilities, or other electricity generators which also are, in turn, customers of BNSF
(or the other railroads who may benefit if the Board’s determination with respect to
BNSF results in a precedent beneficial to those other railroads). Therefore, any decision
to allow all or any portion of the acquisition premium paid by Berkshire Hathaway to be
applied to BNSF’s URCS costs or investment base for revenue-adequacy detcrminations
would have a direct and adverse impact on NCGA and its members and the farmers
whose interests NCGA exists to protect.

In 2010, NCGA had a Report (“Review and Analysis of Com Rail Rates,”
February 2010) prepared by “Informa Economics an Agra Informa Company” on the
impacts on NCGA members of various railroad actions in recent years. The Report
(Section VII, Appendix A, BNSF Railway, at 50-51) demonstrated that some of the

examples of traffic that were studied for purposes of the Report are charged rates in



excess of 180% of variable costs; rates from Iowa, Minnesota, and Nebraska to the
Southwest feed markets in Texas were charged 193%, 193%, and 247% of vartable costs
(higher than the rates prescribed for Basin Electric), respectively. Addition of some of
the Berkshire Hathaway-paid premium to the URCS costs of BNSF may make the traffic
that was being charged 193% of vartable costs no longer subject to the Board’s
jurisdictional threshold of 180% of variable costs, and make the traffic being charged
rates as high as 247% of variable costs appear to be charged signiﬁcaﬁﬂy less than 247%
of variable costs. NCGA would be very concemed if traffic that is now subject to the
Board’s jurisdiction would no longer be subject to that jurisdiction because of the
Berkshire Hathaway-paid premium and if traffic for which rate relief is appropriate
would no longer be entitled to relief as a result of the premium.

With respect to STB determinations of revenue adequacy, if all or any portion of
the Berkshire Hathaway acquisition premium leads to a write-up of BNSF’s investment
base, the B(;ard’s methodology will likely show BNSF to be more “revenue-inadequate”
than in previous years (even though most other observers, including Berkshire Hathaway
itself, believe BNSF has been financially healthy), and therefore, the adjustment applied
under the Board's “three-benchmark” guidelines for determining a maximum reasonable
rate will lead to higher prescribed rates than would otherwise be the case, causing further
harm to NCGA and its members.

Introduction and S of f

WCTL seeks a declaratory order from the STB that BNSF’s URCS costs for 2010
not be adjusted in any amount for the acquisition premium (calculated by WCTL to be at
least $7.625 billion) paid by Berkshire Hathaway when it acquired the remaining shares




of BNSF in 2010 that it did not already own. 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 issue, 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 both the URCS costing issue
raised by WCTL and the “revenue adequacy” issue raised by BNSF.

The NCGA supports WCTL’s position and urges the Board pot to permit any
acquisition premium in BNSF’s URCS costs nor allow the acquisition premium to affect
the Board’s determination of BNSF’s revenue adequacy. The Board clearly has authority
to grant the relief requested by WCTL and deny the relief requested by BNSF, despite
past claims by the railroads that the Board is obliged to use replacement costs to
determine the valuc of railroad assets and must include “write-ups” paid for a railroad or
its assets in the investment base used to determine railroad revenue adequacy. The Board
has rejected the railroads® arguments about use of replacement costs before and should do
so again. Although the Board has in the past 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.

Fundamentally, there is a simple reason that the acquisition premium should not
be included in BNSF’s URCS costs and that it not affect the Board’s revenue adequacy
calculations for BNSF: BNSF did not pay the premium, BNSF should not be permitted

to include in its costs an amount that jt did not pay and the Board should not treat BNSF



as less revenue adequate (or allegedly more “revenue inadequate™) based on a premium
paid by a different entity (Berkshire Hathaway).

Thé implications for rail shippers of the Board’s decision in this proceeding may
be profound. First, captive shippers who have a prescribed rate from the STB, based on
the revenue/variable cost ratio for their traffic (such as Basin Electric, which was held to
be entitled to a prescribed rate from BNSF equal to approximately 240 percent of BNSF’s
variable costs for serving Basin’s Laramie Station’} should not have that prescribed rate
effectively raised by the payment of an acquisition premium. Second, the “jurisdictional
threshold” for the Board’s jurisdiction over captive rail rates should not be effectively
altered by the payment of an acquisition premium; Congress could not have intended to
allow the payer of a premium to effectively oust the Board from jurisdiction over a
portion of the railroad’s rates simply by payment of the premium. Third, a railroad
should not be deemed less revenue-adequate (or allegedly more “revenue-inadequmle)

because another entity decided to pay a premium over book value for the railroad.

“revenue inadequacy.” Indeed, the fact that Berkshire Hathaway made a “bet on

America” by buying all of BNSF is the best possible evidence of its revenue adequacy, as
Berkshire Hathaway's letter to stockholders in February 2011 demonstrates.

Finally, the Board’s practice in recent merger and acquisition proceedings, such
as the Union Pacific-Southern Pacific merger and the Conrail acquisition proceeding, to

allow significant “write-ups” in URCS costs and investment bases for revenue-adequacy

STB Docket No. 42088(served Feb. 18, 2009), slip op. at 2, af’d in
in part sub nom, BNSF Railway v. STB, 604 F.3d 602, 613 (D.C. Cir. 2010).




calculations due to payment of merger or acquisition premiums, could only encourage
railroads to pay more such premiums. This is bad public policy, because it encourages
acquisitions and mergers without regard to whether the customers and the public actually
benefit from such transactions. Other regulatory agencics cither do not allow such
“write-ups,” or do so only if the regulated entity demonstrates with certainty (such as
through rate reductions) that customers will benefit from the payment of the premium.
The failure of both the ICC and the STB to ensure customer protection when premiums
were paid leads to the “fatal circularity™ (as the late Professor Alfred E. Kahn referred to
it) that leading economists and regulatory experts warn against.

Argument

L

THE BOARD HAS ALL NECESSARY AUTHORITY TO GRANT THE RELIEF
REQUESTED BY WCTL AND TO DENY THE RELIEF REQUESTED BY BNSF.

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 to determine what the proper amount is to assign to railroad property or other
“investments” for purposes of the Board’s “Return on Investment” (“ROI”) calculation
used to determine railroad revenue adequacy. Yet, the railroads have argued in the past
that the Board and its statutory predecessor, the Interstate Commerce Commission
(*ICC™) must adhere to the supposed requirement of GAAP accounting? and the findings

of the Railroad Accounting Principles Board (“RAPB™) to allow acquisition premiums to

249U.8.C. §11161.



be passed through into the investment bases of the railroads.’ The railroads are not
correct.
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 5 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 besis for doing so). °
Similarly, the Board has ample authority to determing the appropriate valuation of
“railroad property for purposes of its ROI calculation used to determine if a railroad is

earning adequate revenues. In Standards for Rai

3 E.g., May 23, 2011 “Reply of BNSF Railway Company” (at 2-6).

894, 906 (1989),1989 ICC LEXIS 263.

S49US.C. § 11161; see, e.g, Farmers Union Cent. Exch. v, FERC, 584 F.2d 408, 418
(D.C. Cir. 1978) (“After all, it is rates, not bookkeeping, that the statute requires to be
reasonable and there is no assurance . . .that reasonable accounting measures translate
automatically into reasonable rates.”).

¢ Under 49 U.S.C. § 10707(d)(1)(B), with respect to the calculation of the jurisdictional
threshold in any particular rate proceeding, the Board is required to use “unadjusted

costs, calculated using the Uniform Rail Costing System cost finding methodology...,”
but “with adjustments specified by the Board.” Therefore, in yet another context,
Congress made it clear that the STB has authority to make appropriate adjustments to
what the railroads claim that the URCS methodology otherwise requires. .



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, stating: “In sum, the issue of the appropriate
valuation of land defies a practical solution.” It also stated that it could not perform
valuation studies of railroad property, which would in any event be out of date by the
time the valuation process concluded and subject to wildly varying opinions about the
valuaticns:

“Revaluation of road properties as contemplated by the AAR was
previously considered and rejected by the Commission in 1976. As concluded
then [citing Ex Parte No. 271, Net Investment - Railroad Rate Base & Rate of
Return, 345 1.C.C., 1492, 1516-1517 (1976).]):

‘To properly value railroad property which has depreciated, as well
as property which has appreciated, would require valuation studies of the
kind undertaken by the Commission in the 1920's. Such studies . . . are not
practical. They are out of date when completed, not to mention extremely
expensive and subject to wildly varying opinions on value.’

We reaffirm this earlier view. A complete revaluation of the railroads’ investment

base is beyond our foreseeable resources and would, in any case, be of

questionable validity.”

More recently, the Association of American Railroads (“AAR”) tried again to
have the Board use replacement cost, rather than historic or book value, to determine
revenue adequacy or inadequacy. The Board again rejected the AAR Petition, without

even commencing a declaratory proceeding, on the same practicality and questionable-

validity grounds as before.®

73 L.C.C.2d at 272-73; 1986 ICC LEXIS at 43.

A ssociation of American Railroads i g ining
Railroad Revenue Adequacy, Ex Pa:te No. 679, scrvcd Oct 24, 2008, slip op. at 5-7.



Of particular note, the STB stated in its recent Ex Parte No. 679 decision rejecting
the railroads’ replacement-cost Petition that, in the 1980s, “[tJhree different federal
agencies have 'already carefully examined the issue of whether and how to use a
replacement-cost approach in the revenue adequacy calculation.” After explaining the
three fundamental problems with such an approach — (1) the need to estimate the current
replacement costs of railroad assets, (2) the need to estimate the “real” cost of capital to
avoid double-counting the effects of inflation, and (3) the need to identify rail assets that
would not need to be replaced once they had been fully depreciated — the Board stated
that “GAO and the RAPB reviewed the same issue, agreed that using a replacement-cost
approach instead of a historical-cost approach would be impractical, and echoed the
ICC’s conclusion that there was no feasible way to identify and revalue those assets that
would not be replaced.”'®

So, it is crystal-clear that the Board has the guthority to use historic or book
values, without “write-ups” for acquisition premiums, for the railroads’ assets, in
calculating their URCS costs and in calculating their “investment bases” that are an
essential part of the Board’s ROI calculations performed in the annual revenue adequacy

calculations for the Class I railroads.!!

9Id,slip op. at 5.

10 Id

" See also, Association of American Railroads v, ICC, 978 F.2d 737, 74043 (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 needs of the railroads). The controlling principles are that regulatory
agencies get deference with respect to their determination of the most appropriate

10



1L

THE BOARD SHOULD GRANT THE RELIEF SOUGHT BY WCTIL. AND DENY
THE RELIEF SOUGHT BY BNSF.

NCGA respectfully urges the Board to use its full authority to prevent the pass-
through to captive customers of the multi-billion dollar acquisition premium brought
about by Berkshire Hathaway’s acquisition of BNSF in 2010.

In his recent 2010 Annual Report, Berkshire Chairman Warren Buffet stated that
BNSF’s 2010 returns were so impressive that BNSF was able to “replenish” over $22
billion in cash Berkshirc paid for BNSF with the deal “increase[ing] Berkshire’s ‘normal’
earning power by nearly 40% pre-tax and by well over 30% after-tax.” Berkshire
Hathaway Inc, 2010 Chairman’s Letter to Sharcholders (Feb. 26, 2011). BNSF now
apparently wants more. We understand (from the expert testimony accompanying
WCTL’s Petition) that BNSF’s Annual “R-1" report includes a massive $7,625,000,000
asset premium write-up that BNSF seeks to include in the rate base. This write-up
would, if BNSF has its way, also be included in the Board’s costing systems used to
develop BNSF variable costs and the Board’s “jurisdictional threshold,” establish

prescribed maximum rates for captive shippers, and determine railroad revenue adequacy.

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 (1) by preventing the “writing up” of
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 (2) by
determining that a railroad does not need to earn a return on an acquisition premium,
particularly onc paid by another unregulated entity.

In the Union Pacific-Southern Pacific merger and in the Conrail acquisition
proceedings, the STB allowed write-ups of assets acquired by one railroad from another
on the basis of their assumption that such transactions would improve efficiency 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 tHathaway.

11



First, it is critical that the STB not permit any adjustment in BNSF’s URCS
variable costs used to determine the Board’s 180 percent-of-variable-cost “jurisdictional
threshold™ in 49 U.S.C § 10707(d)(1)(A) that defines the Board’s jurisdiction over
raitroad rates. There are many rail rates over 180 percent of variable costs, but not
necessarily a great deal over 180 percent of variable costs, that would effectively be
below the Board’s jurisdictional threshold if the acquisition premium paid for BNSF by
Berkshire Hathaway for BNSF is treated as increasing BNSF’s URCS varisble costs.!? If
the Board were to allow the Berkshire Hathaway acquisition premium to increase
BNSF’s URCS variable costs, it would effectively allow the regulated entity — BNSF — to
deregulate a substantial part of its traffic. Ironically, the higher the arbitrary premium
paid, the more traffic effectively would be deregulated: traffic that would be vulnerable to
substantial rate increases that the Board would be powerless to prevent. Congress simply
could not have intended to allow a major railroad to play the proverbial “fox that guards
the chicken coop” by determining its own variable costs, and thercfore determining the
Jurisdictional threshold or floor on the Board’s regulatory authority over that railroad’s
m.ll

NCGA and its members, and other shippers and shipper interests, fear that what

12 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 STB'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 20 percent, to $21.60/ton (because $21.60 divided by $12.00
is 180 percent) before Board jurisdiction would apply to the rate.

13 See, e.g., 49 U.S.C. § 10707(d)(1)(B) (allowing the Board to make appropriate
adjustments to URCS costs for purposes of the jurisdictional threshold).

12



BNSF is really engaged in here is a transparent attempt to turn “cost-based” ratemaking
into “deal-based” ratemaking, allowing Berkshire Hathaway to profit from significant
rate increases without fear of review by the Board. While merger and acquisition
premiums are precluded by general rule from being included in the rate base in other

regulated industrics as a means of consumer protection,’* BNSF is clearly attempting to

14 See, e.g., Startrans I0 LLC, 130 FERC Y 61,209 (2010) at 61,924 (citing FERC
decisions requiring evidence of tangible, concrete and specific demonstration of benefits
to customers to justify writc-up of assct valucs duc to acquisition premium); Rio Grande
Pipeline Co. v. FERC, 178 F.3d 533, 541 (D.C. Cir. 1999)(“As noted above, normally
when a 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).

After the UP-SP merger, Professors Kahn and Hass provided counsel for NCGA with
a Statement and Report, respectively, which explain why acquisition premiums should
not be included in asset values, notwithstanding the Board’s policy at the time. See
Attachment A. In his Statement (at 3), Professor Kahn explaincd that acquisition
premiums must not be applied to asset valuations in either the process of setting rates or
determining revenue adequacy, or else a “fatal circularity” results:

“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 axtomatic
that thosc 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 market value of the assets which must be
based in turn on the expected prices.

“It would similarly evisccrate 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

13



exploit loopholes here and impose unwarranted acquisition “costs” 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 NCGA members and the
farmers whose interests NCGA represents would be adversely impacted by this premium,
if it is permitted to be included in the rate base. American businesses and consumers are
already feeling the effect of high prices on commodities in the current economic
environment. Allowing acquisition premiums to be included in BNSF’s rate base would
make the situation even worse, to the detriment of the nation's economy.

We would also note that the purchase of BN 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. While we do not believe the Board or the ICC acted properly in
those proceedings either, it is worth noting that the justification cited in most of those
proceedings does not apply to this proceeding. 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 a railroad. In tl;ose
cases, the Board or the ICC bad to determine whether to allow the transaction and found
that the inclusion of the acquisition premium was justified by the un-quantified
“efficiencies” resulting ﬁ'om‘the merger or acquisition. In the case of BNSF’s acquisition
by Berkshire Hathaway, of course, a financial entity paid a premium to purchase BN

“lock, stock and barrel” without review of the transaction by the Board. There were no

original cost and those inflated valuations would then automatically be translated
into correspondingly inflated revenue or return targets for subsequent revenue
adequacy calculations.”

14




efficicncics that resulted from the merger of two railroad companies.'®

Eleven United States Senators have recently written the Board urging it to take
appropriate action to address this matter. WCTL has requested that the Board block
BNSF from subjecting rail consumers to this asset-premium write-up of at least $7.625
billion. (NCGA relies on WCTL’s expert witness Crowley’s calculation of the amount of
the premium). We fully support this request and respectfully request that the Board
promptly take all appropriate actions to deny the BNSF attempts to burden consumers
with any part of its acquisition premium.

Finally, the relief sought by BNSF — to write-up asset valuations in revenue-
adequacy calculations to account for acquisition premiums — was essentially denied by
the Board already, just three years ago, in Ex Parte No. 679.! The merits were so clear
there, that the Board declined AAR’s petition for declaratory order without even
commencing a declaratory proceeding. The Board should reach the same conclusion
with respect to BNSF’s request to include the acquisition premium in its “investment”

base for purposes of the Board’s annual determinations of BNSF’s revenue adequacy.

¥ The ICC apparently permitted write-up of C&NW when it was acquired by Blackstone
Group. So far as we are aware, no one objected to that action, so the treatment of the
premium in 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, as it should. There is simply no conceivable reason why a premium paid
by a non-regulated entity should be treated as a cost incurred by the regulated entity.

16 Assocjation of American Railroads — Petition Regarding Methodology for Determining
Railroad Revenue Adequacy, Ex Parte No. 679, served Oct. 24, 2008, slip op. at 5-7.
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Conclusion
For the foregoing reasons, and those stated by WCTL in its Petition filed herein,
the Board should (1) grant the relief sought by WCTL, and (2) deny the relief sought by
BNSF. Specifically, the Board should ensure that the assets of BNSF are not increased 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.

Respectfully submitted,
Rerbart-F. Y M"‘

Robert G. Szabo

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

Attomeys for National Corn
Association

October 28, 2011

16




CERTIFICATE OF SERVICE
1 hereby certify that | have served, this 28 day of October, 2011, a copy of the
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Docket No. 35506.

Stuart C. Hall
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STATEMENT OF PROFRESOR ALFRED E. KARN'
ON RARROAD REVENUE ADEQUACY STANDARDS

‘The stmched saslyyis by Prafhsser Jesoumne E. Hase of the methods by which the Surfice
Trawportetion Bossd ("STB") determines whether fndividusl sallsonds e or se a0t “revenus
adoquate™ snd of the resalts it peoduces dezsonsinate, inconiestebly in sy viow, that

o themethod itsolf is totally discyedieed;

s jts flwem are icremediable, snd .

o suy stimgt at this stage to dovise an aliernative method wonld not only be costly bus
would serve 00 veafhl paposs.

In thess chommstnces, it is my considessd opinicn that STB's entire exorcise o
detanmine fhe adoquacy of raitroad sevennes shouid be shandoned.?

L The method is diacredited, quite aimply, by the nonsensical nesults it produces.
The cove of the goonomic concept of revesns adequacy is a3 8 test of the ability of a compeny
%0 raise eapital to wadertske anty and all coonomically jostifieble investmaents. To this srictly
economic criterion might ergusbly be attached the additionsl taditions] reguistory condition
that the company be able to maise that capitel withont diuting the equity of it existing
shaxahokian’ - '

This critegion tanelstes into the requisensent fhat prescet bolders as well as foture
purchasess of the company’s stock must soe » reasonsbie prospect that it will cesn a retwrn ot

leoat aquivalent 1o the cost of capital on the totaliity of the net book valne of its investments or
aamets.

'mmmmwwmmmmwm
Natiowsl Economic Resserch Associstes Ing.

? insofis o the STD yndunskes swosl rovenns adequacy soviews I oeder to mast the requinments of Section

205 of the Ruilroad Revinlisstion snd Reguintovy Reform Act of 1976, adoption of sy recommendation would
roquirs lagivintive action.

® Ses the demonstration I my The Broncmics of Reguiosion tas 8 company may be sble © raiss caphal for sl
cificiont foire lovestmants, int culy 5t the axpanss of such dijmion, whes i i» ciher able or permined by s
regalences 10 etrn (ncve jueciesly, bocmue fitars isvencrs et & to be adle 0 sse) something leas tham the
cum of capltal on the tomlity of s evesmeuts (Vol. 1, pp. 46-47).




There is a simple market mepaure of whether that requissnent is or is net being mes—
Meely, the velstionship butween e masket value of the company s stock—ihe pxice that new
purchasers sse willing pay for it and ot which axisting shapcholiors willingly costinue to held
it—and its net book valne. I thet matio is equal 10 or greater thes wmity—ihat is, if the mexiost
value equals or exceeds aet book value—éhat moans thet investons collectively expect casnings
on invested capital 10 exceed the oot of capital.

In its revenne adequacy dewermication fof 1955, @ STB found thet 8 of the 21 Class ]
railsoade were “revenue isadequate.” Hero awe the market to book retios at the end of 1995 and
1996 far the six Class I milronds in the Jsvesms inadeguate group thas ase publicly taded:

RAILRQAD 1995 MARKET-TO- 1996 MARKET-TO-
RODK RATIO BOOX RATIO
AT &SF . 232 (a) 230 ()
Burliagiva Northern 232(s) 2.30(s)
Cormuil 213 281
CSX Tusaportation 226 158
Kanss Clty Scuthein 260 R %
Southem Pacific 2.53 _ 2.130)

(=) DN mad ATASF wars merged during 1995; mtios are for BNSF.
(b) SP was merged in 1996 with UP; ratio for 1996 is UP mtio.

Observe thet in every case the rasket/dook retio is well in sxcess of wnity: tie Jowest matio is
1.88, the average is 241 and this medisn 2.30

I find this comparison definitive. Clessly invesson collecively expect the prices these
sompeics can be expected %o be able 10 chasge and the volvme of xminess they can be
expected.to attruct will be far mere than sufficient to produce s retwrs in eucess of the coms of
capital—and ars therefore willing 10 make capital svailable 10 them on tenns thet involve no
dilution of existing sharcholders” equity.! While it could be argued thet the observed devistions

* The willingoess of Biee raiivends 10 plow back eamnings rather sShen pay thow out ss dividends farther cooburutes
Oils conshuion. Singe they are not subject to an obligntion 10 serve, & wonld be ivational for them w veisvest

(rontiomed...)
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betwoen market prices aad book values are 10 at Jeast some axzent ativitmstable 10 nop-railroad
assets and opecations. K is highly wollicaly that these very high ratios con beo eatisely explsined
by those opesstions, a3 Professor Haas explains.

I The force of this evidence is magnified by the considesation, also adduced by
Professor Hase, that the et book valus of the agsets of these companics has been inflated a3 2
mmult of acquisitions sed/or sesgers.  Whenover and whemver the net book value of &
compmy’s stock or assets bas served a8 the hasis for determining its pesmissible setnen for
reguisiory parposce—ak it is in the STR's evenms adeqoacy calcnlatiove—its is axiossatic that
those bock valnes must be based on the criginal cont of the assets. As the U.S. Supreme Court
hes recogaized, 1o incorporate masket-vaius-based write-ups in the mis buge 10 which the
allowabie rate of retuen is applied in decermining & regulated company’s revenno requirensents
or eatithments—which ia tun detenmine its allowable prices—is 1o intraduce a futad eivcularity
jnto the process: allowsbis prices aw set oa the basis of the market valve of sssets which mest
be besed it tum on the expected priows.

1t would similasly eviscesste the sogulatory paocess if the net book vaine that serves a8
the investrnent bese in thess revenme adequacy calculations were not the ariginal cost of the
assets when they were first constructed or soquired but the prices ot which fhay ware
subseqnently vaload in or es the reswlt of asset tmsfers, mergers or acquisitions. To permit
mtes (or calculations of reveone sdequacy) %o be besed on the prcss of thoss subsequont
tansfies would be #0 permit easy evasion of regulation: the assets could be tmnsferved o prices
infisted above net original cost end those infleted valmations would then amiometically be
transisted into cormespondingly Inflated revenue or retwm tergets for swbsequent reveoue
adequacy calculations.

(. continnnd)

setaingd exrnings In this way if they did mot expect the favemmenss ™ samn lﬁﬂﬂl—- For 1995 ed
1996, te avernge volention rees [for thess “non-mvenue-adequaie™ carriess?] were 80 and 76 pescym,
Tespecively, wilh the lowest being 65 porcat (Coneall s 1996)

-
-
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Yet, s Professor Hiass points ow, this is exactly what bas happened in the present
instsnce: the ssset winations swtalled by the numerony mergess, acquisitions, consolidetions
and reorganizations of railzoads since 1980 bave found their way o the book valses on the
besis of which the roverme adeqguecy sssessments bave continued to be made—in a seif-
Justifying cycle of wpward valustions of assets and correspondingly incveasod net revenwes
required for revenne adequacy.

1 esphesize that tis flaw is in sddition 10 the—uirendy decisive~—secord of prevailing
magket to book ratios fir in excess of wnity: the matios wounld presumsbly be even higher if the
denominstons reflected the trow (depreciated) original scquisition costs of the companies® assets

ratber than the prices at which they have been trapeferred 1o other railvaads or new merviving
cuthics.

IL.  Not only would an srcheclogical endesvor by the STB 10 redetermins the trus
ariginal costs for the milroads (Ist slone yemedy alf the other deficiencies in the STB"s methods
@t Professor Hass idersifies) be somewhecs between extremely difficuk and impossidle. The
final decisive considerssion is thet it would serve 0o mafnl pgposs. The continuing effort to
839038 revonue adequacy is a vestigial casryover from the e of thosoughgoing regnlation of the
nilronds, publio-utility-style. But the milrosds have been doregulsted for msove than 16 years,
With moss rail traffic moving tnder coutract or eeezyt five regulstion, the only remaining
regulation is of the rtes they charge captive shippers. The cxiling applied by the agency in
overy major rate case (uring the past dowen years in fulilimens of that reaponsibility—smod-
alope cost—makes 10 s of revenue adequacy determinations; and | am informed that theve
arc 1o recommendations, by cither shippers or carriers, that the stand-slone cost ceilings be
modified either upward or downward on the basis of those detesminations.

In qm, the presem method of desermining reveame adequacy produces rosulty tosally
discreditad by the uitimate test—the behavior of investors and financial markess: it incosporates
a fatal circularity; and it serves no purpose sach as mighs jusify the forbidding effort %0 comrect
those defects. | is time to give the execise the burial—decent or othexwise—that it has richly
camed.

[T




Anﬁmmwmllnmmthonﬁ: STB'S
ANNUAL RAILROAD REVENUE ADEQUACY DETERMINATION
Jevomne E. Hage'

L INTRODUCTION

Price reguistion of coummerce s called for in sinvations whase workable competition
{existing or potertial) is deemed inaffoctive. Traditional ruguistion relied oo the principle that
regulation should ewwlaie that which would ocow Jn & competitive mezket—where pricos we
costbaped. Temditional reguistion thus allows the regulsted entity 1o chargs pricss thet are no
goater than the pradest casts incamed in providing the good or serviee in question.

An insportant elemant of the cest of service is the retwn allowed on invested capital. As
miiouleted in the fumons Supreme Coumrt Hops and Bliosfiald casce, the setum on invested
capital muet be safficient 1o allow the reguiated entity to sttract and resin the capitel necessary
to provide adequate servics. This gives rise 10 the measuye called the cost of capltal ead the
couxt mendate thet a regulaed emity must have revennes sufficient to cover aot ouly opwnting
costs but aliso allow the cnterpeiss the fhir opportonity 10 tum its cost of iuvestod capital.

Under the Railroad Revitalization sad Raguistory Reform Act of 19785, the lotersints
Comnerce Commission (JCC”) was charged wih the respomibility to develop and
promuigaie railsoed revenne adequacy standards. With the passage of the Staggers Rail Act of
1980, full reguistion of milroad prices and segvice beeame hissory. But there ase stil} selocted
situstions which call for raitrond mguistion and & sppears that findings vegarding mikoad
Tevenue adequacy play sn insportans role i scme aspects of that regoistion?  While Congsess
abolished the }0C at the end of 1995, its successor, the Surface Transportation Beard ("ETB" or
"Bourd"™), was given the responsibility of continging te delermine whether railronds sre revenue
sdaquate.

’ mumcmwmmmamwmu
Speciel Consakaz, National Boonamic Remmch Associates.

2 R is sppurently comaon for the tailrosds $0 rafar 10 the fact that the majorhty of Clase § salioads ) the ST

TOVENUS 850qRu0Y 23t in cases whers the Board hes jerisdicelon, botk Biose imvoiving omiblc rate reductions
and other contexss (such as mergers :d lne crvssings).
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The purpoee of this report is %0 cxamine the reasonsbleness of the meamwe naed by the
STB  detesmine railvoed yevenme adequacy. As demonstzstex! befow, the messtye wed by the
STB is fuBy fowed md is cloly giving crroneous signals.  Given thee the flaws are aot
caaily semedied, that the railyoads arc fnsncially very healthy, and that thers is no mesningfisl
reguistory mls for revenne adequacy determinstions 0 play, it is thoe 0 abolish the
requirement for this arcane and mesningless exescise.

I MEASURING REVENUR ADRQUACY

The applicstion of the principle of allowing a regalated entity the opporunity 1o exmn
the cost of capital 00 s investad cupital spposss 1 be Saight-forward and gives riae 10 the
notion of revenue adequacy. As pmacticed by the STB, rovemue adecquacy is the simple
determination as 10 whether & railroad's most yecent yenr's reventies produced opersting income
(revenmes loss opersting costs) thet resubted in earning & rettyn on invested capital o least
grest as its cost of capita). In meking this comparison, the STB first determines the railroad
industry's cost of capital (which it cetimated 10 be 11.7 pescent for 1995) snd then compayes the
rates of return ewrned on invested capital by each of the Class I saiiroads 10 that cost of capital
in order to judge whether these railroads se "revezme adequate,” whese 3 railroad's reverms is
deemed adequate if ts rate of retirn 0 average invested capital equals or exoeeds the estimmted
cost of capital for the industry.

RETURN ON INVESTMENT. The STB's measure of the rate of rotoen on invested capltal is
the ratio of after-4ax income from railroad operstions to capital ovested in railroad assets (the
avers@e of railroad assets , including working capital, less accumulmed deferred income taxes).
The STB’s mensure of rte of rewn on invested capital, which it calls "Retarn on Investment®
or "ROL," is seriowsly flawed for a oumber of rensons.

First, the Rumerator includes one-tirae "specin charges® thas caa materially alter the
reposted ROL The Associmion of Ameriesn Railroads ("AAR”) reported that during 1995
scven Class | milroads recorded special charges witaling $1.742 billion on a pre-tax basis.
Analysiz of Claxs I Railroads. 1995, p. 4. On an after-tax basis ($1.132 billion using & 35% tax
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7ae), the ovessll sctarn on capited for the industry would inczesse frem 7.7 1 10.3 percent i€
these speciel charges weve not considered?’

Seesad, there we problecss with the denominesor of the STH's ROI measure because of
the book accownting trestmesnt of mergers in the industry. While major mesgers, such as
ATSF/BN and SPIUP get lots of stiention, sualler scalo acquisitions taks place all the time
{such as BN's acquisition of Washington Central, IC's purchase of OCP Holdings and KCS's
soquisition of MidSouth Corpagation sad its puschase of 49 percent of (he sheres of Miexanil,
whinh owns Tex-Mex). These acquisitions or mesgers ace ummlly mude at premiven prices over
the book values of the underlying sssets. To the cxtext that the intangibie value puid is
reficeted in the subscquent value of mailroad assets, the denominator of the STB's messure of
retrn on investment oo longer sefioets depreciated original cost and the notion of euning &
reasonable seturs on cost is Joet*

The Sew actuslly crestes & problem with the numerator 38 well—becauss the intangible
assets created by the acquisition ave subeequently ssnortized, reducing the operating income.
(similar to deprocistion cxpenses). Hence the overall effect of the accousting fbr acquisitions at
prices in excess of book values is 10 increass the desominator and reduce the someratos of the
ROI meaguse in subsequont years.?

} i recent STB fillng reguniing “bottiemsck” lwnsy, Junas N. Hollar noted in his Verificd Susmant ts tho
taova) of these cus-thne charges In cvder to refioct mere Svadamentad profivebility resulted In the RO of
individual rafivends inevansing fom 0.4 pevcsnt @0 61.1 pescent.  For sxmuple, e combined BNSF ROS wosld

. incvessy from 5.0 percant 10 9.7 paresst if the sxpeuses of $73S millien associsted with “murper, sovessnos mnd

et chenges® wers yamoved fom the nemarator of the 0T calewimion (on on aftar4x besis).

¢ The exient w which boak valuey Inomuse tirongh this peoosss is uakzown. In 1994, UP and CNW reposted Net
Road sud Bquipeasst valves of 39. 14 mad $1.413 billien, sespectively, sad $10.53 bitlion s wml. In 1995,
e e soguiahion was complace, the combined UP/CNW reported Nt Road and Bauipenent of £13.92 billion,
for 2 oasuposite incsaane of nearly £3 hillion i Net Road wnd Egpipment. UPs asquisition of the 70 pescent of
CNW that & did not aiveady own was Sor sbont $3.2 bilfion, which was abont 81 billion mewe thew its book
vaine. The sxmnt to which the $1 billien is reflscted in the §3 billion increast s unclonr. Hallar (aee . 3)
Topaves thet the acquisition of 37 by BN sasulind In & “write-ap” of £2.8 billion in I {nvestnent dess and Ghet
UP's scquisition of SP will sesolt in & write-up in 1996 of 2.9 billion jn SPs Investeent bese.

* There 2o appeass 10 be mnctber flaw in the ST ROL e, The STS beses he mancester of its remwn
caleuintion om Net Ralireed Opersting Snoume, taken from Schadule 210 of Form R-1. Net Ralirond Opersting
Income exeludes both the income flum the leasing of ralirond nesets snd lease paymeats for Jeased raileoad
ansts. Insofirss the leased rallrond assexs re inchuid io the denowminstor of the RO measmre, Gie income

(eonsinued...)
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Third, ROL, 5kt meny short-derm mesmures, also suffies from oxteemae swings as
wmilyosd oparating mergins change oves time ¢

COST OF CAPITAL. The cost of capital for the Class 1 milronds is demrmined by the STB
a3 the weighted svarage of the costs of debit (in vasious forms), prefesred equity, snd common
oquity, where the weights are the maket values of the various forms of capital. The STB's cost
of capital measure aleo has acveral serious faws.

Firsl, the Board's anelysie inapproprisialy minos before-tax and after-tax costs of debt
and equity, respectively; given the rettxn on mailroad iwvestment is expressed om an sfler-tax
basis, then the interest expense component of the weighted cost of capital should be adjusted to
reflect the tax deductibility of intarest a8 & mattes of sconorsic comsistency.

Becond, the weights used in the cost of capimal estimation should be bassd on book
values of debt , profisred and common equity, not merket values; given that market values for
the stocks of the raiboads xre substntially in excess of thelr book values, this mis-weighting
results in & substential overstatcment of the cost of capital for the milronds’,

Third, the STB' sstimate of the cost of aquity is based on a constant dividend growth
mate stock price model (sometimes called the “dscounted cosh flow” model); the growth
componesnt is sot st 10.69 percant, 2 rate thet is impossible to mutsin in perpotuity; in an
economy with sn expeceed inflstion rate of shout 3 percent, & real growth rate of 7.7 percent
would eventusily result in the raitroads overtaking the workd *

(..continspd)
:-ﬁun(-dhh-q-wwll thoso 230t thal heipad pradine: opsrsting Incomno) should not

¢ For manspls, Southem Pacific's Net Ravecuss Som Opesacions ) from 5224 million to » negaive 531 million
Hom 1994 % 1998,

? Rtia sesy w g9t confhsed on his imme. Most finemce wxtbooks sdvesas the calculition of the woighted cest of
capiial using market valuc weights, & prasorigtion shet is parfestly coyrest (or & aet-regulated eatity ssaking an
sstimate of its c0st of capital 88 » bardie rete for Sorward-lockieg investment decition-taaking. But in 8
reguiniod rew-setting context, the reiurn is allowed an the historkc cost of the Nt asaets (sats bega) and is set 90
e the coats of debt and equity caphal on the boak vaines of the dobt snd cquity.

* The growh somponcat was hansd on five-yesr earnings ey share growih prejections mads by secarity snalysts.
While sevess! stadies bawe testcdd the reasonsbleness of such projections = indiestors of investor sxpactations

dhﬂhhmmm.wmuhmﬁwwbnuaupﬁ
(continnad..)
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Fourth, althongh insignificant in 1995 (only 1.2 percens of total capital)), the cost of
polorzod stock wes spvercly understaed becamse the cost of Comeil's Serics A ESOP
cowvertible Jumlor peefirred (the dominent fsgue of peefiered sock outstanding smong the Class
[ milronds) was set at ity ket dividend yicld of 3.03 perosnt; the stock is clcmly selling on
the basis of its conversion value and should be treated as conanon stock with comenon stock
cost. .

I these four changos are mude 10 the cost of capiital esthmate, She resel: is a reduction in
the weighned cost of expital from 11.7 percent (as reported in the STB's "Railroad Cost of
Capital-—1993," Ex Puxts 523, Juma §, 1956) 90 10.3 percent.  The latter is basod on & cost of
dobt of 7.4 pevcent beforetax (as per the STH), mn income tax rate of 35 percent, a 12.5 porcent
cost of squity (STB's astimass wes 13.4 percent) and a 25/71 debi-io-equity capital siructare
(basdd om book valves s reporind in Aneely of Clazs ! Railroads, 1995, Associstion of
Amerfcan Reilronds, lincs 76, 78, 79, 80, 81, 82 and 97)°

Notz thet simply adjusting the ROI o exciude ono-time (“special”) chacges and
sdjusting the cost of capitsl estimates, a3 discussed above, results in the industry ROE oqualing
the extimened industry cost of capital—implying that, without frther adjustment for aoquisition
write-ups, the industry Is sevenne adequate.”®

. (~bonthmed)

banls have xpressed cosvans shout sels wllanee en sneh short-term forscants. See, ¢.g, Ok Gen
Jemminis Svess, 68 PERC, ¥ 61,082, £1,107 (1994), wherein the Federal Brargy Reguiniory Comnission
found thut “five yer prajestions ase 3ot of themuslves inservest, but mevcly Makted 10 S0s nfef e thas peried to
mawt the coquirempnt of tha DCF mndel” Similerly, in Weoming lotersete Cospany. Lid, 69 FERC T
61,255, 61,922 (199M), e Commimion found thet the “securities’ snslyan’ projectad growth eats for the nesd
five yours ... inglichily igoosed any poscsaia) changes fa the growth rte over S ramslaing life of the finm ...
(nd) fs inhevently incomslstust with the theory of the constunt growi nss DCF model ™

* Forthe sst of seveo Clase 1 eiivands used by s STD to calculam the industry cost of caplial, the debt-t0-oquity
stio based on ket values was snlmetad 0 de 26/774; asing 8 conscrvative 2] compeniis sarket-to-book

wtio Sorthens salierads, fhe book valup debe-to-equity satfo would be 41/39 and the resmiiast afletmx weighted
coss of capisnl wondd be 9.3 pavcent.

1t should eleo be notod et the Board's methodolegy Is Mawad becanss & uss s company-sposific after-tax
2028 on fnvestmenst mesms thet seflects the wx deductibility of ntarest oo the specific company’s et whb
n induswy averags cot of capiial. If'all salirondss had slusiier eapita} stasctores, such 2 comparieon wonld be
atuepinble. But the utiiistion of dels vesies anbemmsially acvoes Clans I nilroads: fir example, ot tho end of
1995 Soo Ling had o debe-i-equity sutio of 6233 compared 19 CSXs 13/57; Graad Trunk Western's squity was

(continwed..)
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1L INTERPRETING REVENUR ADRQUACY

There is 10 mesningfil relstionslsp betwom the STR's menswre of sovesne adequacy
and the finmncial well-being of the Class ! railsonds.

Fiwst, if investors expect that the prices of the regulsted ontity e or will be set so that
the entity will not have the far opportunity to eam its onst of capital, then the bock value of its
equity (as the residusl capital suppliers) will exceed its mavket valve.” In the case of the Class
I milroads, 81 the end of 1995 market-10-book ratios for the 8 publicly-traded mikoads ranged
from 2.13 to 3.53 times and averaged 2.53 times.'? This swongly suggests thet isrvestors expect
the railroads to ewn more than the cost of capital in the futwre. >

Ik should be noted that some of the divergence betweoen market values and book values
may be attributable 0 non-mailioad asscts which are caxzied on the books at cost but may be
worth substentie] soms if and when sold (such as yonl ostate). For sxample, in testimony
associsted with its scquisition by Unlon Pacific, Southers Pacific Trenaportation Compeny
indicased thet # had & vonl estute portfalio worth about 31 billion.™  This transistes into about
$6.40 per share, 30 thet the remaining market valne of the railroad asects for SP at the end of
1995 wes about $17.60 per shave, which was 2.59 times book value. Similardy, the mariet
prices of these railroad compenies also reflect non-rail activities. Fos example, maitroad

{-contimued)
nagaive. Given mabstessial vasiations i debe usitization, the afier-tux weighted sverngs costs of copial for the

Class | sailrossis fs ikely 10 differ subumatially between seilroads snd ming & cosxposhie wverage, oven if
ealeniated conrecly, would be ioappropeiate.

¥ Fur sxwnple, If the bock value of the regniesed fina's seck is $20 pes Wave wnd the mathet cxpects the i 1o
cara 10 pescent on ke book value, then the markes value of e shares will be $16 if the muvket resmires & rewrn
12.3 percent 10 adecqrumily compensate Sor time vales and rick.

™ Sve the atached exhibit. The higheat ratie was that of Seuthem Pucific, whith wes s the midst of s merger.
The no-highest mtio was Iiinois Cantral it 3.34 times. ‘Tho ratios at the sud of 1996 (when the high SP ratia
is replnced by » high Corwall reio) were, on sversgs. somewbat keas, but xtif) well shove 2 tines. Weighted
sveragss (ueing equixy Rasket values as woights) were caly slightly less than simpls svarages.

" ‘This expectation conld be achicved by decranses in opessting costs as well as prios incrmsss. Faher Line
(Saprcsaber 20, 1996) repors that sperating margins (the complsment of operating costr) for the raileaad
industry (st e compamy lovel, which inchade non-rail activities) heve incromsnd fives 22.6 pvcent in 1992 1©
26.1 purcem in 1995 mad are predicesd 30 got v 30-5 porcent jn the 1995-2001 time flarns.

" Deposition of Lawyence Yarberry, Chicl Pisencial Officer for Southers Pacific, STB Finanes Doclest No.

Cuwiing Betsnnhte
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opessting revennes were only 46 parocnt of the total revennes of CSX for 1995, However,
ruilvond sctivities accoussed for 735 parcunt of CEX's mests and 79 peseent of its total opersting
puofies. Kamsss City Southern Industries received & luge fraction of its opersting income: from
pon-gail sctivities. Bux all the other Class | milsoads were owned by companies Gt bad
virtually all (85 perosst or mose) of their assets and operating sevesnes sssociaed with
miirosding octivities. Thes, & appesrs that whils son-taiboeding activites and assets could
accotmt for » portion of the observed differences betwesn book wnd murkst velues for
companies thet own Class I railzoads, the very largs differances between the observed rutios
and uaity casmsot be explained on the basis of these non-rail aciivities."?

Sseond, there is Ge olgective evidencs fom the milvoad companies themscives. I
investments in saibvoad astivitics are not expected to can at lenst the coat of capital, then these
firms should a0t be retaining the enmings they genceate fior thelir sharaholders but aber pay
those camnings out as dividends 30 tat sharcholders can reinvest fhem clscwhegs to maks sn
sdequate retom. In 1995, all of the Class I railcoads, with the exception of Union Pacific,
metained (plowed back) more fhan 60 pescens of thelr earmings: Union Pacific retained only 43
pezcent. Ovenll, the industry avesage was 73 parcont for 1955 and 67 parcent for 1996. This
evidence supports the contention that the wmavagements and boasds of directoss of these
companies belicved that the Investment opportaitics within the industry were finmocislly
attsactive.

Third, the vary title of the measure seggess than if ao inadequacy Is foumd, k is
sasociated with revesucs. This may not be the cuse. Whils theve are clessly lwrge yoar-to-your
changes in the opeating mtio (ratio of operating expenses 10 revenes) in the iadustry, there ses
stroug peessures fo decrenss the retio over tSime. Some railsoads have satios near or balow 70
pevcent (fllinois Contral and Norfolk Southern), while others struggie to get below 100 paroent
{Soo Line mnd GTW). When coupled with incyeases ia capital tumover (more efficiens use of

l .
N

® Noo-ril activiies and ssets might pull the masked40-book rries down. Mmll'hhulﬁ—-l
scivities wers et vy profibls. Such is lhaly the cose st CSX: in 1999, the ratios of epernting incoms %
m—“ﬂd-dﬂb. (barpe, containgy shipping, snd bwevmodal) were 8.7 sad 6.9 pessent,

Commbig Sl



capital), the result is m expectation of incressing retorng 10 invested capital even without price
increnses:

Retorn on lovested Capital = Incomw/Ravesnes x Ravenmes/Cepital

= Profit Margin x Capital Tomover

Duing 1995, the Clans 1 milronds opersted st an after-tax profit mergin of about 8.9 pencent
(13.7 percent before-ix a2 8 35 peroens e russ) wd & capinl wenover Tme of 0.73.' If the
sflertax murgias can be incvensed W, say, 11 percent and capital txnover improved %o, sy,
0.85, then the afterixx rettan on juvestad cspital wonld incresss from the 6.5 peroent roalized
in 1995 10 935 percent  Whils fhese sumbers age only illostrative, they do indicate how
relatively small changes can produce dsamatic effects, cffecss that could sesult in the indnstry
being deemed more than sevenus adequate without any incroases in prices.”” The mos recent
Vaine Line (Docessber 20, 1996) states that “[t/he milronds have dons & good job of Jowering
thair fixed costs over the past five years, and we think this trand will coutiave.®

Fourth, theee is a clear divergence betwesn the aotion that eigin of the elevea Class 1
railzonds were revenue inadequate in 1995 and the shility of these firms to mise cash and the
willingness of others 10 pay substantially maore tham book valus for acquisitions. It is gencrally
belioved thet if the regnissed entity does not bave a fir opportunity 10 exn its cost of espitl,
then @t will not be sbie to astzact new capital or will be able 1o do 30 only at the expenss of
cxisting capital suppliers, But the railroads are active issvers of debt to finance equipment
porchases, system improvements and acquisitions. Those which have dobt rted by Moody's
carry imvestment grades (with the exception of SPRR's senior note, mated Bal) and their
outright or nsed stock as curvency in acquisitions over the past several yesss.'® Value Line rates

™The AAR 1995 report indicates & befors-tex profi margin of 13.58 parcent for sU Chs ] raiivsads.

 The degres 10 which nvesnes spest Improvements can, peshaps, bast be seen in the “synergies® predicisd in
vecant acquisitions. Fov example, UPs acquisition prics for e stock of SP was based o synergies in excess of
$750 millicn per yesr pro-ux. 320 The Wil Svaer Journal, Decomber 1, 1995, page B10. The joks milroad
revanaes of Southeen Pacific sad Unlon Pacific in 1993 wers $9.54 billion, 50 Tiet the synasgies weunld increass
the aftertux {at 33 percent) margin of the combined companiss by 5.1 prommnt.

* Bven Southern Pecific, shoughs t be smong the most financially weak of the Class | ralimack, wes able 1o sei)
3ock ssbstantially in cxcoms of i book valee n 1993 and 1994,
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the finencial swength of the seven Closs | nailsoads it follows from modermte (B fr KCS) 0
strong (A+ for NS).  Standend & Poor’s November 30, 1995 Jadeny Swvey stated thet
“{aJithough: the industzy if falling 10 carn its cost of capitel as defined by the IOC, it is in fact s
plohowe of health.*

UP paid $35 per shays for CNW, which had & book velue the year before the acquisition
of $7; BN paid 520 per shase for ATSF, which had a book value of $6.67 per shase the year
before its acquisition; UP paid 525 pex share for SP, which had a book vahss of $6.90 per share
the year before its acquisition; and the bidding war for Conmnil hes pushed its price to 5110 per
shere, which had 2 book vele of about $32.13 share st the cad of 1995,

P, even if all the defocts discussed sbove weee corrected, the method of meanwing
vevence adequecy chosen by the Bossd is flswed Thet is, the Board's mesmus could signal
inadequacy in a given yusr while, ot that time, the cuevent Tevewnes are entirely adaquate in
terms of providisg a sossomable retam om luvessed capital when Judged in the proper comtext.

The best way w0 fllwsume tis point is 0 compre two altcmmtive com-of-service
methodologies, both fully comspamstory (Le., although their price patierns are differcnt over
time. both scts of prices allow iavestors full vecovery of their investment and & ressonable
Tetum theroon): deprecisted osiginal comt and trended criginal cost. Under the Deprocisted
Original Cost ("DOC") methodalogy, the rase base is the degweciated ariginal cost of the net
assets (assets at cost less accummiated deprecistion) less accumulated dafierred income faxes
(consistent with Scheduls 290) and the retxn on the oquity-finenced portion of the e base Is
st in nominal terms (such as the 13.4 percent wad by the BTB). As accomeiated deprecintion
increases over time and the rts base declines, the cost-based prics of the sarvies destines, other
cost-of-sesvice components beld constant. Under the Tyended Origioal Cost (*TOC")
methodnlogy, only the veal portion of the retum on equity is reflected in curyent sates; the
inflation componust of the retam on equity is deferrod until n later date. Hence the TOC s
‘base ia greater than the DOC rute base by the accummuiated deferred retorn balance.® The TOC

” See "Mnfistion sad Rats o Retarn Regulotion,” Siwwart C. Myers, A. Lowronce Kolbe, sad Wilism B. Tye,
Rexnarc ie Trovaporssion Ecomowics, Vol.2, pp. 83-119, 1985, The Federal Encrgy Regubtory Comsmission
wses the Trended Originnl Cost meshodolegy In ita segeiatice of ofl pipslines.
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tasthodology poduces puicing that start ot & lower level than thoss wader the DOC
methodology, md these coss-basod prices drift npwasd over tine rather than downwvasd, as they
would under the DOC methodology. Hence, if s reguisted eatity were pricing its sezvice using
8 TOC-besed pricing schame, in the onsly yoars of the life of the tate base (or, movre generally,
during the tisas when the fiem is adding W its asset bame), its reveres Wi} appesr “inadeguate”
when recasured agsinst those necesary under a DOC methodology.

The STR's methadology is efiectively a DOC-based spproach 10 cost of ssrvios, Yet, it
is logical that the railroads should be \sing & TOC-based approach to pricing their services over
time (so that prices tend 10 rise with infistion). Hence, it is eatively plamible that the tess
spplied by the Boanl is yickling false-ncgetive sesolts: milwed revemmss sppesr to be
madoquate, but are fiactuslly sdequate when judged scoording to the bxer-temporal scheme
wader which they are being played out. o
V. CONCLUSIONS

The recuirement that the STB shall aonuslly determine the sallroad revenne adequecy
should be put to rest. The Boanf's measare of Totorn on investment i cach Class I mitroad is
fruaght with short-comiags and severely shost-sighted; and the cost of capital estimate ft uses as
& benclunark sgainst which to judgs adequacy is severely fiawed as wall. Simple measures,
such an market.dn-hook ratics, retention rates sad delxt ratings indicate that the milvoads have &
high degree of financial integrity and are cxpecied i carn resms on the book valpe of equity
well in axceas of their cost of capital. They clearly have no difficuity in maising capital withowt
omsing any dilatine for existing sharcholders. Yet all but theee of the eleven Clase I mailvoads-
reviewed by the STB indicate revers inadoquacy. Given the fatal flaws in the STB's
methodology and the potestial mismderstandings the result from its poblicstion, now is the
ime 1 remove the substastisl burden on both the railveads nd STB staff of making the filings
and calculations necesswy 10 produce this uscless and potentially misleading statistical
malysis.
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*Fimaciog Sepplemeatl Energy Projece,” Asoesl Mcting of e Association of Petrolsum
Fwestrnont Acalysts, Washingzom, D.C., Magch 2, 1978,

"New Dimctioss for Bowgy Negalstion,” Conkscace on Reguistion and Reguimtory Reform,
Ammricen Eaterprine Entiioee, Washingion, D.C., December 19, 1977 (with Richaed 1. Dunbhem).

*Responsible Roguistion of Remma on Equiry,” Fisace Division Assval Mesting of the Edisce
Blecaric bntiaw, May 12, 1977, Now Yodk.

“Is Thern Any Placs in Natwral Ges Reguistion for Bconomics?” Scotrwest Beonomic Asociation,
Dafine, Teuns, March 31, 1977,

“MMMWNMM&'W

11’1‘.

“The Power Fucilities Conmrucsion Act of 1975," Heaclogs hefies the Tax Espasxings Task Fores
of el Fcese Pdger Casoitice, Febraary 24, 1976

—
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“Piasnlng e Encuic Dilly Subwry: The Rewl Sobweion,” Blecari Ly Fisaminl Proklersy
nal Poscntiel Soigions. Wockehop,
Miws Corporstion (NSF), Weskiagios, D.C., Supseasber 25,

“"Foms Capltal Neods of te U.S. Bnergy Incoeny,”

19%.

Unlted Sttes Seomse, Angnst 7,

Septassher, 1996

Angus, 1996

Ami, 1996

February, 1996

Jamury, 1996

August, 1995

June, 1995

Jume, 1998

Now York Sum Public Service Comsnisslon on bebalf of Long lsland



Much, 1993

December, 1994
Noveasber, 1954
November, 199¢

Jone, 1994

Decembesz, 1993
December, 1992
December, 1991

Janoary, 1991
h-y' 1950

Februsry, 1990

Fedarsl Enaxgy Sogabasey Comsaission o Debelf of Refisery Holding
Compasy sogeuding vecions trifl issess for Choveon Pige Lie Conpany
(APS) Gupplamental).

New York Swes Public Scrvics Commission on babelf of Long Ishad
Lighting Company regarding $he cost of conmon oguity.

Now York Spme Pubiic Servics Comminion on belif of Long lsland
Lighting Company segaeding the cost of comamon oquicy.

Now Yok St Rublic Service Comsnimion on bebmlf of Mukiplke
longvencrs reganding e cos of comymon equity mod tuget cash fmoevest
coverage sutio for Rochesser Gas & Electrie.

Hiinols Comeotres Comcission on belwifl of Jiinoks Fowsr Compeny
_.‘:md i ke o o o
in

New Yok Swte Poblic Scivice Comznission on belalf of Mukiple
Iesvenors segeediog the cost of common equity and target cash fasorest
coverage ratlo for Rocheser Gas & Electrie,

New Yerk Stw Public Scvice Commpimion on bebalf of Muliple
Intervenoes megarding the cost of commeon equity and target cash bosesest
coverage ratio for Contra} Hudson Gas & Electric Corporation.

—



.

Octoder, 1909

Apdl, 1989

October, 1988

Maxch, 1988

Jume, 1987

Masch, 1987

November, 1986

Novemmber, 1986

Augnet, 1985

Fobwasry, 1983

Juary, 1985

November, 1984

October, 1984

Conpuy mpwiisy fs soss md Dol 0 customers from differest
lnsoein, wrills for the Dinhio Canyon plan.

New York St Peblic Smvice Commission on bebalf of Long Jelmad
Ligitiag Company reganding e cost of common equity 10 e compasy
under differers Shovehom stios scenarics.



Yebruaty, 1984
Jumagy, 1904

Jumary, 1904
w. 1983

May, 196

March, 1979

Sepeecober, 1976

Jonm, 1994

June, 1992

Angust, 1990

-9. Jesomae E. Hues

Adaosa Carpocation. Commission ea belulf of Arisoes Pobllc Swvico
eyuiding the vee of incentive systems fox eluceric milisies.

Now Yok Smis Pbie Service Commimion on bebalf of Loag Jelsad
Lighting Company wgmeding the cunt of comracn eqaly.

Fodoral Bosegy Ingulatory Commuiasion on bulelf of the Stwe of Alsks and
the Departmant of Jmatice on e methodology of setting wwiffs for the Teame-
Alwks OB Pipslion.

Dupagzment of Pablic Ueility Control on babwlf of Unhed Cable Telavision of
Cosnsstiont wgasding peoper rasessiting aed cost of eqaiy.

Nimsls Cowmeeece Comxission on bebelf of Uiimcls Fower Compmy
sopadiog coswmness’ costs and benefie firom parmiving construcrion work in
peopses 01200 bame.

M“ﬁhhmmmumm
and e Fedual Bamgy Rognieiey Commission on belwif of Ouar Tadl
Power Compasy seganding the cot of common aquity.

' Teximowy efme e Phidsiphia Gas Comudusion Telatig 1 proper

poaciicns for cervice wrminmtion, billlag, and ofber costomer-selaied
activities of the Philadelphis Ges Works.
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Febroary, 1989

Tuly, 1984

April, 1904

February, 1982

Rev. 197
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of New Yok, Comty of Sefhik w-uu-u—-
M*ﬂm*dhm&h—r
Susion for he yoass 1976 hrough 1963, R

Cowimenta)} Aldinss, gf gl v. Amszican Aicliase, 228, U.S. Diswict Count
(Caasrsl Districe of Coliformin). Tostified regasding @ ressomaifioness of e
sui0 of seturs eaened by American Aldlies on it compuserized reservasion
sysum investment.

ETS Fipslins Projecs, 22 3l, v. Batingion Northers, gt al, U.S. Disyiny
Cowt (Bageorn Disiies of Taxas). Gave onal sxpert sestimony regaeding the
deamminmion of dasages 00 Bovana Ligis & Power costomars arisiag fiom
e actions of ralironds which fosced cascelintion of the ETS! project, & coal
sharry pipeliss.

Shamgrock Associstes v. Herison Coxporstion g2 al. U.S. District Counrt
(Sowhern Disict of Now Yori). Gave omal expert esticogy sepanding
fairases of ovo securily ansactions betwesn Horken Corporation snd MCO
Holdings spd provided estinmiss of dusages 1© Horinos thevefiom.

Exxon Conpoeation v. The United States, U.S, Chaims Cowt. Flisd expent
report snd waifiod on behelf of Exxon reganding velnation of refining and
meekeing assets soized in Cuba.

S of Alssika v. Phillips Petrobun Company, Alwia Diswict Court.
Filed expert seport on bebalf of Stase i royahy iigation regeeding the value
of satzwal gas produced s Cook Enlet for licpification and sale to Japen.

Carl P. Mamen, g1 3] v. Citles Seavice Of Conpmy, ¢ .  Testified OB

betnif of producers in royalsy Higation regarding valne of natorsl gas sold in
imseextate compmerce.



