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BEFORE THE
SURFACE TRANSPORTATION BOARD

Docket No. EP 722

RAILROAD REVENUE ADEQUACY

OPENING COMMENTS OF
UNION PACIFIC RAILROAD COMPANY

Union Pacific Railroad Company is filing these comments in response to the Board’s
Notice inviting interested parties to discuss the agency’s methodology for determining railroad
revenue adequacy and the possible use of a revenue adequacy constraint in regulating railroad
rates. See Railroad Revenue Adequacy, EP 722 (STB served Apr. 2, 2014).!

As we discuss below in these Comments, the Board’s methodology does not accurately
reveal whether railroads are earning adequate revenues. It is backward-looking and provides no
meaningful information about whether railroads’ revenues are sufficient to attract and retain the
capital needed to maintain and grow their networks. More importantly, a railroad’s achievement
in earning a particular level of revenue should not be a basis for constraining rates. Competitive
market forces have fostered unprecedented private investment and service innovations in the rail
industry since passage of the Staggers Act. These investments and innovations have produced
tremendous benefits for shippers, and they are improving the financial condition of railroads,
including Union Pacific. We urge the Board to allow competitive market forces to continue to

drive railroad rate-setting, investments, and innovation. The Board should not impede railroads’

! Union Pacific also endorses the comments and evidence filed by the Association of American
Railroads in this proceeding and in Ex Parte No. 664 (Sub-No. 2).



market-based responses to growing and changing demands for rail transportation by adopting
any rate constraint designed to artificially limit railroad returns to an amount deemed to be
“adequate.”

Part I explains how a rate constraint designed to limit railroad returns would lead to
reduced investment in new capacity and the flight of capital from the railroad industry, to the
detriment of the shipping public and the national economy. Part II shows that our improved
financial condition is the result not of any exercise of market power, but of competitive conduct
that benefits our customers. We also show that competition for all types of business has remained
strong as our financial condition improves, and that we continue to invest and innovate to attract
and retain traffic. This experience validates regulation based on competitive market principles.
Part III explains that our financial condition must continue to improve in order for us to make the
investments in growth that our customers are demanding. It shows that our financial performance
lags behind the performance of comparable companies, our returns are not sufficient to attract
the capital necessary to replace our assets, and the increasingly risky and costly nature of our
investments makes the opportunity to earn market-based returns more important now than ever.
Part IV explains why constraining individual rail rates in order to limit overall revenues would
be contrary to sound public policy. We show that the existence of returns exceeding the cost of
capital would not establish any need for increased rate regulation and that companies operating
in competitive environments must have the opportunity to earn returns exceeding their cost of
capital if they are to respond to market-based signals for investment.

Union Pacific’s comments are supported by testimony from three witnesses who bring
their knowledge and experience to bear on the issues raised by this proceeding.

e Eric L. Butler, Union Pacific’s Executive Vice President - Marketing and Sales,
describes how Union Pacific’s past consolidations and network improvements help



the railroad provide better service and enhance competition; how we have been able
to improve service and meet increasing and changing demands for service through
huge capital investments, and why the cost of additional improvements to our
network is rising; and how we improved our financial condition by competing for
business. Mr. Butler also describes how we are continuing to invest and compete
across all of our business groups.

e Kevin M. Murphy, the George J. Stigler Distinguished Service Professor of
Economics in the Booth School of Business and the Department of Economics at The
University of Chicago, applies economic analysis to conclude that the Board’s current
method of determining revenue adequacy based on book values of assets should not
play any role in the regulation of freight rates and that regulating railroads based on
revenue adequacy or any measure of overall profitability would distort investment
decisions and harm shippers. Professor Murphy also concludes that Union Pacific’s
improved financial condition reflects procompetitive efforts to improve, expand, and
maintain operations, which benefit shippers.

e Ram Willner, a Director with Berkeley Research Group, LLC, and formerly a
professor at the Tuck School of Business at Dartmouth College and the Stern School
at New York University, reviews Union Pacific’s financial performance and
concludes we are neither earning outsized returns nor returning unusual amounts of
cash to our sharcholders. Dr. Willner also explains from a financial perspective why
regulation that limits railroad returns would reduce capital investment and drain funds
from the railroad industry.

L A Rate Constraint Designed To Limit Railroad Returns Would Reduce Investment

In Capacity And Encourage The Flight Of Capital From The Railroad Industry, To

The Detriment Of Our Customers And The Nation As A Whole.

For a very long period, Union Pacific’s returns were exceedingly poor. More recently,
our financial condition has improved. This is not due to any exercise of market power, but to our
success in adapting and responding to the highly competitive market environment ushered in by
the Staggers Act. Thanks to many years of investment and innovation, we are delivering more
service, and better service, more efficiently to our customers. This is an unambiguously positive
development for the railroad, shippers, and the nation as a whole. It means we are in a stronger

position to continue to improve service, attract new business, and invest the capital needed to

address growing and changing demands for rail transportation.



The Board would halt or reverse this progress if it adopted a rate constraint designed to
limit railroads’ earnings artificially to their cost of capital. Unless we have the opportunity to
earn market-based returns, which may substantially exceed our cost of capital, our investments
will be severely curtailed. We operate in a highly competitive environment, where returns are not
guaranteed. Our returns must be earned by providing service that delivers value to our customers,
and even then, we are to subject economic, environmental, and regulatory forces beyond our
control. As Professor Murphy explains, we cannot justify to ourselves or our shareholders the
inherently risky investments required to grow our network and respond to ongoing transportation
market changes unless the potential upside gain from those investments is high enough to offset
the potential downside risk that the associated earnings will not cover the cost. If the potential
upside is constrained by limits on overall company earnings, fewer investments will be made.
Instead, we will have no choice but to return more cash to our shareholders, so they can invest
the money in activities that provide a better risk/reward relationship.

Professor Murphy also explains that the opportunity to earn market-based returns has
become even more critical in the current railroad environmént. Our past investments helped us
achieve substantial cost reductions, while capitalizing on a few strategic growth opportunities.
Investing to reduce costs is less risky because it can increase our returns even if it produces little
or no incremental revenue. Our current capacity investment opportunities are focused more on
accommodating future traffic growth. These investments carry higher risks, because there is no
guarantee that traffic will move at projected levels or projected rates over the time necessary to
generate an acceptable return. In addition, our current investment opportunities are more costly
relative to the potential benefits than in the past, because demand for our service is increasing in

locations such as the Gulf Coast, where adding capacity is more expensive. Unless we have the



opportunity to earn market-based returns when we invest, projects will never make it off the
drawing board.

The Board’s annual revenue adequacy determinations overstate the extent to which
railroads are earning revenues that approach or exceed their cost of capital because they focus on
the wrong measure. Union Pacific is not currently earning economic returns that meet, let alone
exceed, our cost of capital. As Professor Murphy explains, in the competition for corporate
financing, the relevant measure of return on investment for investors is not return on the
historical book value of a company’s assets, but return on newly invested capital. Economic
return is what guides investors — the investor’s expected return if it provides funds for a firm to
invest. Book values substantially understate our current cost of investment. The Board’s current
methodology based on book value thus greatly overstates the economic return we produce for
investors. We must compete for capital with the vast number of other private firms, not only in
the U.S., but worldwide, and we still lag most of these other firms.

But even if our returns, properly measured, exceeded our cost of capital, that still would
not be a valid reason to constrain our rates. Companies that operate in competitive environments
frequently earn returns that exceed their cost of capital. They earn higher returns by successfully
pursuing strategies that benefit their customers and society. For example, we devote extensive
resources to improving our reliability and customer service and to adding equipment and track
capacity in anticipation of customer needs because we believe these improvements will allow us
to earn substantial returns. Professor Murphy explains that the opportunity to earn higher returns
is what drives companies to invest and innovate.

The Board should reaffirm that where rail rates are regulated, this regulation must be in

accordance with competitive market principles. The issue should be whether individual rates are



above the competitive levels that would prevail in a contestable market. The issue remains the
same, regardless of a railroad’s overall earnings. There is no economic or policy justification for
prescribing rates below competitive levels. And it would be contrary to the mandate of the
Board’s governing statute.

Union Pacific does not argue that we have a righf to earn high returns, but we must have
the opportunity to charge market-based rates and earn market-based returns. Prescribing rates
below competitive levels would reduce and distort incentives for investment to the detriment of
our customers and the U.S. economy. Prescribing below-market rates would reduce the expected
returns on individual investments, thus making many potential socially beneficial investments
unattractive. And, such prescriptions would suppress the market signals and incentives normally
provided by increased demand. Shipper arguments that press for rate constraints based on a
revenue adequacy concept are short-sighted. In the end, the effects will fall most heavily on
those who depend on the rail network — the nation’s shippers.

The wisdom of the Staggers Act was Congress’s reliance on market forces both to
motivate and to constrain railroad behavior. Regulating railroad rates based on earnings, rather
than competitive market principles, would undermine the railroad industry’s continuing efforts to
provide a “safe, adequate, economical, efficient, and financially stable rail system” by setting
rates in accordance with competition and the demand for services, thus dismantling the world

that Congress envisioned when it enacted the Staggers Act.”

? Staggers Rail Act of 1980, Pub. L. No. 96-448, § 3, 94 Stat. 1897.



II. Union Pacific’s Improved Financial Condition Results From Competitive Conduct
That Has Benefited Customers, Validating Continued Regulation Based On
Competitive Market Principles.

Union Pacific’s improved financial condition, and the improved financial condition of the
railroad industry generally, is an unambiguously positive development not only for railroads and
their shareholders, but also for our customers and the nation as a whole. This development flows
directly from the adoption of a regulatory framework based on competitive market principles and
the many years of investment and innovation that followed. The Staggers Act gave railroads the
opportunity to improve our financial condition by freeing us to compete for traffic and capital.
Railroads were given pricing flexibility and the ability to restructure our networks to deliver
better service, set market rates, reduce costs, and attract new business. Railroads embraced the
opportunity. Capital began flowing back into the industry. Returns increased as railroads reduced
costs, attracted more traffic, and began delivering greater value to customers. Investment
continued to increase as railroads proved to the financial markets that we could succeed in a
competitive environment and grow earnings.

Union Pacific’s improved financial condition demonstrates the benefit of adhering to
competitive market principles. As we show below, and in Mr. Butler’s and Professor Murphy’s
statements, our improved financial condition reflects decades of investment and innovation to
become more efficient and to deliver more service, and more valuable service, to our customers.
We also show that we continue to operate in highly competitive markets, and we continue to
invest and to compete vigorously to attract and retain traffic.

A, The opportunity to compete more effectively — not the exercise of market
power — has allowed Union Pacific to earn higher returns.

Union Pacific’s improved financial condition is the result of decades of investment and

innovation to become a stronger competitor. For many decades, our returns — like those of the



railroad industry generally — were depressed. Since the 1980s, when we began to redesign our
network, our investments and innovations have generated traffic growth, improved productivity,
and increased the value of rail service to customers. This has combined to allow us gradually to
achieve higher returns. Our returns have increased because we are successfully operating in a
highly competitive environment. Indeed, as Professor Murphy shows, we have achieved faster
growth in contribution — the portion of our revenue that generates the cash flow needed to fund
our capital needs and provide shareholders with returns on their investments — from traffic that
has been exempted from regulation, which is clearly competitive by déﬁnition, than from traffic
that is potentially subject to regulation. As Professor Murphy explains, this is not the result you
would expect to see if we were increasing our returns by exercising market power over traffic
that lacks effective competition.

1. We have rationalized our network.

Union Pacific’s progress towards improved financial condition was sparked when the
Staggers Act freed railroads to respond to market forces. As the Board is well aware, before the
Staggers Act, misguided policies that prevented the operation of market forces had produced a
balkanized, inefficient national rail system. Inefficient routes were protected from competition,
unprofitable lines were preserved, and innovation to improve service or cut costs was thwarted.
Railroads could not earn adequate returns, so they had little incentive or ability to invest in their
networks. They deferred spending on infrastructure, which caused large portions of the rail
system to deteriorate. Money flowed out of railroading and into other, more promising ventures.

The Staggers Act gave railroads the freedom and flexibility to improve their economic
condition. Reforms encouraged railroads to consolidate operations, abandon under-used track,
eliminate inefficient routes and interchanges, and extend single-line movements to produce

higher densities and thus more efficient service. Equally important was the recognition that
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railroads must be allowed to price based on the demand for their services. Contract rates largely
replaced tariff rates. General rate increase proceedings and rate setting through rate bureaus that
protected high-cost carriers and routes gave way to negotiations and individual carrier price
documents.

Union Pacific’s experience echoed the industry’s. In the decades following passage of the
Staggers Act, we invested heavily in rationalizing our network, eliminating inefficient routes and
interchanges, improving our infrastructure, and increasing our productivity, especially in our
yards and terminals. We passed along the majority of the benefits from this investment and
increased productivity to our customers in the form of reduced rates, improved service, and
access to new markets. Our customers continue to reap the benefits of this investment and
increased productivity to this day.

Union Pacific’s current system is the result of network rationalization encouraged by
deregulation. We reconfigured six railroads to create a single, more efficient rail network that
provides stronger competition and better service to customers. Since 1982, when we started to
implement our consolidation with the Missouri Pacific and the Western Pacific, we have been
building a network that maximizes single-line service and expedites customer shipments:

o The UP/MP/WP merger enhanced competition and opened new markets by providing

shippers with new, single-line access to the Pacific Northwest, northern and southern

California, the Rockies and Plains States, the Midwest, and Gulf Coast ports. For
example, export grain shippers gained greater flexibility to choose between West

3 Single-line service means that movements originate and terminate on a single railroad. A basic
premise of each agency decision approving railroad consolidations was that single-line service
was superior to less efficient service provided via separate carriers using interchange. As the
agency explained in one of its decisions: “Interchange operations can be eliminated, reducing
both operating and overhead costs and transit time; transaction costs are reduced; and incentives
to provide less than efficient service . . . are reduced. Thus, speed, reliability, and handling are
enhanced.” See CSX Corp. — Control — Chessie System, Inc. & Seaboard Cost Line Industries,
Inc., 363 1.C.C. 521, 553 (1980).



Coast and Gulf Coast ports and to access Mexican markets. The new system also
became more competitive with motor carriers by combining routes to create more
efficient run-through services. See Union Pacific Corp. — Control — Missouri Pacific;
Western Pacific, 366 1.C.C. 462, 489-91 (1982).

The UP/MKT merger enhanced competition by promoting single-line movements of
grain and other products from points served by the Missouri-Kansas-Texas Railroad
to Union Pacific-served Mexican gateways, points on the West Coast and in the
Southwest, and Union Pacific-served ports. It also enhanced competition with other
railroads and motor carriers by consolidating and rerouting traffic to create more
efficient movements and faster, more frequent service in Texas, Kansas, and
Oklahoma. See Union Pacific Corp. — Control — Missouri-Kansas-Texas R.R.,
41.C.C.2d 409, 429-31 (1988).

The UP/CNW merger followed earlier transactions in which Union Pacific had helped
bankroll Chicago & North Western’s build-in to the Southern Powder River Basin,
which dramatically expanded competition for coal shippers. The merger further
enhanced competition by providing all shippers a more efficient, attractive option
between the West Coast and Chicago, and between Upper Midwest points and
markets in Kansas, Oklahoma, and Texas, and by providing lower cost, single-line
service between CNW-served grain origins and Union Pacific-served destinations.
See Union Pacific Corp. — Control — Chicago & North Western Transportation Co.,
FD 32133, Decision No. 25, slip op. at 65-66 (ICC served Mar. 7, 1995).

The UP/SP merger dramatically enhanced competition by providing unprecedented
opportunities for improved routings and new single-line service across the Western
U.S. The merger also significantly enhanced competition by giving BNSF Railway
Company (“BNSF”) access to broad portions of Union Pacific’s network through
more than 4,000 miles of trackage rights, which created new single-line opportunities
for BNSF’s existing shippers, and which ensured that every shipper that was served
prior to the merger by Union Pacific and Southern Pacific, but by no other railroad,
retained two-carrier service. See Union Pacific/Southern Pacific Merger, 1 S.T.B.
233, 252-53, 381 (1996).

Union Pacific reduced costs and improved service by systematically eliminating

interchanges between component carriers, developing transportation plans and blocking plans

that allowed traffic to bypass yards, abandoning or redeploying redundant rail lines, closing or

repurposing yards that were no longer needed, and consolidating rail-car fleets. Thousands of

shippers enthusiastically supported these transactions, recognizing that our mergers would

increase competition by creating more single-line service, shorter routes, faster transit times,
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lower costs, and many other significant efficiencies. Mr. Butler provides specific examples of
these competition-enhancing benefits in his statement.

Claims that mergers are responsible for increases in rail rates have no basis in fact.
Mergers helped reduce rates by increasing efficiency and enhancing rail competition. Some
mergers created entirely new rail-to-rail competition, as well as enhancing the ability of the
merged carriers to compete against other railroads, trucks, and water carriers. For example,
Union Pacific’s merger with Southern Pacific created new rail-to-rail competition in the Seattle-
Los Angeles “I-5” corridor as part of an agreement with,BNSF. See Union Pacific/Southern
Pacific Merger, 1 S.T.B. at 564-65.

The Board or the Interstate Commerce Commission carefully reviewed each merger
proposal. Where necessary, conditions were imposed to ensure that no shipper would lose the
benefits of competition. See Central Power & Light Co. v. S. Pac. Transp. Co., 1 S.T.B. 1059,
1071 n.18 (1996). Throughout the entire period of rail industry consolidation, and for years
afterwards, rail rates declined. See STB, Study of Rail Rates: 1985-2007 (Jan. 16, 2009).

Each of Union Pacific’s mergers was subject to the same type of careful agency review
and competition-preserving conditions as other rail industry mergers.* And, they all produced a
similar reduction in rates. Our rates fell in real dollar terms and nominal terms for two decades,
from the UP/MP/WP merger in 1983 through 2003. Even now, three decades later, our real rates
remain below 1983 levels, and our nominal rates remain below the levels our customers would

be paying if rates had merely tracked inflation, as shown below in Figure 1.

* See, e.g., Union Pacific/Southern Pacific Merger, FD 32760 (Sub-No. 21), Decision No. 21,
slip op. at 3-4 (STB served Dec. 20, 2001) (“the merger has resulted in strengthened competition
for 2-to-1 shippers, 3-to-2 shippers, shippers of key commodities affected by the merger, and
shippers in every rail corridor and region affected by the merger” (footnotes omitted)).

11



Figure 1: Rates Since 1983 (in dollars) (Butler VS, ELB-5)
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2, We have made massive capital investments.

As Union Pacific implemented our consolidations and service improved, we attracted
more business. As we have previously shown,’ by 2003, the rail industry, and Union Pacific in
particular, had left behind the era of surplus capacity that characterized much of the nation’s rail
network in the latter part of the 20th century. Rail traffic was booming. In late 2003, with higher
volumes consuming available capacity, we significantly expanded capital spending to improve
our service and accommodate the rapidly growing demand. We acquired more than 1,500 new
locomotives and dramatically increased our investment in track and terminal capacity expansion.

We were able to fund these investments because we set rates based on marketplace demand. Our

> See Reply Comments of Union Pacific Railroad Company, Reply Verified Statement of John J.
Koraleski (“Koraleski EP 705 Reply VS”) at 9-11, Competition in the Railroad Industry, EP 705
(May 27, 2011).
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investments propelled record levels of performance in providing high-quality, reliable service
that delivered value to customers.

As business increased, we invested even more in our network. This investment was
possible because our management and shareholders believed we would have the opportunity to
earn market-based returns. We have continued to ramp up investment in recent years. Between
1999 and 2013, we devoted more than $40 billion to capital expenditures, as shown below in
Figure 2. The $40 billion includes more than $13.3 billion in capital to support network

expansion.

Figure 2: Capital Investment (billions) (Butler VS, ELB-8)

~$4.1

$3.7
$3.6

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014E

Note: Includes cash capital, leases and other non-cash capital

From 1999 to 2008, our capital expenditures grew by 63 percent, reaching a high of $3.1
billion in 2008. When the recession decreased carloadings and railroad earnings fell, we pulled
back on capacity investment both as a prudent move to preserve liquidity and because we had

significant excess capacity due to the dramatic decrease in carloads. However, our capital

13



spending remained robust, exceeding levels in any year before 2005. In fact, we used the
opportunity to reduce aggressively the miles of slow orders on our lines, so that the railroad
could provide stronger service as traffic returned.®

As the economy began to recover, we increased capital spending, even as carloadings
recovered more slowly (in large part due to market and regulatory changes that reduced our coal
loadings). From 2011 through 2013, we invested at levels above the record-setting, pre-recession
levels, even though our carloadings remained well below their pre-recession levels. We plan to
invest a record $4.1 billion in 2014.

Union Pacific has used this high level of capital spending to expand service offerings,
enhance productivity, and provide quality service to our customers. The result has been more
traffic and stronger financial performance. As discussed below and in Mr. Butler’s statement, we
continue to identify new capital projects that will expand and improve service for customers.
Whether we can make those investments will depend on whether we continue to have the
opportunity to earn market-based returns.

3. We have grown business.

Union Pacific’s improved financial condition owes much to our sustained efforts to
attract and retain business. As our service improved and more shippers began taking advantage
of the improved routings and new single-line service that our mergers made possible, our traffic
grew. In 1983, the railroads that make up the present-day Union Pacific originated 3.77 million
carloads. By 1990, originations had increased to 4.55 million carloads. By 1995, the year before

the Union Pacific/Southern Pacific merger, originations had increased to 5.59 million carloads.

§ See Comments of Union Pacific Railroad Company, Verified Statement of Lance M. Fritz at
11-12, Competition in the Railroad Industry, EP 705 (Apr. 12, 2011).
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By 2000, originations jumped to 7.38 million carloads. In 2005, originations were 7.87 million
carloads, and in 2006, our originations hit their all-time peak of 8.13 million carloads.’

Until recently, originations have been below peak levels, in substantial part because of
the recession and the reduced demand for coal. However, business has come roaring back. Our
network is again straining to meet demand. Our 7-day carloadings averaged 190,755 in July.
This is close to our record annual average of 191,968, which was set during the economic boom
in 2006. Our current carloadings are even more impressive given the reduction in coal demand.

Union Pacific is facing growing demands on our network not only because overall traffic
levels are once again approaching record levels, but also because of the nature of the demand, as
Mr. Butler explains. For example, a significant portion of the increased demand involves frac
sand, which is used to support drilling activity for energy products, and plastics and industrial
chemicals, which are expected to be produced in increasing quantities as companies expand to
take advantage of lower natural gas prices in the U.S. We cénnot simply use track capacity made
available by lower coal volumes to handle this traffic, because much of the new demand is
concentrated in the eastern third of our network. Moreover, many of these products require
handling in yards or terminals that are increasingly capacity constrained.

The demands on our network are also continuing to grow because of our success in
converting traffic from truck-to-rail as a result of our long-term investments in improving
service. Despite the recession, our domestic intermodal traffic increased by 27 percent from 2004
through 2013. Our vigorous and successful pursuit of this highly-competitive business shows
that we have improved our financial condition by competing effectively, not by exercising

market power.

7 See AAR Analysis of Class I Railroads (1980-2012).
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4. We have increased productivity.

Union Pacific’s improved financial condition also owes much to our investments in
increasing the productivity of our operations. As discussed above, we have invested billions of
dollars to increase productivity by restructuring our rail network. Through consolidations and the
expansion of single-line service, we eliminated costly interchanges. We developed operating
plans that allowed us to concentrate traffic on high-capacity, higher-density corridors and move
cars from origin to destination as efficiently as possible. And we improved the productivity of
our yards and terminal facilities. This allowed us to redeploy under-used lines and terminal
facilities. This also reduced cycle times, which improved locomotive and freight car utilization.

Union Pacific also made massive investments in productivity unrelated to consolidations.
We invested in computer systems that allowed us to reduce clerical staff. We invested in
improved track materials and track maintenance technologies that extended the lives of track
assets. We invested in new dispatching technologies, including new signaling systems. We
invested in more reliable, more fuel efficient locomotives. We invested in distributed power,
which allows us to reduce crew expense, enhance capacity, and reduce fuel consumption. We
also continued to refine our operating plans and processes. And, we substantially improved
productivity by negotiating labor contracts that allowed us to reduce crew sizes.

Professor Murphy discusses our history of productivity growth and shows how
productivity increased using several measures. Two of those measures — revenue-ton miles of

freight per track and revenue ton-miles of freight per employee — are shown below in Figure 3.
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Figure 3: Productivity Growth (Murphy VS, KMM-4 and KMM-6)
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Our productivity gains not only benefited Union Pacific, they also provided tremendous
benefits to our customers. They allowed us to become a stronger competitor for traffic, while real
rate levels fell. Congress anticipated that the Staggers Act would allow railroads to improve their
financial condition by increasing their rates.® Congress believed the benefits of a stronger rail
network for shippers would outweigh the rate increases. In fact, shippers benefited much more
than was anticipated. As shown above in Figure 1, we made such dramatic productivity gains

that real rates fell for more than 20 years, and they remain below the levels that existed three

decades ago.

8 See, e.g., S. Rep. No. 96-470, at 7 (1979) (“The Committee believes that it is important to assist
the carriers in achieving adequate rate levels. Noncompensatory rates must be eliminated. Rates
that are marginally profitable should be increased whenever possible, where such increases will

not result in diversion of traffic.”).
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As Mr. Butler explains, our customers today benefit from our past investments in
productivity whenever they use our service. They are enjoying the fruits of our consolidations
and restructuring efforts, as well as our decades of investment in improving operating processes,
equipment, and technology. Their traffic moves over shorter routes. It requires less handling. It
moves in faster, more efficient, and more reliable trains. For example, customers shipping traffic
between Los Angeles and Dallas, and Los Angeles and Memphis, and along many other routes
continue to benefit from the shorter routes made possible by our merger with Southern Pacific,
which reduce transit times and improve utilization of their cars. Customers shipping traffic in the
corridor from Texas to Southern Illinois continue to benefit from the directional running we
instituted by combining our mainline tracks with Southern Pacific’s, thereby increasing network
capacity, decreasing transit time, and improving reliability. Coal and grain customers today ship
their traffic in longer, more efficient, and more reliable trains, thanks to our past investments in
longer sidings and distributed power.

Union Pacific continues to invest and innovate to improve productivity. As Figure 3
shows, our rate of productivity growth has slowed with the completion of major restructuring
activities, and that has important consequences with regard to our need for greater investment to
expand capacity in the future, as Professor Murphy explains, and as we discuss in Part III. But
our pursuit of cost savings still plays an important role in improving our financial returns. By
continuing to refine transportation plans and target investment to eliminate network bottlenecks,
we continue to produce savings of crew and equipment costs. We are reducing fuel consumption
rates by investing in new, fuel efficient locomotives and improving our training and operating
practices. We are continuing to invest in detector technology and to refine our maintenance

practices to reduce costly service failures.
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These productivity enhancements continue to benefit our customers. They reduce cost
pressures on rates, even though they are no longer massive enough to offset increasing operating
costs, as they were during the first two decades after the passage of the Staggers Act. And they
enhance our ability to provide the reliable, high-value service our customers are demanding.

5. We have increased the value of our service.

Union Pacific’s improved financial condition is also due in large part to improvements in
service that have increased the value we provide to our customers. As Mr. Butler explains, our
customers are willing to pay more for service that provides more value for their businesses, and
we have worked hard to improve the value of using our rail service. Our service improvements
provide the capacity, speed, and reliability that allow our customers to be stronger competitors
for their customers’ business and reduce their supply chain costs.

As Mr. Butler describes, one of the best indicators of how our customers view our service
and its value to them is our Customer Satisfaction Index (“CSI”). As shown below in Figure 4,
after a disappointing performance in 2004-05, when we lacked sufficient employees to meet
customer needs when traffic surged, our CSI began a steady climb. By 2007, our CSI had
returned to previous levels, but it did not stop rising. We began setting customer satisfaction

records and continued setting them.
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Figure 4: Customer Satisfaction and Service Delivery Indices (Butler VS, ELB-4)
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The foundation for achieving these levels of customer satisfaction is rigorous planning
and heavy investment that allows us to move more freight faster than before. As part of this
planning and investment, we provided for “surge” resources, such as extra locomotives, that
could quickly be placed into service to help us respond to unexpected challenges, including
spikes in demand and service interruptions.

Union Pacific recognizes that certain of our service metrics have declined in 2014 as the
result of an unusually harsh winter, spring flooding, and unexpectedly strong growth in demand,
especially over the eastern third of our network. But our performance is actually quite impressive
when placed in perspective. As noted above, our 7-day carloadings averaged 190,755 this past
July. Compared with the last time we were moving a similar volume over a sustained period, our

average train speed is 2.3 miles per hour faster. As Mr. Butler explains, just a one mile per hour
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increase in velocity makes available the resources equivalent to about 200 locomotives and the
work of more than 250 train-crew employees.

As Mr. Butler also explains, there will always be a trade-off between the volume of
traffic a railroad handles and the speed at which traffic moves: all other things being equal,
adding more traffic will reduce average velocity. But we have made significant investments in
improving our network and designing our operating plans to improve that trade-off — that is, to
move any given volume of traffic at higher velocities. Our success in achieving that objective is

shown below in Figure 5.

Figure 5: Service-Volume Equation (Butler VS, ELB-1)
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This figure shows that Union Pacific has improved the velocity/volume trade-off over the years.

It shows that we have been raising our service to new levels. This is one important way that we

are providing better value to our customers, while generating greater returns for our investors.
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6. We have increased contribution from across our traffic base,
especially from traffic exempted from regulation.

Union Pacific’s traffic data confirm that our improved financial condition is attributable
to successfully operating in a competitive environment. Shippers have claimed that our pricing
behavior changed in 2004-05.° We agree that our rates began to rise more rapidly in that period.
The disagreement is about why. Mr. Butler explains that our rate increases reflect market-based
changes in an era of increasing demand, loss of surplus capacity; rising costs, and declining
productivity gains.'® These factors would be expecfed to lead to higher prices in a competitive
marketplace. Yet, shippers have claimed that Union Pacific and other railroads have been
increasingly exploiting shippers with fewer competitive alternatives.

Professor Murphy evaluates shipper claims by examining changes in two metrics
between 2004 and 2012: contribution margin and R/VC ratio. Contribution is the difference
between revenues and variable costs; it is the portion of our revenue available to cover our fixed
and common costs, including the costs of providing a return on investment. Contribution margin
is the ratio of contribution to revenue. R/VC ratios are a measure that is familiar to the Board as
the ratio of revenue to variable cost.

Professor Murphy explains that if shippers were correct that rate increases since 2004
reflect the exercise of market power, one would expect to see the contribution margin for traffic
with fewer competitive options increasing faster than the margin for traffic with more options.

However, his analysis shows the opposite: our contribution margin from traffic types that have

? See, e.g., Comments of Western Coal Traffic League at 20, Competition in the Railroad
Industry, EP 705 (Apr. 12, 2011); Escalation Consultants, Inc., Analysis of Freight Rail Rates for
U.S. Shippers at 2-6 (Mar. 2014).

19 See also Koraleski EP 705 Reply VS at 8-11.
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been exempted from regulation — that is, plainly competitive traffic — increased at a faster pace
than our contribution margin from traffic types that are potentially subject to regulation.
Professor Murphy’s analysis shows that our contribution margin on both exempt and non-
exempt traffic increased between 2004 and 2012, but the margin on exempt traffic increased at a
faster pace. The contribution margin on exempt traffic increased by 12 percentage points, while
the margin on non-exempt traffic increased by only 8 percentage points. His results are shown in

below in Figure 6.!!

Figure 6: Changes in Contribution Margins (Murphy VS, KMM-18)

Percentage
2004 2012 Point Difference
Non-exempt { } { } 8%
Exempt { } { } - 12%

Professor Murphy examines changes in R/VC ratios for much the same reason he
examines changes in contribution margin: if shippers were correct that rate increases since 2004
reflect an abuse of market power, one would expect R/VC ratios for non-exempt traffic to
increase at a faster pace than R/VC ratios for exempt traffic. However, Professor Murphy’s
analysis shows that our R/VC ratios for exempt traffic increased at a faster pace than R/VC’s for

non-exempt traffic, as shown below in Figure 7.

Figure 7: Changes in R/VC Ratios (Murphy VS, KMM-18)

2004 2012 Percent Change
Non-exempt { } { } 14%
Exempt { } { } 17%

In sum, our data show that our improved financial condition reflects broad-based growth

in contribution from all traffic, not the exercise of market power.

1 Material within brackets has been redacted from the public version of these Comments.
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B. Competition for all types of business has remained strong as Union Pacific’s
financial condition improved.

That Union Pacific’s improved financial condition is attributable to successfully
operating in a competitive environment is additionally confirmed by evidence of the competition
we face every day in seeking every type of business. As Mr. Butler explains, we face continuous
and pervasive competition from other railroads and other modes of transportation, including
trucks, barges, water carriers, and pipelines. Competition not only continues to protect customers
from abuse of market power, but also spurs us to make substantial investments in improving our
facilities, processes, and services to capture and retain business. In our experience, our customers
want low rates, but they also want more. They want reliability, service offerings that allow them
to enter new markets, and safe and secure transportation for their products and raw materials, all
of which affect their total logistics costs and their ability to compete in today’s global economy.
They also want to know that we are continuing to invest in both infrastructure and productivity to
meet their future needs.

We compete for business across all these dimensions because customers weigh the value
of the service we provide against the price we offer in deciding whether to ship with us or
someone else. When we invest in improving service, customers are willing to pay more for the
higher level of service. Unless the Board considers the full value proposition we offer, it would
blind itself to the full breadth of competition.

The sections below summarize Mr. Butler’s more detailed discussion of the competitive
nature of the marketplaces in which each of our business groups operates.

1. Competition for coal traffic remains strong.

Union Pacific faces intense direct and indirect competition for coal. We continue to

compete head-to-head with BNSF for most of our coal business, just as we have since we entered

24



the Southern Powder River Basin (“SPRB”) in 1984. Our coal business also faces significant
competitive pressures from low-priced natural gas and renewable sources of energy, such as
solar and wind power.

Union Pacific’s coal customers have benefited greatly from our vigorous competition
with BNSF. The last 30 years have seen dramatically declining rates and increasing investment.
Our rates have increased in recent years as we renegotiated long-term contracts that contained
unsustainably low rates, but our coal customers are still getting an excellent deal. As shown
below in Figure 8, our revenue per revenue-ton mile for this business remains below 1983 levels

in real terms, and current nominal rates are 50 percent lower than if they had tracked inflation.

Figure 8: Coal Rates Since 1983 (Butler VS, ELB-12)
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Union Pacific’s customers continue to benefit from our competition with BNSF. Recent
contract negotiations provide examples of situations in which traffic shifted from us to BNSF,

situations in which we wrested business from BNSF, and situations in which we retained
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business { }. Mr. Butler also describes one situation in
which Union Pacific recently lost business that we had held for years {

}. These are just the latest battles in a fierce
competition for business that has continued unabated for three decades.

Union Pacific’s coal business has also had to respond to significant product competition,
especially from natural gas. New horizontal extraction techniques have revolutionized
production of natural gas, greatly expanding the domestic supply and reducing its cost. As a
result, electricity from natural-gas fired plants is displacing electricity from cqal-ﬁred generation.
In addition, the government’s environmental and tax policies are favoring renewable sources of
energy and imposing significant costs on coal-fired generation, further reducing consumption of
coal.

Union Pacific’s record of investment also reflects the highly competitive nature of the
coal business. Since entering into the SPRB, we have invested in more expensive locomotives
and constructed longer sidings. We also incentivized our customers to use higher-capacity
aluminum cars. All of this allows us to deliver more coal with each train, thus keeping down
costs and rates. Between 2004 and 2010, to ensure we would have sufficient capacity to meet our
customers’ long-term service needs, we invested nearly $600 million in new coal capacity,
including $470 million in our SPRB coal corridors. These investments were made when SPRB
volumes were expected to exceed 400 million tons in 2008 and keep growing. However, the
marketplace changed, and the forecasted volumes have not materialized. In this environment, we
have every incentive to continue setting our coal rates at competitive levels to retain and attract

business.
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2. Competition for agricultural products traffic remains strong.

Union Pacific faces intense competition for agricultural products business, which consists
of transportation of whole grains, grain products (including ethanol), feed commodities, and
other food and refrigerated products. We battle for business with other railroads, trucks, and
barges for movements of agricultural products. In fact, agricultural products move primarily by
truck or barge, not rail. We also face significant source competition. Many shippers are served by
other railroads, and we have a strong interest in working with our customers to allow them to
remain competitive in their markets, so they can expand the business they give to us.

Union Pacific’s rates for agricultural products traffic continue to provide outstanding
value for our customers. When the market environment for our transportation began to change,
our rates for grain, which were mostly in tariffs, and for food products, which were exempt, were
adjusted more rapidly than business with long-term contracts. Yet the rate levels are still low. As
shown below in Figure 9, our revenue per revenue-ton mile for this business remains below 1983
levels in real terms, and current nominal rates are 15 percent lower than if they had tracked

inflation.
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Figure 9: Agricultural Products Rates Since 1983 (Butler VS, ELB-15)
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Union Pacific’s efforts to compete for agricultural products traffic are reflected not only
in our low, market-based rates, but also in our work to improve our service and to develop new
services to attract and retain business. Shuttle trains are the most popular and successful recent
innovation in grain transportation. They allow us to move more grain traffic with any given level
of equipment, and we offer incentives to customers for loading and unloading shuttle trains in a
timely manner. We have developed truck-competitive premium services for shipments of
refrigerated products. We have also developed an innovative, intermodal “plant-to-port” service
that involves transloading grain to marine containers for export. In addition, our agricultural
customers are the primary beneficiaries of a web-based monitoring tool we recently developed to
track shipments in boxcars, refrigerated boxcars, and food-grade covered hoppers.

Union Pacific has also made substantial capital investments to improve our competitive

posture. We have the largest refrigerated boxcar fleet in the railroad industry. We have also been
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acquiring thousands of new covered hoppers to carry agricultural products, including more than
880 cars that we recently added to our fleet in response to strong demand in grain markets in late
2013, and we intend to add at least 700 additional covered hoppers to our fleet in 2014.

These investments involve significant risk. Our grain business can vary significantly
depending on the size of the harvest and demand conditions in national and global markets. Rail
cars will be in high demand in one year, and then sit idle in others. As Mr. Butler describes, in
2008, we picked up our car acquisition programs, only to see thousands of covered hoppers sit
idle until recent record harvests. Nonetheless, so long as we can charge rates that give us an
opportunity to earn market-based returns, we can respond to market signals for additional
investment and provide the highly competitive services our customers desire.

3. Competition for chemicals traffic remains strong.

We continue to face strong competition for chemicals business. A large part of Union
Pacific’s chemicals business involves transportation of petrochemicals to and from the Gulf
Coast region. Petrochemicals include industrial chemicals, plastics, petroleum products, and
liquid petroleum gases. We also transport fertilizer, soda ash, and a variety of other chemical
products.

Many Union Pacific-served chemical facilities have rail access to BNSF and Kansas City
Southern Railway (“KCS”) directly or via short lines or terminal railroads, and many have the
additional option of moving traffic by water, pipeline, or truck. Our customers with facilities
served solely by Union Pacific often have plants at other locations, so they can divert production
to facilities served by other railroads if they are dissatisfied with our rates or service terms. In
fact, customers sometimes expand production at locations only we serve, even when they could

choose a location served by multiple railroads, because they have many options for obtaining
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competitive rates and service terms for production at the location we serve. Our customers do not
hesitate to remind us about their many competitive options.

Union Pacific competes for chemicals business by providing competitive rates and high-
quality service to create value for our customers. Competition has kept our rates down. As shown
below in Figure 10, our revenue per revenue-ton mile for this business remains below 1983
levels in real terms, and current nominal rates are 34 percent lower than if they had tracked
inflation.

Figure 10: Chemicals Rates Since 1983 (Butler VS, ELB-18)

$0.08

Inflation

$0.06

Nominal Revenue
Per RTM

e,

$0.02 S " Real Revenue

Per RTM

$0.04

$0.00 ——r—r—r— T —r——r——r—r—r— T
1983 1988 1993 1998 2003 2008 2013

Note: Real Revenue Per RTM and Inflation indexed using Implicit Price Deflators for Gross Domestic Product

Union Pacific’s experience is that service plays a critical role when our chemical
customers choose among their transportation options. We have therefore devoted considerable
effort to improving service and thus the value we provide to our customers. Most of our chemical
customers own or lease the cars they use, so when we reduce cycle times, we allow them to

maintain smaller fleets, which saves them money. Our reliable service also provides significant
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value to our customers whose production processes require a constant flow of material to avert
costly shut-downs. We have had success in using our strong service to convert business from
truck to rail.

As Mr. Butler explains, Union Pacific is also investing heavily to attract and retain
chemicals business. In 2012 and 2013, we invested $425 million to expand capacity in our
Southern Region, which includes the Gulf Coast. We have been upgrading lines, improving and
expanding terminals and yards, installing and extending sidings, and upgrading signal systems to
improve throughput. In the same period, we also invested more than $1 billion to maintain,
replace, and improve the integrity of our network infrastructure in the Southern Region, which is
critical for providing safe, reliable transportation of chemical products.

The investments we are making in our chemicals business involve significant risks. The
production of petrochemicals in the U.S. is expected to grow because of the availability of low-
cost, domestic natural gas, which is a critical feedstock in the production process. Whether our
investments in capacity generate economic returns ultimately depends on our ability to compete
successfully for additional traffic, as well as events beyond our control, including developments
in global energy markets and the demand for our customers’ products. But it is the prospect of
earning market-based returns that spurs us to respond with increased investment to chemicals
markets that are signaling a desire for additional capacity.

4. Competition for industrial products traffic remains strong.

Union Pacific’s industrial products business faces pervasive competition from other
railroads, trucks, and other modes, as well as product and geographic competition. Our industrial
products business includes shipments of hundreds of commodities between thousands of origins
and destinations. The traffic includes lumber, other construction materials, metals and minerals,

paper and consumer goods, frac sand, and countless other products.
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Union Pacific faces intense competition from trucks for almost all of these products.
Trucks typically offer shippers advantages in terms of cycle time and speed that railroads cannot
match. In addition, these products often move in relatively smaller quantities to a variety of
destinations, which can make trucks more economical than rail. And, many of these products
move to or from locations that are not directly served by rail, so they must be loaded onto trucks
for at least some portion of the move. All this means we must provide high-quality service and
rates that represent good value to capture the business.

Where Union Pacific has advantages over trucks, we face competition from other
railroads — primarily BNSF. Those shippers that are directly served exclusively by Union Pacific
or BNSF often transload their products to the other railroad. Where transloading is not feasible,
our rates are still constrained by product and geographic competition: the products our customers
ship can often be sourced from other locations served by other carriers, so we are competing
against those other carriers when we establish rates for our customers.

Because Union Pacific’s industrial products traffic comprises a large variety of products
and the mix of traffic changes over time, it is difficult to compare rates across different periods.
Since most of this traffic is exempt and even the non-exempt traffic is often for short-duration
moves, there are relatively few long-term contracts. Thus, rates could adjust to recover increased
costs more quickly. However, our rates reflect the highly competitive nature of the marketplaces
for transportation of these many products. As shown below in Figure 11, our revenue per
revenue-ton mile for our industrial products business remains below 1983 levels in real terms,

and current nominal rates are 25 percent lower than if they had tracked inflation.
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Figure 11: Industrial Products Rates Since 1983 (Butler VS, ELB-21)
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Union Pacific’s effort to compete for industrial products business is also reflected in our
record of investment and innovation to attract and retain industrial products traffic. For example,
since 2004, we have rebuilt the entire Southern Pacific line from Portland, Oregon, to Northern
California, a route that is heavily used for lumber transportation, and we have expanded capacity
in yards across our network to handle growth in manifest traffic, including shipments of frac
sand and steel pipe.

Union Pacific’s industrial products traffic is highly variable, which creates substantial
challenges when making investment decisions. In 2005, in the midst of a booming construction
market, we spent millions of dollars to lease centerbeam cars, which are used to move lumber,
only to have hundreds of those cars sit idle during the recession. More recently, we have been
investing heavily to support growth in demand for frac sand. These investments also involve

significant risks, as the anticipated returns depend on assumptions about future volume of natural
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gas and petroleum production and the rates we will be able to charge. So far, however, we are
responding to market signals for investment under the assumption we will be able to charge
market-based rates.

S. Competition for automotive traffic remains strong.

Union Pacific faces intense competition for automotive business, which consists of
transportation of finished vehicles and automotive parts. This traffic is subject to pervasive rail,
truck, and water competition. We compete for business not only by offering competitive rates,
but also by investing and innovating to provide the premium services that automotive shippers
demand. Competition is intense, as automakers can and will switch their finished vehicles
business back and forth from one alternative to the other.

Union Pacific and BNSF compete head-to-head in bidding for almost every major
movement of finished vehicles in the western United States. Both railroads have comparable
access to production plants in North America, and to West Coast ports, where vehicles arrive
from overseas. Both railroads can then move those vehicles to destinations throughout the West,
using their network of distribution centers, or to connections with eastern railroads. KCS is also a
strong competitor for movements of finished vehicles from production plants in Mexico.

Union Pacific also competes with trucks for movements of finished vehicles, which
requires us to provide advantages that overcome the additional time, costs, and risk of damage
involved in unloading vehicles from trains and loading them onto trucks for final delivery. This
competition can be seen not only in rates, but also in our investments in distribution facilities,
improving service reliability, and implementing processes that minimize the risk of damage to
vehicles during transportation.

Union Pacific also must compete against ocean carriers, which provide yet another

alternative to rail for the transportation of finished vehicles from Mexico to either U.S. coast. We
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have seen tens of thousands of vehicles destined from Mexico to domestic markets that previously
moved on Union Pacific diverted to ocean carriers in recent years. We also have seen the vehicle
traffic for new Mexican plants awarded to ocean carriers.

Union Pacific also faces pervasive competition for automotive parts movements. We
compete vigorously with BNSF, and we also face strong competition from KCS, particularly
from the Upper Midwest to Mexico, which is one of the most significant lanes for parts traffic.
However, trucks dominate the parts business. The parts business is highly service sensitive: if
parts are not delivered consistently, production grinds to a halt, and trucks are generally
perceived as having speed and reliability advantages over rail.

Union Pacific’s rates for automotive traffic reflect the highly competitive nature of the
marketplace. Essentially all of the traffic is exempt from regulation. As shown below in Figure
12, our revenue per revenue-ton mile for this business remains below 1983 levels in real terms,

and current nominal rates are 31 percent lower than if they had tracked inflation.
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Figure 12: Automotive Rates Since 1983 (Butler VS, ELB-24)
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Union Pacific’s effort to compete for movements of finished vehicles and automotive
parts is also reflected in our record of investment and innovation. We invested more than $530
million over the past 10 years in network facilities and new rail cars for automotive business.
This year, we plan to invest { } in facilities specifically serving the
automotive business, which includes multi-million-dollar expansions of our Kirby and Mesquite,
Texas, distribution facilities, and approximately { } in new rail cars for shipments of
finished vehicles. In addition, in the past two years, we have opened new intermodal lanes to
provide better parts service to and from Mexican gateways. We have also invested in technology
that provides value to our customers, including our VINFormation tracking system and LogicNet
routing software. We are also actively seeking to expand rail competition to new markets. For
example, we were the first railroad to fight with trucks for a share of the used car market with

our ShipCarsNow program.
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The investments we make to expand our automotive business involve significant risks.
The automotive industry is highly cyclical. When sales and shipments plummet, as they did in
the last recession, we are challenged to earn an economic return on our investments. We can also
lose large volumes of traffic when automakers re-bid their transportation contracts or change
their production patterns. However, as long as we continue to have the opportunity to earn
market-based returns, our incentives to continue investing in this business to improve our
competitive posture will remain strong, and our customers will benefit.

6. Competition for intermodal traffic remains strong,.

Intermodal traffic is the most competitive category of traffic that moves by rail. To attract
and retain this business, we must not only offer competitive rates, but also invest in our network
to provide fast, reliable service and expand our service offerings.

Union Pacific competes both head-to-head and indirectly with other railroads for
international intermodal traffic. Ocean carriers can choose among competing railroads at U.S.
ports, and they can expand their competitive options even further by choosing among the various
ports on the west and east coasts, including ports in Canada and Mexico.

Union Pacific also competes vigorously for domestic intermodal business, both with
other railroads and with trucks. Virtually all domestic intermodal traffic that moves by rail is
subject to rail competition because railroads do not need to serve a particular shipper facility, or
even have rail facilities in the same city, to compete for this business. However, in almost every
situation, our most significant competitor is not another railroad — it is a truck. We are making
meaningful progress in attracting business to rail, but trucks still dominate the domestic cargo
business.

Union Pacific’s rates reflect the highly competitive nature of the intermodal business. As

shown below in Figure 13, our revenue per revenue-ton mile for our intermodal business remains
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below 1983 levels in real terms, and current nominal rates are 31 percent lower than if they had
tracked inflation.

Figure 13: Intermodal Rates Since 1983 (Butler VS, ELB-27)
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Union Pacific’s effort to compete for intermodal business is also reflected in our record
of investment and innovation. For example, since 2000, we have invested more than $1.4 billion
in intermodal terminal capacity, including building new ramps in Dallas, San Antonio, Chicago,
and Santa Teresa, New Mexico. We have purchased more than 23,000 containers since 2008. We
also spent $1.1 billion to increase capacity on our Sunset Route from El Paso to Los Angeles,
which is a critical route for intermodal traffic. We have also developed dozens of new intermodal
service offerings over the last 10 years in response to market demand, including new routes and
improved schedules for existing routes. We are in the process of purchasing technologically

advanced gate systems for our terminals to improve fluidity. We also created a subsidiary,
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Streamline, to provide all-inclusive “door-to-door” service in an effort to attract smaller
customers that are less familiar with traditional intermodal service.

The investments we make to expand our intermodal business involve significant risks.
We are subject to intense competition for all of our intermodal business. When we build new
facilities, there is no guarantee that traffic will materialize at the volumes we anticipated. We
have substantial sunk investments in terminals that are not producing the results we expected.
However, we believe that the intermodal business, especially domestic intermodal, provides
important opportunities for growth. As long as we have the opportunity to earn market-based
returns, our incentive to continue investing in this business will remain strong.
III.  Union Pacific’s Financial Condition Must Continue To Improve For The Railroad

To Continue Making The Types Of Investments In Capacity That Our Customers
Are Demanding.

Union Pacific must continue to have the opportunity to earn market-based returns if we
are to continue investing and innovating to meet the long-term needs of our customers. Our
financial condition has improved, but we are far from earning returns that, when properly
measured against the current cost of our assets, are equal to, much less exceed, our cost of
capital. Moreover, our ability to earn market-based returns is growing more important as
investments are focusing more on increasing capacity, and those investments are themselves
becoming increasingly expensive.

A. Union Pacific’s financial performance lags behind the performance of other
companies operating in competitive environments.

Union Pacific is encouraged by our progress towards improving our financial condition.
At the same time, our improvement must be viewed in perspective: for a very long period, our

returns were exceedingly poor, our return on investment is still below our cost of capital, and our
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returns continue to trail those of other successful companies operating in competitive markets.
Suggestions that we are earning exceptionally large returns are mistaken.

One reason we appear to have made so much progress is that we had a lot of catching up
to do. As Professor Murphy shows, even using the Board’s methodology (which is flawed for
reasons we discuss in the section below), our return on investment equaled the railroad industry’s
cost of capital just once in the 29-year period from 1981 through 2009, as shown below in Figure

14.

Figure 14: STB Revenue Adequacy Results (Murphy VS, KMM-1)
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Source: STB (1996-2013) and ICC (1980-1995). Historical results are for UP standalone (not combined with other
railroads that later merged with UP).

Although the Board found Union Pacific to be revenue adequate in 2010 through 2013,
our cumulative revenue adequacy shortfall just since merging with Southern Pacific far exceeds
the amount by which we have exceeded revenue adequacy (as measured by the Board), as shown

below in Figure 15.
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Figure 15: Cumulative Revenue Adequacy Results (2013 constant dollars in millions) (Murphy VS, KMM-2)
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Source: STB; U.S. Department of Commerce, Bureau of Economic Analysis (GDP implicit price deflator).

Dr. Willner provides another method of placing Union Pacific’s financial results into
perspective. He compares Union Pacific’s performance to the performance of other companies
over the period from 2004 to 2013. His analysis shows that Union Pacific’s results generally lag
behind the results of other companies operating in competitive environments.

Specifically, Dr. Willner uses data from Bloomberg to compare Union Pacific’s return on
invested capital (“ROIC”) to returns of fourteen “peer group” companies our board of directors
has selected to evaluate the performance of our management and companies in the S&P 500.

Dr. Willner’s analysis shows that Union Pacific’s ROIC, which is similar to the Board’s

measure of return on investment,'? is below the average ROIC for companies in our peer group

12 Bloomberg and the Board both calculate this measure of return using historical rather than
current data on asset costs. Given the long-lived nature of railroad assets, this likely has the
(continued...)
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and in the S&P 500. See Willner VS at 5-6. In fact, our ROIC is below the ROIC of all but two

of the companies in our peer group, as shown below in Figure 16.

Figure 16: Average Return on Invested Capital (Willner VS, RW-1)
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Source: Bloomberg

Dr. Willner also uses Bloomberg data to analyze Union Pacific’s use of cash for capital
expenditure, dividends, and stock buybacks in comparison with the use of cash by our peer group
companies and companies in the S&P 500. His analysis shows that Union Pacific has allocated a

larger portion of cash to capital expenditures than the average for our peer group and companies

impact of making railroad returns appear higher in relation to returns of other companies than
they actually are. See Willner VS at 5 n.6. Bloomberg’s calculations are different from the
Board’s in that Bloomberg does not remove the impact of deferred income taxes from its
measure of income and the net capital stock. See id. at 5. Using Bloomberg data allows for an
apples-to-apples comparison and is in any event more appropriate, since, as discussed in more
detail below, ordinary investors expect deferred tax reserves to be included in the investment
base. See id.
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in the S&P 500, as shown below in Figure 17. And while some have cited railroad buybacks of
stock to argue that railroads are earning too much revenue,'® Dr. Willner’s analysis shows that

we lag peer firms and the S&P 500 in this regard. See id. at 8.

Figure 17: Average Cash Allocation (Willner VS, RW-3)
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Dr. Willner’s analyses confirm that Union Pacific’s financial performance is not outside
the norm. In fact, in terms of ROIC we continue to lag behind our peer group and the S&P 500.
We are encouraged by our progress, but we are not yet where we need to be, if we are to
continue devoting increasing amounts of capital to expanding our capacity.

B. Union Pacific’s earnings are not sufficient today to attract the capital
necessary to assure we will be able to meet shippers’ needs.

Union Pacific has not consistently earned returns exceeding our cost of capital, as those
measures are calculated by the Board. As discussed above, Union Pacific has been found to be
revenue adequate under the Board’s methodology just five times in the past thirty-three years.

Even by the Board’s measure, we are still working off a substantial shortfall. See p. 41, supra.

13 See, e.g., Office of Oversight and Investigations Majority Staff, Committee on Commerce,
Science and Transportation, United States Senate, Update on the Financial State of the Class I
Freight Rail Industry at 19-20 (Nov. 21, 2013).
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In addition, even if one could infer a possible need for more protection of shippers who
may lack effective competition when a railroad’s returns consistently exceed the cost of capital,
such an inference would be especially inappropriate here because of how the Board calculates
railroad returns. Specifically, the Board’s revenue adequacy measure substantially overstates
railroad returns for two reasons, one involving the use of historical assets costs to value the
railroad investment base, the other involving the treatment of deferred taxes.

As Professor Murphy explains, the Board’s calculation of returns using railroads’ net
historical asset costs is inconsistent with a revenue adequacy standard designed to represent ““a
reasonable level of profitability fqr a healthy carrier’” and ““assure[] shippers that the carrier will
be able to meet their service needs for the long term.”” Murphy VS at 7 (quoting the Board’s
Notice). He observes that, “[a]s a matter of economics, the proper way to measure whether a
carrier is earning a return on investment sufficient to allow it to invest and meet demands for
service in the long term must use forward-looking investment costs.” Id. This is because
“[i]nvestors will be willing to lend to a company if the expected future returns on investment in
that company will be as high as the investor can receive (after accounting for risk) from
alternative investment opportunities.” Id. at 8-9. Dr. Willner concurs from an investor’s
perspective: “[a] prospective investor is purchasing with current dollars,” so to be able to
evaluate an investment in a particular company against other opportunities, the investor “will be
concerned with economic returns calculated based on the current value of a company’s asset
base.” Willner VS at 4-5.

Professor Murphy observes that the Board recognizes this point in its stand-alone cost
test, which correctly embodies the critical concept that a railroad’s earnings must be sufficient to

cover the current costs of the assets necessary to provide the same set of services that the railroad
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provides. See Murphy VS at 23-24. But the Board’s measure of revenue adequacy “provides no
information about a railroad’s ability to attract the capital it needs to maintain and grow its
network and operations, which is the relevant economic criterion for determining whether the
carrier will be financially healthy and be able to serve its customers in the future.” Id. at 7.

After reviewing Union Pacific’s estimates of current asset costs, Professor Murphy
concludes that Union Pacific’s “current earnings are not sufficient today to attract the capital
necessary to replace its assets.” Id. at 8. Rather, Union Pacific’s economic returns are
substantially below the returns calculated by the Board, and substantially below the railroad cost
of capital calculated by the Board. See id. at 20-22. Professor Murphy’s conclusion is consistent
with statements Union Pacific has made to investors. See id. at 21 n.24 (citing statements in
quarterly earnings calls).

Dr. Willner, an expert on financial valuation of companies, discusses the second reason
why the Board’s revenue adequacy calculation substantially overstates railroad returns; namely,
the Board’s calculation excludes deferred taxes from the net investment base. That is, the
Board’s calculation excludes funds that the railroads continue to hold, and on which investors
expect a return. As Dr. Willner explains, the exclusion of deferred taxes inflates the Board’s
return calculation by creating the misimpression that a railroad’s earnings are generated from a
smaller investment base. See Willner VS at 5. He notes that the Board’s approach is problematic
from an investor’s perspective because “[w]hat matters to investors . . . is the actual capital base
invested,” and “[i]nvestors expect the same return on deferred tax reserves as on other capital
because deferred tax reserves are a portion of the company’s capital base.” Id.

Dr. Willner also shows that Union Pacific is much further away from consistently earning

returns above our cost of capital than our peer group companies and companies in the S&P 500,
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when returns are calculated in a manner similar to the Board’s calculation — that is, based on

historical asset costs. See id. at 7. Specifically, from 2004 through 2013, companies in our peer

group and the S&P 500 have on average earned more than the cost of capital, while we have not,

as shown below in Figure 18.

Figure 18: Average ROIC and Average Cost of Capital (Willner VS, RW-2)
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Dr. Willner’s analysis of these data illustrates an additional point that we discuss in Part

IV: there is nothing troubling about a pattern of returns exceeding the cost of capital, especially

when those returns are measured based on historical asset costs. Dr. Willner suggests that rather

than worry that railroads are earning outsized returns, the Board “should actually be more

concerned that the returns on investment earned by UP and other railroads are low when

compared to returns earned by comparable companies.” Willner VS at 2. He explains that
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“[t]hese low returns impact the railroads’ ability to attract capital from the capital markets, thus
potentially limiting their ability to continue investing in innovation and growth.” Id.

C. Union Pacific must make increasingly risky and costly investments to
support expanding traffic.

Union Pacific must continue to invest to compete for business and to provide the amount
and quality of service our customers are demanding. And, as shown above, we are investing in
our network at record levels. But the nature of our investments has changed over time in ways
that make it even more important for us to have the opportunity to earn more than an amount of
revenues deemed to be “adequate.” Specifically, we are investing more heavily in projects where
the expected return that drives our investment decision depends on traffic and revenue growth,
rather than productivity and costs savings, and the amount we must invest to generate a given
level of benefit is increasing. We must have the opportunity to earn higher returns to justify
undertaking these more risky, more costly investments.

Mr. Butler describes how our capital investments are focused more than ever before on
supporting new business growth. As discussed above, we are investing to expand capacity in our
Southern Region to support the growth of chemicals business. We are expanding yards all across
our network to handle growing volumes of industrial products business, such as frac sand. We
have been building new terminal facilities to increase our capacity to handle intermodal and
automotive business. We have invested in thousands of new covered hoppers that allowed us to
move the 2013 record harvest.

Professor Murphy describes how the nature of our investment has changed over time. He
shows that the amount we have invested annually per track mile has increased substantially since
2004. For every mile of track that we operate, we invested 69 percent more in real terms in 2013

than in 2004. See Murphy VS at 17. He explains that after largely exhausting many of the lower-
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capital methods of increasing throughput, we now need to make higher-cost investments in new
facilities to attract additional business and retain existing customers. See id. at 18.

Our capital investments to support new business growth are risky. As Professor Murphy
explains from an economic perspective, the risk arises from the combination of several factors.
Railroad investments are expensive, and even if successful, they may not generate net positive
returns for many years. See id.at 29-30. In the years it takes to obtain a positive payoff, markets
can change in ways that reduce the investment’s returns. This is because railroad service is a
derived demand that is affected by, among other things, general economic trends, changes in
demand for specific commodities, and the economics of alternative transportation modes and
other railroads. See id. at 30. And, in many cases, “railroad assets are sunk™ and effectively
dedicated to serve certain commodities or specific locations, and “[o]nce those investments are
made, a railroad cannot redeploy those assets and recoup its investments if the expected demand
does not materialize.” Id.

Mr. Butler confirms that Professor Murphy’s economic analysis is consistent with real
world concerns when we invest to expand traffic for any of our businesses. As discussed above,
our coal business is highly sensitive to changes in the national economy, natural gas prices, and
government regulation. Our chemicals business is sensitive to changes in the national economy
and prices for natural gas. Our agricultural business depends on harvest size and conditions in
global markets. Our industrial products, automotive, and intermodal businesses all depend on
conditions in the national and global economy. And, the vast majority of all of our traffic is
subject to some combination of rail, intermodal, product, and geographic competition, adding to

the risk we face in making investments.

48



Mr. Butler gives examples that demonstrate the very real nature of the risks associated
with investing to support growth. He notes the example of our massive investment in the SPRB,
where a recession, low natural gas prices, and environmental regulation have combined to keep
demand well below the projected levels that had justified the investment. See Butler VS at 21,
26-27; see also Murphy VS at 30-32. Mr. Butler describes our investment in an intermodal
terminal outside Chicago where traffic volumes, and thus returns, fell below our projections. See
Butler VS at 57; see also Murphy VS at 32.

Mr. Butler describes another important characteristic of the investments we are making
today: the rising costs of adding capacity. As Mr. Butler explains, one reason the cost of adding
capacity is rising is that we have already done so much investing: we have added sidings, cross-
overs, and connections where they would have the biggest impact per dollar on throughput. In
the future, we will have to spend more capital to make an equivalent impact on capacity.

Another factor driving up the cost of new capacity is that much of the current expansion
in demand is occurring in congested areas, where acquiring land is expensive and construction is
difficult. As Mr. Butler explains, this is particularly true in our Southern Region, which includes
locations such as Houston, Texas, and Lake Charles, Louisiana. In those areas, it is difficult and
costly to acquire property needed to construct rail facilities. And, once we acquire the property,
construction can be costly and suffer delay because of environmental and permitting challenges,
and the large number of pipelines in the region that may require relocation before construction
can begin.

We want to be able to invest to expand our network and improve service to meet
customer demand and compete for new business. Successfully competing for new business is

important to our continuing effort to improve our financial condition. But we will not be able to
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make these investments unless we have the opportunity to provide our shareholders returns on
those investments that are high enough to offset the risk and costs.
IV.  Sound Public Policy Requires That Railroads Have The Incentive And Opportunity

To Earn Returns In Excess Of Their Cost Of Capital In Order To Promote Optimal
Investment In Innovation And Growth.

Sound public policy requires that railroads have the incentive and opportunity to earn
returns in excess of their cost of capital. As Professor Murphy explains, the prospect of earning
returns in excess of their cost of capital is what drives companies to innovate and pursue
opportunities to grow. This is especially true for companies like railroads that operate in
competitive environments where new investment carries a high degree of risk. Companies for
whom returns are not guaranteed need the opportunity to earn returns exceeding their cost of
capital on the investments they make to provide the prospect of earning returns at least equal to
their cost of capital over the long run. Without that opportunity, they will inevitably invest less.
Thus, a constraint on our revenues would not only be contrary to our interests, it would also be
contrary to the interests of our customers and others who are calling for increased investment in
the rail network.

A. The existence of railroad returns exceeding the cost of capital would not

indicate a need for increased regulation of railroad rates, and there is no
evidence justifying greater regulation.

A rate constraint designed to limit overall railroad revenues would not advance public
policy. The Board’s governing statute sets forth a clear policy “to allow, to the maximum extent
possible, competition and the demand for services to establish reasonable rates for transportation
by rail,” 49 U.S.C. § 10101(1), and authorizes the agency to regulate rates only where a shipper
lacks “effective competition,” id., § 10707(a). But as Professor Murphy explains, “there is no
economic reason why a finding that a railroad is earning a rate of return at or above its cost of

capital should lead the Board to take action to force rate reductions.” Murphy VS at 25.
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“[Flinding that a railroad as a whole is more than revenue adequate reveals nothing about
whether any rates, and if so, which rates, exceed the competitive level due to a lack of effective
competition.” Id. at 26.

In fact, as Professor Murphy observes, whether railroads achieve revenue adequacy will
depend more on traffic that is presumptively competitive than on traffic that potentially lacks
effective competition. Approximately 80 percent of Union Pacific’s traffic is either exempt from
regulation or moves under rates that produce an R/VC ratio below 180 percent — so rates on this
traffic “will dominate aggregate measurements of UP’s revenue, costs and profitability.” Id. at
26. Thus, “it is not possible to determine whether rates are above the competitive level on the
remaining 20 percent of UP’s traffic — the portion potentially subject to rate regulation — using a
broad-based measure of performance such as revenue adequacy.” Id. at 26-27.

Moreover, Professor Murphy’s shows that Union Pacific improved its financial condition
using the same strategies that other firms operating in competitive markets use to improve their
profitability — through pro-competitive efforts to increase efficiency and provide more and
higher-value service to their customers. Professor Murphy reviews our post-Staggers Act history
of consolidations, productivity growth, investment, service improvement, and pricing, see id. at
35-41, and he concludes that the trends “are consistent with what [he] would expect to observe in
a competitive industry,” id. at 45. He cautions that “[r]egulatory interference in UP’s incentives
to anticipate ways to improve service and invest to do so will harm competition and shippers.”
Id. at 46.

Professor Murphy also examines empirically whether Union Pacific’s improved financial
condition is attributable to excessive pricing on traffic that lacks effective competition. As

discussed above, see pp. 22-23, supra, his analysis shows that we have achieved larger gains in
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contribution margin from traffic that is exempt from rate regulation than from traffic that is
subject to rate regulation. He explains that the results are not what one would expect if Union
Pacific had been raising rates by exercising market power against shippers without effective
competition. See Murphy VS at 43-44. Rather, they support his conclusion that Union Pacific’s
improved financial condition in recent years “reflects increased, not reduced, competition and
benefits for shippers.” Id. at 7.

B. Companies in competitive environments must have the opportunity to earn
returns in excess of their cost of capital in order to invest to expand capacity.

A rate constraint designed to limit overall railroad returns to the cost of capital is not only
unnecessary, it would be extremely harmful to railroads, our customers, and the public interest.
Professor Murphy explains that “[e]conomic efficiency depends on encouraging railroads to
strive to earn more than their cost of capital.” Id. at 6. We must have the opportunity to earn
returns in excess of our cost of capital if we are going to invest in expanding capacity, which
involves significant risks. Without the prospect of earning higher returns on the projects that
succeed, we will have little choice but to return more cash to shareholders for them to invest in
other activities that provide a better opportunity to earn a high return.

As Professor Murphy explains, the prospect of earning high returns is what drives
companies to invest in expanding output and increasing efficiency. See Murphy VS at 27-28.
This also benefits shippers: “Improvements in rail service offered by UP and other railroads
represent a win-win situation for railroads and their customers — higher profits for railroads in
exchange for better service for shippers.” Id. at 6-7. But if our returns were capped at a
predetermined level, our incentives to innovate and grow would be reduced: there would be no
point in investing if we must surrender the fruits of our efforts when we succeed but suffer the

loss when we fail. And even more important, as discussed in more detail below, our shareholders
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will not allow us to risk the company’s money if even successful projects would have limited
payoffs.

Limiting railroad returns to the cost of capital would also be harmful because railroads
must have the opportunity to earn returns that exceed their cost of capital, or they will never earn
their cost of capital over the long-run. As Professor Murphy observes, unlike a traditional public
utility that can obtain a rate increase from its regulator if it fails to reach a targeted rate of return,
“UP is not guaranteed a competitive rate of return on average; market conditions and changes in
demand and supply caﬁ cause it to earn below a competitive rate of return for extended periods
of time.” Id. at 28. Thus, Union Pacific “will not earn a competitive rate of return on average if it
is forced to endure periods where its rate of return falls below the competitive level without the
prospect of earning a return above its cost of capital at other times.” Id. at 28-29. In other words,
limiting our earnings to the cost of capital would actually condemn us to perpetually falling short
of actual revenue adequacy.

In addition, the prospect of earning high returns has become even more important in the
current environment because, as discussed above, our investments are now focused more on
increasing capacity than reducing costs. As Professor Murphy observes: “Through mergers and
rationalization of assets, railroads largely have eliminated the excess capacity and inefficient
operations with which they were afflicted when they were first deregulated. Going forward,
railroads must attract capital to replace their network and provide additional capacity where there
is demand from shippers.” Id. at 6. Investing to reduce costs is less risky, because we usually
benefit even if traffic or rate levels fall. But investments to accommodate growth are inherently
risky, and they must offer the prospect of a substantial upside to offset the potential downside if

expected traffic or rate levels fail to materialize. See id. at 29-32. And the potential downside is
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not just a theoretical concern, as shown by our experience with very substantial investments that
had limited success. We have made sizeable investments, including investments in expanding
capacity to transport SPRB coal and investments in new and expanded intermodal terminals that
have generated lower-than-expected returns when economic and regulatory conditions changed
or we did not attract the business we expected to attract. See id. at 30-32; Butler VS at 26, 57.!4
Professor Murphy explains that limiting returns to the cost of capital would lead railroads
to make inefficient investment decisions that would harm both railroads and their customers. He
observes that “[i]n unregulated competitive markets, investment decisions are motivated by the
expected risk-adjusted return on investment opportunities and the firm’s goal of achieving the
highest level of profitability from its investment decisions.” Murphy VS at 33. However, “[i]f the
railroad’s return on investment is burdened by an additional constraint — that successful
investments would affect the Board’s calculation of revenue adequacy and result in the Board
constraining the railroad’s future revenues — then the railroad will make inefficient investment
decisions and fewer projects will go forward.” Id. Indeed, the effects of regulation could reduce
investments for traffic that is not otherwise subject to regulation. “A railroad with an investment
opportunity to serve exempt or other presumptively competitive traffic that would be highly
profitable on its own [could] be discouraged from pursuing that investment by the need to

discount the anticipated return to take into account how success would affect other rates through

1 Professor Murphy also explains that the need for greater investment also makes the Board’s
current measure of revenue adequacy even more problematic. In the past, when we had more
room to improve productivity, investors could expect returns from both cash flow generated
directly from investments made with their capital and improved operational efficiencies. See id.
at 18-20. With the second source of potential returns diminishing, investors are necessarily more
focused on generating returns on current investments, which makes it “more critical than in the
past that revenue adequacy be judged by what matters to investors, which is the return on assets
based on their current cost, and not on a backward-looking accounting measure of profitability.”
Id. at 20.

54



broad-based regulation based on the carrier’s overall profitability.” Id. Professor Murphy also
points out that the effects of such regulation would likely cause the greatest harm to shippers
who stood to gain the most from investments: “The greater the anticipated return on a particular
investment, the greater the likely benefit for shippers. Yet, the greater the expected profitability
of an investment, the greater likelihood that it will result in rate regulation . . . .” Id.

Dr. Willner approaches these issues from a different perspective, but he reaches the same
conclusions as Professor Murphy. He explains that “[i]nvestors demand that companies only
spend capital on an investment if the expected return of the investment is at or above the
company’s cost of capital.” Willner VS at 9. Thus, “purely [as] a matter of arithmetic,” if a
company is projecting returns accurately, one “would expect to see the company’s realized
returns above its cost of capital — even in fiercely competitive industries.” Id. at 9.

Dr. Willner also describes how limiting returns to the cost of capital would reduce the
number of projects in which railroads would invest, leading to less investment than would exist
in a competitive environment. As he explains, company managers decide whether to invest in a
particular project by comparing the project’s expected returns with the company’s cost of capital.
In general, if the expected returns exceed the cost of capital, the project merits funding. See id. at
9. But, “if regulation limits the potential gains from successful investments — for example, if a
railroad is requiredr to surrender a portion of the gains of the investment in the form of rate relief
— then that will alter the calculation of expected returns.” Id. at 9-10. Specifically, there will be
fewer investments with expected returns above the cost of capital, and thus fewer investments
will be made than would be made in a competitive environment. See id. at 10-11.

Dr. Willner also explains that this reduction in investment will occur regardless of

whether a company has enough cash on hand to fund investment. If a company’s investment
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opportunities do not have expected returns that equal or exceed the company’s cost of capital,
then the company’s management will not spend cash on those opportunities. See id. at 11. In fact,
constraining returns to the cost of capital would increase the cash a company uses for purposes
other than investment, and in particular, the amount of cash a company would return to its
shareholders through dividend payments and share repurchases. As Dr. Willner explains, if a
company does not have options for investing cash in projects that will generate returns above the
company’s cost of capital, investors would expect management to return the investible funds to
their true owner — the shareholders. See id.

Professor Murphy also emphasizes that earnings are not locked within a company to be
used only for reinvestment: “the return on reinvesting in the railroad’s assets must be compared
to the return on alternative investments,” and “[t]hat is true whether such investments would be
financed out of retained earnings or financed by attracting new capital.” Murphy VS at 9. As he
explains, railroads “do not need a guarantee that they can earn more than a normal rate of return,
but they do need the opportunity to do so.” Id. at 32. Moreover, “[i]f, contrary to sound economic
policy, the Board uses a finding of revenue adequacy or another profitability measure as a reason
to lower rates, it would induce inefficient investment decisions and harm railroads and shippers.”
Id. at 25. Thus, imposing limits on rail rates because a railroad has succeeded in improving
revenues to an “adequate” level would be contrary to sound public policy.

V. The Board Should Affirm That Railroads Will Have The Opportunity To Earn

Market-Based Returns On Investments In Their Networks And That Competitive
Market Principles Will Govern Rail Rate Regulation.

Union Pacific’s financial condition has improved in recent years as a result of decades of
pro-competitive investments and innovations that have benefited our customers and advanced the
public’s interest in the development of a sound rail transportation system. Yet, we are still a long

way from earning returns that could properly be described as adequate, much less excessive. In
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the meantime, we are being called upon to increase investment, and we see investment
opportunities that could be beneficial to us, our customers, and the nation’s economy. But those
investments will be expensive, and they carry risk that some will not be successful. Our ability to
make the investments, and thus deliver those benefits, depends on our having the opportunity to
earn market-based returns. That opportunity would be threatened by rate regulation that
disregards sound economics and competitive market principles. We therefore urge the Board
continue to allow competitive market forces to drive railroad investment and innovation. We also
urge the Board to use this proceeding to affirm that railroads must have the opportunity to earn
market-based returns and that, in the rare instances where competition does not effectively
constrain rates, it will continue to rely on competitive market principles to regulate rates.
Respectfully submitted,
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VERIFIED STATEMENT OF ERIC L. BUTLER

My name is Eric L. Butler. I am Executive Vice President — Marketing and
Sales for Union Pacific Railroad Company. I joined Union Pacific in 1986 and
have held my current position since 2012. Since joining the railroad, I have
served in other positions including Vice President and General Manager -
Industrial Products, Vice President — Automotive, Vice President — Supply, and
Vice President — Planning and Analysis. [ hold a bachelor’s degree in mechanical
engineering and a master’s degree in industrial administration from Carnegie
Mellon University.

I. Introduction

In my current job, I am responsible for Union Pacific’s six major business
groups: agricultural products, automotive, chemicals, coal, industrial products,
and intermodal. My job is to ensure that Union Pacific delivers strong value to
our customers in the highly competitive transportation services market. Rates
are only part of the value equation. Shippers demand speed, reliability and
capacity so that they can compete for their own customers’ business. To deliver
strong value, we must provide quality service. If we don’t have service—if we
don’t add value for our customers—we have nothing to sell.

Earlier in my career, as Vice President — Planning and Analysis, I was
responsible for Union Pacific’s capital budgeting process. In my experience, there
is a powerful connection between the investments we make and the value we are
able to deliver for our customers. Union Pacific must invest huge amounts of

private capital every year just to maintain our system. But that isn’t enough. To



increase system velocity, to improve shipment reliability, and now—more
importantly than ever—to grow our capacity, we must invest more. To remain
competitive, we must have the financial capability to respond to market changes
and the resiliency to keep going when things get tough.

Our experience in 2014 is a great example. As the Board knows, railroad
traffic has surged this year to levels not seen since the booming pre-recession
economy of 2006. Our 7-day carloadings averaged 190,755 in July, close to our
record 191,968 7-day annual average in 2006. Demand has been well above
what we—and I believe what most others—expected. Union Pacific also has been
challenged in other ways that no one could have predicted. Only 25 of the first
200 days this year passed without a major service interruption somewhere on
our system, as we dealt with the “Polar Vortex,” extensive spring flooding and
other setbacks.

Unquestionably, we have been challenged in 2014 to respond under
circumstances that in prior years might have ground our system to a halt. We
have responded, however. I know from experience that we could not have met
these challenges as effectively without the huge investment in our railroad—in
our people, in growth capacity, in system improvements, in equipment
(including “surge” locomotives to handle spikes in demand), and in new
technology—that we have put in place over the past decade.

The chart below, ELB-1, illustrates this point. It tracks Union Pacific’s
velocity against carloadings since 1999. The two measures are inversely related:

In general, the more volume Union Pacific takes onto our system, the more



difficult velocity is to achieve. Velocity drives service and value. It is the key
measure of our efficiency and closely tied to customer satisfaction.

As the Board can see, we have improved service compared to volume steadily
over the 1999-2006, 2007-2009 and 2010-2014 time periods. The lines on the
chart move up and to the right. That is, we have been able to move more freight
at higher velocities on our railroad over time. Critically, despite our recent
challenges, we are moving traffic more than two miles per hour faster in 2014
than at approximately the same peak volume levels in 2006. To put that in
context: A one mile per hour increase in velocity is worth about 200 locomotives

and the work of more than 250 train crew employees.

ELB-1. Service-Volume Equation

2007-2009

2010-2014 thru July

® July 2014
+ 2.3 mph

1999-2006

Velocity / Service

Carload Volume

I understand the Board is requesting comments in this proceeding on the

methodology for its annual railroad revenue adequacy determination. I

understand the Board also is seeking comments on the possible use of the



concept of revenue adequacy in setting or adjusting regulated railroad rates.
This statement focuses on two points:

First, Union Pacific agrees with the Board that the structure of the railroad
industry and the industry’s role in supporting growth in the nation’s economy
have changed under the competitive market framework established by the
Staggers Act. The story of how Union Pacific and other railroads evolved from
lumbering, financially at-risk, service- and price-regulated enterprises to more
nimble market competitors is familiar. I have watched those changes unfold, I
believe for the better, over the course of my railroad career.

Second, Union Pacific agrees that the questions presented in this proceeding
raise a range of important policy issues. In particular, Union Pacific believes the
Board should take this opportunity to affirm that railroads must have
appropriate economic incentives, including the ability to earn market-based
returns, to make the huge investments required to effectively compete for
business. In our view, the Board also should view with great caution any
proposals to use the concept of revenue adequacy to impose a “top down”
regulatory cap on railroad revenues, because it will reduce the investment
needed to meet customer demand for rail service. We believe sound economics
and good public policy fully support these conclusions.

Below, I will describe some of the ways that Union Pacific’s post-Staggers
Act consolidations and network improvements enabled us to provide better
customer service while increasing competition. I will discuss how Union Pacific

has improved our financial condition by competing for business and why rates



have increased since 2004—although not for the reasons, and not by as much,
as some shippers would like the Board to believe. I will explain how we have
been able to improve service and meet increasing and ever-changing market
demand with the support of huge capital investments, and why the cost of
further improvements to our network is rising. Finally, I will provide examples
of how each of our business groups competes and invests to grow business.

II. The Competitive Transformation Of The Railroad Industry Improved
Service And Increased Competition

The Staggers Act freed railroads to compete on price and service. Railroad
mergers and the rationalization of rail networks under the Staggers Act
improved productivity and reduced rates, with shippers as primary
beneficiaries of those gains. The mergers also enhanced rather than decreased
competition. Union Pacific’s increased revenues and improved financial
condition today reflect better service, more efﬁcient operations, and enhanced
competitiveness made possible by deregulation.

Some shippers claim that post-Staggers Act railroad mergers reduced
competition. These shippers misread history and ignore the factors that
actually caused rate levels to increase over the past 10 years. As shown in
ELB-2 below, railroad rates fell for more than two decades after the Staggers
Act as the industry consolidated—including after the last of the Class I mergers
in the late 1990s. Railroad rates did not begin to increase until 2004. Even
now, real railroad rates, including Union Pacific’s, remain below their pre-

Staggers Act levels.



ELB-2. U.S. Freight Railroad Performance Since Staggers

300 -
Productivity

250

200 1 Railroad Mergers

150 -

Reveﬂgé

100 - /"V
50 - T
Rates
0 e Tyt e [ e [ T e et 7] AT e B e I o e
1964 971 I 1978 1985 1992 | 999 2006 2013
Conrail created loo-lluﬂ UP-8P
Burlington Northern N8 (NW-S0U) UP-MKT Connil
(Northem Lines merger) UP-MP-WP SP-DERGW breakup
Penn Central C€8X (Seaboard-Chessie) BN-ATSF|  CN-Hllinois
BN-Frisco UP-CNW Central
Source: AAR, STB Index: 1981 = 100

While the connection some shippers seek to draw between railroad mergers
and rate increases is a false trail, the link between railroad consolidation,
Staggers Act reforms and the revival of the railroad industry is real. As shown
by the timeline above, railroad productivity gains, volume growth, and rate
reductions did not occur before the competitive opportunities presented by
regulatory reform—despite merger activity in the 1960s and 1970s. On the
contrary, U.S. railroads were teetering on the brink of financial collapse by the
time Congress passed the Staggers Act.

Pre-Staggers Act, despite some mergers, the U.S. rail system continued to
consist of smaller railroads that scattered traffic over a wide variety of
inefficient routes. The railroads were burdened with operating branch lines that
trucks had stripped of almost all traffic. Most railroads lacked the volume to be

efficient. To make matters worse, then-existing regulation prevented price



competition. Railroads were unable to earn enough to reinvest to handle
existing traffic, much less to compete with trucks.

After the Staggers Act, it was a different story. The Staggers Act, and
subsequent mergers, did more than combine railroads. They restructured the
industry entirely. Inefficient routes with multiple interchanges and routine
delays disappeared. Uneconomic lines disappeared or went to short-line
railroads. Since the Staggers Act, Union Pacific and other carriers were able to
abandon or discontinue service over thousands of miles and to lease (or sell)
low-density lines to short lines that could operate them more efficiently.

Deregulation also allowed railroads to finally realize the cost savings,
increased productivity, and service improvements that mergers promised.
Regulatory impediments to increased productivity were reduced or removed.
Collective rate-making and general rate increase proceedings eventually
disappeared as railroads and customers negotiated contract rates. And
railroads finally began attracting investment capital to rebuild the U.S. rail
network and to go after freight moving on trucks and barges. This combination
of industry consolidation and regulatory reform has been by all accounts a
resounding policy success.

Union Pacific’s consolidations provided us with critical opportunities to
leverage regulatory reforms to become a more effective competitor. Beginning
with our Missouri Pacific and Western Pacific railroad transactions in 1982 and

through our last merger with the Southern Pacific railroad in 1996, we were



able to increase productivity and reduce costs while improving our service and
growing traffic. Our experience is that delivering greater value to our customers
also is the best way to grow earnings—a true win-win situation for Union
Pacific’s customers and investors.

Moreover, mergers demonstrably increased rather than reduced competition
for shipments that move on our lines. Competition was enhanced by having
two strong competitors in the Western United States—Union Pacific and BNSF.
At the time of our merger, the Southern Pacific was by any measure a weak
competitor and in poor financial condition.

In a notable example, the Southern Pacific merger gave birth to two single-
line north-south routes in the West Coast I-5 corridor. Besides creating
competing Union Pacific and BNSF routes for shippers, both railroads gained
improved capabilities to compete with trucks in the I-5 corridor. At the end of
the Southern Pacific merger oversight in 2001, the Board found that “the
merger has resulted in strengthened competition for 2-to-1 shippers, 3-to-2
shippers, shippers of key commodities affected by the merger, and shippers in
every rail corridor and region affected by the merger.”

The various mergers and acquisitions that created today’s Union Pacific
improved customer service in many ways including ones that went beyond
increased competition. Here are a few examples:

Shorter, Faster Routes. The Union Pacific and Southern Pacific systems
complemented each other especially well, creating numerous opportunities for

shorter routes. Other mergers also let us shorten routes. These shorter routes



reduced transit time for customer shipments, improved rail car utilization for
private and railroad-supplied cars, and saved fuel. Some examples are shown

in ELB-3 below:

ELB-3. Shorter Route Miles From UP Mergers

Houston to Kansas City LosAngeles to Memphis LosAngeles to Dallas
2,533 2,459
2,186
1,953
1,743
1,460
845 832 779
Union MKT Merged Union Southern Merged Union Southern Merged
Pacific System Pacific Pacific System Pacific Pacific System

Source: Merger Filings

Directional Running. After the Southern Pacific merger, we implemented
north-south directional running using existing mainline track between
Southern Illinois and Texas. Before, both railroads faced constraints in this
corridor. The change also allowed us to make better use of classification yards
at North Little Rock and Pine Bluff, Arkansas. The Union Pacific yard at North
Little Rock now builds northbound trains destined for the Upper Midwest and
for interchange to Eastern carriers; the former Southern Pacific yard at Pine
Bluff builds southbound trains and takes blocks of cars built by Norfolk
Southern and CSX for our destinations. Directional running increased network

capacity at a fraction of what it would have cost to double track those lines and



expand those yards.

Single-line Service. Shipper support for single-line service resulting from
railroad mergers was overwhelming. Single-line service typically includes more
direct routes and less switching, which means faster transit times and
increased reliability. In addition, single-line service can improve shipper access
to destination markets. For example, lowa, Minnesota and Wisconsin farmers
and elevators previously served by the CNW railroad gained improved access
through Union Pacific to customers in Arkansas, Arizona, California and export
markets in Mexico. As a result of our Missouri Pacific and Western Pacific
consolidations, Union Pacific intermodal and bulk customers gained greater
access to West Coast ports and direct access to ports on the Gulf of Mexico.

Equipment Availability. Shippers also gained greater access to specialized
equipment. Union Pacific had a larger fleet of specialized cars than the
Missouri Pacific, CNW or Southern Pacific. CNW grain shippers, for example,
benefitted from Union Pacific’s larger covered hopper fleet. Southern Pacific
metals shippers benefitted from access to Union Pacific gondola cars. In
addition, the merged Union Pacific-Southern Pacific created more opportunities
for triangulation and backhauls of locomotives, further improving equipment
availability.

All these benefits continue to this day.

III. Union Pacific Has Increased Revenues And Improved Our Financial
Condition By Competing For Business

The ability to compete on service and price—with other railroads and modes

of transportation—is the foundation of Union Pacific’s improved financial
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condition. Union Pacific has been able to win customer business, increase
contribution, reinvest to grow our business, and deliver better returns to
investors all as a result of our ability to provide a quality competitive service
option in the transportation market.

In our experience, shippers are willing to pay more for a higher value
transportation services product in the competitive market. Shippers demand
speed, reliability and capacity so that they can compete for their own
customers’ business. Speed minimizes inventory carrying costs and improves
equipment utilization. Reliability means consistent transit times from day-to-
day, week-to-week and during different seasons. Reliability reduces customer
supply chain costs. Shippers often tell us that service reliability is their most
important measure for transportation. Shippers also want to know that we are
reinvesting in our network to meet their current and future transportation
needs.

The data show that service delivery and customer satisfaction are closely
related. Our Service Delivery Index measures key service quality indicators for
the railroad as a whole and for each of our six business groups. Our Customer
Satisfaction Index measures customers’ overall satisfaction with our
performance. As shown in ELB-4 below, customer satisfaction has closely
tracked service improvements over the past decade at the same time railroad

rates were increasing.
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ELB-4. Customer Satisfaction And Service Delivery Indices
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The fact that rates have increased is not in and of itself “bad” as some
shippers seem to argue. Our rate increases reflect the operation of market
forces. Rates also have not increased as quickly as some shippers would have
the Board believe. While it is true that Union Pacific’s rates began to increase in
2004 after falling for two decades after the Staggers Act, our rates in real dollars
remain below their level in 1983, the year after our Missouri Pacific and Western
Pacific transactions. If our rates merely had tracked inflation over the same
period, they would be much higher than the rates shippers pay today, as shown

in ELB-5 below.
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ELB-5. Union Pacific Rates Since 1983
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Increases in railroad rates since 2004 reflect the work of economic forces
beyond Union Pacific’s and our customers’ control. Demand for rail
transportation increased widely and persistently for several years as surplus
capacity was consumed by customer demand. Our spending for line capacity,
locomotives and recruiting and training thousands of new employees also
increased significantly. For example, the cost of a commonly used locomotive
model increased by 35% to almost $2.5 million from 2004-2013. At the same
time, rising operating costs, especially fuel costs, began to put upward pressure
on rates just as productivity gains slowed.

The expiration of long-term “legacy” contracts with rates below or only slightly
above the variable cost of handling the business, and the renewal of these
contracts at current market-levels also increased rates for some customers. Most

of these re-pricing opportunities were presented from 2004-2008, as shown in
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ELB-6 below. New negotiated agreements did not reflect the exercise of market
power. On the contrary, as these contracts came up for renewal, we simply
renegotiated them to reflect market-based prices that would allow us to

adequately reinvest in the assets required to perform the service.

ELB-6. Re-Pricing Opportunities
Percentage Of Revenue As Of January 1, 2009

<1% 2009
3% 2010

\ 6% 2011

2% 2012
Repriced 82%
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Source: Investor Fact Book 2008

In addition, the “easy” productivity gains railroads were able to achieve and
pass along to shippers in the form of lower rates in the first decades after the
Staggers Act now are more difficult to come by and are not enough to offset our
increasing costs. As shown in ELB-7 below, railroad productivity gains peaked in
the 1990s. At Union Pacific, we achieved most of our merger cost savings in the
years immediately after the Southern Pacific acquisition. However, the biggest
opportunities to reduce the costs to operate trains, to install computer systems
(and replace armies of clerks), and to shed thousands of miles of track came

around only once.
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ELB-7. Railroad Productivity Gains
5-Year Rolling Period
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Now, the low-hanging fruit has been picked. Our success in shedding the
excess overhead imposed by earlier regulation, negotiating more efficient
agreements with our labor unions and achieving merger-related improvements
during the first two-decades after Staggers still benefits our customers and our
investors, but we cannot repeat such gains. Productivity gains today are not
only more incremental, they cost more to achieve. We still strive for greater
efficiency and continually look for process improvements to wring out all we can
from our infrastructure. However, as discussed in the section below, we often
must invest much more now to produce the same kind of service improvements
and capacity gains (e.g., increasing the number of trains per day that can run
over a line) that we were readily able to achieve in the past. Because of this, it is

more critical than ever to earn returns sufficient to enable that investment.
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IV. Union Pacific Must Continue To Invest In Capacity To Meet Market
Demand And The Cost Of Capacity Is Rising

In our experience, whether rail capacity will be enough to meet their future
needs is a concern for many shippers. We work closely with our customers to
determine where and when to make capacity investments. Many shippers want
and need the railroads to invest to expand capacity—as the Board heard
repeatedly in its hearing in United States Rail Service Issues, Ex Parte No. 724,
earlier this year. We believe most shippers also recognize that the U.S. rail
network does not have the excess capacity that it did in the 1980s and 1990s
and that new investments are needed to meet increasing and changing service
demands.

As our revenues have grown, Union Pacific has been and is making huge
capital investments to support new business growth, especially in the
categories of new line and terminal expansion. For example, from 1995-2010,
we invested approximately $1 billion to increase capacity on our “Red X”
mainlines across the Upper Midwest and Great Plains. From 2003-2012, we
invested more than $1.1 billion to increase capacity on our Sunset Route from
El Paso to Los Angeles. As shown in ELB-8 below, we expect to invest record

amounts of capital projects in 2014, including for growth.
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ELB-8. Union Pacific Capital Investment (billions) i
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Note: includes cash capital, leases and other non-cash capital

We believe a historic opportunity exists to grow capacity, improve service
and take more truck traffic off the nation’s highways and onto rail. To meet
increasing and ever-changing market demand, we need the financial capability
to continue investing in coming years. We do not yet earn the kinds of returns
necessary to support the investments needed, but the opportunity to grow and
to serve the nation’s transportation needs is there.

Our greatest opportunities now are on the eastern third of our network—
with a focus on our Southern Region, which includes Texas and Louisiana. A
resurgence in U.S. oil and natural gas production has sharply boosted demand
for transporting “frac” sand and other materials used in drilling operations. To
serve this market, we have had to shift resources and redirect investments
because the predominant traffic flow over our system historically has been

east-west, while the frac sand traffic mostly moves north-south.
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Meanwhile, the inexpensive feedstock produced by the oil and gas boom and
the expectation of low-cost and abundant domestic natural gas supply is
spurring a revitalization of U.S. chemical production. Again, our Southern
Region is a great example. A large number of new plants are being announced
and new pipelines are being built there to transport gas, oil and downstream
chemical products. Union Pacific is working with our chemicals customers to
add more line and terminal capacity in Texas and Louisiana, as the increase in
production increases demand for rail service.

With these opportunities, however, come challenges. The cost of adding new
capacity on our system is rising due to several factors. First, new sidings,
crossovers, connections and improved signal systems already have been
constructed in places where they had the biggest impact to throughput. Future
investments also will increase network capacity, but to a lesser extent than in
the past. To make an equivalent impact, more miles of track will have to be
added at a greater total cost. The cost of track materials, signaling systems,
and technology, including Positive Train Control, all represent elements of
inflation that increase the cost of adding new capacity.

Another cause of rising costs is the challenge of adding new track in

congested areas. For example, since 2009, we have invested more than {

} Between 2009 and 2013, the average sale
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price of urban land in the largest cities in these states more than doubled, as
shown in ELB-9. Other factors also can make expanding capacity difficult in
such areas, including the large number of pipelines and environmental and

permitting challenges.

ELB-9. Texas And Louisiana Urban Land Values
Average Sale Price Per Square Foot
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V. Examples From Union Pacific’s Business Groups Show How
Competition And Investment Drive Performance

The vast majority of the traffic that moves on our railroad is competitive,
and each of our six business groups competes for our customers’ business. As
discussed below, we innovate and invest in our network to meet our customers’
increasing or changing rail transportation needs.

A. Coal

Union Pacific transports coal and coke to utilities and industrial facilities

throughout the U.S. and for export. Coal originating in the Southern Powder
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River Basin (“SPRB”) of Wyoming is the largest segment of our coal business,
comprising 73% of carloads in 2013. Coal produced in the Uinta Basin region
of Colorado and Utah is the second largest segment, accounting for 14% of
carloads in 2013. The remaining traffic consists of coal forwarded to Union
Pacific from other carriers (such as Central Appalachian coal), coal originating
in Southern Wyoming’s Hanna Basin, the Illinois Basin, or New Mexico, and
coke moving from refineries throughout the country.

1. Competition For Coal Business

Union Pacific faces profound direct and indirect competition for our coal
business. From 2004-2008, Union Pacific faced growing demand for coal from
the SPRB, Colorado and Utah due to the surging economy and rising natural gas
prices. At our peak, we moved 205 million tons out of the SPRB in 2008,

and 46 million tons out of Colorado and Utah in 2005.

ELB-10. Union Pacific SPRB And Colorado-Utah Tons (millions)
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To meet that strong demand and the anticipation of further growth, we
invested heavily in capacity for our coal network during the middle of the last
decade. Market forces, however, changed direction on us. Overall coal demand—
and demand for coal transportation—dropped during the recession and in
response to changing environmental regulation and tax policy that favored
renewable and other non-coal sources of energy. Then, just after our coal
volumes began to recover from the recession, natural gas prices hit record lows
and we also lost business to our chief competitor, drastically reducing coal
demand and Union Pacific’s coal volumes. As shown in ELB-10 above, Union
Pacific’s SPRB coal volumes have decreased by 23% since 2011 and 27% since
the peak in 2008. Similarly, our Colorado and Utah coal volumes have decreased
by 11% since 2011 and 43% since the peak in 2005, approximately six fewer
trains per day.

Direct Competition. As joint owners of the rail line serving the SPRB mines
(“Joint Line”), Union Pacific and BNSF compete head-to-head for SPRB coal. The
rail carrier who moves more SPRB tons fluctuates over time as one gains and the
other loses market share, as shown in ELB-11 below. As the second entrant into
the SPRB, Union Pacific succeeded in growing our market share from 23% in
1985 (our first full year serving the SPRB) to over 50% in less than a decade.
BNSF briéﬂy took back the lead for a few years in the late 1990s before Union
Pacific won the majority of SPRB market share beginning in 2000. More recently,
we lost market share in the SPRB, due largely to customers shifting from Union

Pacific to BNSF.
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ELB-11. SPRB Joint Line Tons (millions)
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From the time Union Pacific entered the SPRB in 1984 through 2003, Union
Pacific’s rates for coal fell significantly as Union Pacific made substantial
productivity gains and passed those savings on to our customers. For example,
Union Pacific invested in more expensive locomotives equipped with AC traction
and distributed power, and we invested in longer sidings. These investments—
along with incentivizing customers to use higher-capacity aluminum cars—
allowed Union Pacific to run longer trains and deliver more coal with each train.
This reduced our costs, and at the same time improved reliability and reduced
unloading costs for our customers.

When the economy surged in late 2003, we faced significant challenges in our
coal network. We had limited capacity to accommodate higher demand for coal
in Colorado and we were attempting to determine how much more capacity we

would need for anticipated growth in SPRB volumes. Our costs (especially fuel
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costs) were increasing and productivity gains were harder to realize. In addition,
much of our coal traffic moving under legacy contracts was barely covering (and
in some cases not covering) our variable costs for moving the coal. These rate
levels were simply not sustainable—besides being below market. Beginning in
2004, coal rates began to increase to reflect the higher costs and the rising

demand to invest in new capacity to support that traffic.

ELB-12. Union Pacific Coal Rates Since 1983
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Our strategy to price at reinvestable levels as legacy contracts came up for
bid has yielded an increase in nominal rates, but higher costs have consumed
much of that increase as illustrated in ELB-12. For example, we recently

renegotiated a legacy contract {
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}

In addition to having opportunities to improve margins on competitive
business, Union Pacific has won business by offering a more competitive pricing
and service product. For example: We won one Midwestern utility’s business the

last time it came up for bid by developing a superior route {

} Consequently, Union

Pacific was able to offer competitive rates {

}

Union Pacific also has retained competitive business {
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}

On the other hand, Union Pacific has lost business that we held for years,

despite offering competitive rates. {

}

Indirect Competition. Union Pacific’s coal business also faces competitive
pressures from low natural gas prices as well as renewable sources of energy,
such as solar and wind power. Over the past couple of years, new horizontal
extraction techniques revolutionized the production of natural gas, greatly
increasing domestic supply and significantly decreasing the cost. As a result,
natural gas-fired power plants were able to produce electricity for less than it
costs to run many coal-fired units, displacing electricity supplied by coal-fired
generation. Moreover, government policy (both environmental and tax) favoring
renewable sources of energy and imposing significant costs on coal-fired
generation has displaced coal further.

In 2004, coal accounted for 50% of the electricity consumed in the U.S., while
natural gas-fired generation accounted for 18% and renewable sources
accounted for 2%, as shown in ELB-13 below. Nearly a decade later, natural

gas-fired generation and renewable sources combined for 33% of U.S. electricity
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in 2013 and displaced a portion of coal-fired generation, which fell to 39%.

ELB-13. Sources Of U.S. Electricity Generation
50%

Coal Nuclear Natural Gas Hydroelectric Renewable Other

m2004 =2013
Source: U.S. Energy Information Administration

The increased competition between natural gas-fired and coal-fired generation
and government policy discouraging coal-fired generation decreased coal
shipments on Union Pacific by 14% from 2011-2012 alone.

2. Investments In Our Coal Network

Union Pacific has devoted significant resources to support and expand our
coal network. From 2004-2010, we invested nearly $600 million in coal capacity
alone, including $470 million in capacity in our SPRB coal corridors, $55 million
in our Colorado and Utah coal corridors, and over $60 million in railcars. When
we made the SPRB investments, total SPRB coal volumes from the Joint Line
were expected to exceed 400 million tons in 2008 and keep growing.
Unfortunately, those forecasted volumes did not materialize. Actual

SPRB tonnage on the Joint Line peaked in 2008 at 376 million tons and has not
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rebounded since.

ELB-14. Forecast And Actual SPRB Joint Line Tons (millions)
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As for Colorado and Utah coal volumes, repeated production problems such
as those caused by longwall failures, fires, flooding and mine collapses (as well
as reduced demand for coal due to lower natural gas prices and environmental
pressures) have prevented average loadings from rebounding to peak levels.
Several Utah mines have even closed since our peak in 2005, further reducing
coal volumes.

B. Agricultural Products

Our agricultural products business consists of transportation of grain, grain
products and food and refrigerated products for domestic use and export.

¢ Grain includes whole grains such as corn and wheat, soy beans and other

specialty grains. Grain accounts for 39% of carloads for our agricultural
products business. The majority of the grain we move originates in the

Midwest and moves to domestic processing and feed markets in the
Midwest, South and West and for export to Mexico and export terminals in
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the Pacific Northwest and the Gulf Coast.

e Grain products, such as ethanol, dried distiller grains (known as “DDGs”)
and soybean oil, make up 35% of our agricultural products carloads. We
move grain products from processing facilities in the Midwest to
destinations in the West and South for further processing for consumption
or, in the case of ethanol to destinations, including in the Northeast via
connections, for use as a fuel additive.

¢ Food and refrigerated products make up the remaining 26% of the
agricultural products carloads. This segment consists of a wide variety of
products such as beer, food ingredients, fresh and frozen products that
move from the production areas primarily on the West Coast and in
Mexico to consumption markets in the Midwest and, via connections with

other railroads, the Eastern United States. This segment consists of
exempt traffic.

1. Competition for Agricultural Products Business

Agricultural shippers enjoy robust competition. Union Pacific competes
directly for agricultural traffic against other railroads, trucks and barges and
indirectly against producing regions not served by Union Pacific. We offer these
customers competitive rates and innovative products while investing in rail
infrastructure to support the growth of domestic and export traffic.

Grain. Shippers of grain in particular have readily available transportation
alternatives to Union Pacific, and receivers have readily available supply
options. Agricultural processors, such as grain and oilseed milling facilities,
often are located near agricultural producers. Nearly all grain producers and
elevators have a wide range of competitive options for moving grain to both
nearby and distant destinations. The few producers that may be beyond
trucking distance to any destination except a Union Pacific served elevator also

benefit from extensive geographic competition for grain.
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Trucks pose a potent competitive challenge because all grain that is shipped
starts its journey to market in a truck. Direct trucking from field to market or
barge terminals is common in Union Pacific’s service territory. Grain that is not
trucked directly to a terminal or processor will likely be trucked to an elevator
and stored until sold to an exporter, a processor or a feeder. In our service
area, producers are generally located within trucking distance of multiple
elevators located on different railroads. There is extensive truckiﬁg of grain
from elevator to market in our service territory, meaning that even if grain
arrives at an elevator served by Union Pacific it may never be transported by
Union Pacific.

Grain Products. We compete for new grain products business by working
with customers to increase shipping capacity by expanding customer facilities
located on Union Pacific. There is an initiative underway to work with grain
processors to expand rail capacity on Union Pacific. This gives originating
shippers more access to Union Pacific and non-Union Pacific destinations. We
would prefer to keep the expanded business on Union Pacific so we are also
working with existing customers to expand their capacity to receive grain
products, while trying to find new destinations to deliver grain products.

Food and Refrigerated Products. Union Pacific faces strong competition
from trucks for the transportation of food and food products as well. While
trucks handle the “first mile” of virtually every shipment similar to grain, food
products are typically processed at plants near the fields. Rail movements start

at the plants and end up at distribution centers or re-seller locations. Trucks
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will then handle the “last mile” for the vast majority of food/food products
shipments that are sold in grocery stores or consumed in restaurants. Trucks
carry more than 70% of agricultural and food products, and more than 80% of
communities in the United States—where the food is consumed—are served
exclusively by truck. Shipment of perishables in particular is a highly truck-
competitive market, as customers require fast, reliable transit times that
railroads historically were unable to provide. Union Pacific continues to
compete for—and win—this business with new service offerings.

In developing rates and service terms, Union Pacific takes into account the
many alternatives shippers and receivers enjoy and seeks to be competitive
with other modes. For example, our grain rates apply from defined geographic
groups. All locations within a group normally take the same rates to any given
destination, and groups generally are created without taking into account
whether locations are served only by Union Pacific or have access to multiple
railroads. Because most grain and much of the grain products traffic move
under common carrier rates instead of contracts, we were able to respond to
the changing marketplace and increasing costs more quickly than we were with

customers with long-term contracts.
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ELB-15. Union Pacific Agricultural Products Rates Since 1983
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We also innovate to serve this business. Shuttle trains are the most popular
and successful recent innovation in grain transportation. Shuttle trains are
dedicated trains where the cars and locomotive power stay together from trip to
trip—that is, they are not broken up once they are unloaded, but are moved
intact back to an origin for another load. Union Pacific allocates shuttle train
capacity through an auction system, where supply and demand sets the price
for our commitment to continuously cycle the train for a period of time. This
commitment is valuable, especially when demand for grain transportation is
high and equipment supply is low.

Shuttle train customers are not locked into any one origin-destination pair.
Rather, the customer can choose to move the train between any Union Pacific
shuttle origin and destination or sell its shuttle train capacity to other

customers, providing the customer more flexibility while using equipment more
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efficiently. This efficiency and flexibility of shuttle trains allows 45% of Union
Pacific’s grain car fleet to move 72% of Union Pacific’s total grain. This high
utilization rate allows us to move more grain more efficiently for our customers.

After years of development and investment, we recently opened a first-of-its-
kind, intermodal “plant-to-port” service for grain. The new service involves
transportation of covered hopper unit trains from the Midwest to a new facility
in Yermo, California. There the grain is transloaded to marine containers, and
then moved in double-stack intermodal train service to the ports of Los Angeles
and Long Beach for export.

We have been able to compete for refrigerated shipments because we offer
two premium services for refrigerated products. In one, we move fresh produce
in unit train service from the West Coast to New York in as few as five days. In
another, we move dairy products, canned goods, wine, frozen foods and some
fresh produce from the West Coast to destinations in the East and Southeast.
These services create opportunities for Union Pacific to capture market share
from trucks in this service-sensitive sector.

Agricultural products customers also can take advantage of ShipmentVision
Lite, a web-based monitoring tool to trace rail shipments moving in Union
Pacific boxcars, refrigerated boxcars and food-grade covered hoppers.
ShipmentVision Lite allows customers to track a shipment’s entire transit route
over all rail carriers. Through our subsidiary UPDS, we monitor shipments and

ensure shipments are handled in an expedited manner, as part of Union
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Pacific’s door-to-door value. This value-added service product has improved
car cycle time by 2.5 days, creating more equipment capacity for customers
while allowing Union Pacific to generate more revenue per car.

Union Pacific is actively testing and marketing new services to food

customers in Mexico. {

} In August of 2014, Union Pacific, in cooperation with CSX, completed
our first test load of watermelons from Mexico to Maryland. If future tests prove
successful, we will be able to compete with trucks for produce moving from
Mexico into the United States.

2. Investments In Our Agricultural Products Network

Since 2008, Union Pacific has acquired approximately 1,985 covered
hoppers through purchase or lease. This includes more than 880 covered
hoppers that Union Pacific recently added to our fleet in response to strong
demand in the grain market in late 2013.

Union Pacific plans to add at least 1,500 additional covered hoppers to our
fleet in 2014 bringing the total to 16,600 hoppers. Our new covered hoppers
are capable of carrying more than 5,000 cubic feet of product, compared to
older hoppers that could carry about 4,750 cubic feet of product.

While car acquisition benefits customers, it also exposes Union Pacific to the

risk of equipment underutilization. As shown in ELB-16 below, grain cars in
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storage spiked when market demand fell during the recession. More than 50%

of our grain car fleet was in storage in 2010.

ELB-16. Grain Cars In Storage
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Union Pacific’s agricultural products investments go beyond covered
hoppers. Our premium refrigerated services would not be possible without our
fleet of nearly 5,000 refrigerated box cars, currently the largest refrigerated
boxcar fleet in the industry. One refrigerated rail car provides the loading
capacity of up to four truckloads. The fleet helps create a competitive
advantage for customers shipping perishables on Union Pacific.

C. Chemicals

Union Pacific’s chemicals business consists of four broad segments:
petrochemicals, fertilizer, soda ash and other.
e Petrochemicals includes industrial chemicals, plastics, petroleum

products (such as crude oil) and liquid petroleum gases and accounts for
74% of our chemicals volume. These products move primarily to and from

34



the Gulf Coast region, where significant chemical production is located
and expanding.

Fertilizer shipments represent 12% of our chemicals business and include
nitrogen, phosphates and potash. These shipments move from the Gulf
Coast region, the Western United States, and Canada to major
agricultural users in the Midwest, the Western United States, and abroad.

Soda ash originates in southwestern Wyoming and California and moves
to chemical and glass-producing markets in North America and abroad. It
accounts for 9% of our chemicals business.

The remaining 5% consists of sodium products, phosphorus rock and
sulfur.

Source: Investor Fact Book 2013

ELB-17. Chemicals Carloads (2013)
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1. Competition for Chemicals Business

Union Pacific’s chemicals business is subject to competition from other

railroads as well as other transportation modes. Many of the chemical facilities

that we serve are accessed by another railroad directly or through short lines

or terminal railroads. In particular, Union Pacific, BNSF and KCS directly serve

many of the same chemical facilities in the Gulf Coast region where much of
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the domestic chemical production is concentrated. All three Class I carriers
access chemical customers in the Houston area through the Port Terminal
Railroad Association (“PTRA?”).

Even chemicals customers who are served by a single railroad have
transportation options, and they leverage those options to negotiate competitive
transportation rates. Many chemicals customers have multiple plants
throughout the U.S., and customers can shift production from a plant served
only by Union Pacific to a plant we do not serve if they are not satisfied with
our rates or service. Moreover, much of our chemicals business can move by
other modes of transportation. Fertilizers move by truck, barge or vessel, and
some fertilizers even move by pipeline (such as anhydrous ammonia). Plastics
and soda ash move by truck or utilize transload operations to combine multiple
modes of transportation. Other petrochemicals move predominately by pipeline
(such as propylene, ethane, butane, natural gasoline and propane), but can
also move by truck, barge, or vessel.

Chemical customers utilize multiple product sources and can change
suppliers in order to negotiate competitive transportation rates. Union Pacific
recently lost business when the receiver decided to source from a location with

multiple transportation options. {
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}

Our chemicals customers share common expectations. First, they expect

Union Pacific to provide safe, timely and reliable service, which makes them

more competitive in their own respective markets. Second, our chemicals

customers expect us to handle their growing business. These expectations

require that we price our services at market levels to generate the returns

required to reinvest in our network.

Starting in 2004, Union Pacific’s chemicals rates began to rise as demand

increased and fuel costs and other costs also increased, as shown in ELB-18

below. But they have remained relatively flat since then. Real rates remain

below their levels in 1983.

ELB-18. Union Pacific Chemicals Rates Since 1983
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Union Pacific’s service performance is a key competitive advantage for
retaining existing chemical business and winning new business. We believe it
is one factor in our customers’ decisions on where to locate production. Several
of our chemicals customers are in the process of expanding production at
locations served only by Union Pacific, even though they could have chosen
other possible locations served by multiple railroads.

We also have converted business from other transportation modes. In one
case, we converted a customer’s short haul business to rail that had been
moving by truck for about two years. In another case, our chemicals and
intermodal teams worked together to convert specialty movements of plastics
from truck to rail using intermodal containers.

Some of our customers’ production processes require a consistent flow of
raw materials, and if the raw materials are not delivered on time, production
stalls or shuts down completely, which can be very costly to reverse. Occidental
Chemical Corporation (“Oxy”) recently testified that reduced production rates
caused by transportation delay on another carrier resulted in $7 million of
additional costs. With Union Pacific’s help, Oxy avoided additional costs from
service interruptions. Union Pacific worked tirelessly with Oxy to keep the plant
running by “reworking plans, expediting movements, putting together special
trains, creating extra switches, and building unit trains.” U.S. Rail Service
Issues, Ex Parte No. 724, Hearing Tr. at 439-40 (April 10, 2014) (testimony of

Robin A. Burns, Occidental Chemical Corporation).
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Union Pacific also uses our facilities to create value for our chemicals
customers. For example, Union Pacific has the largest and most strategically
positioned storage-in-transit (“SIT”) facilities in the U.S. SIT yards allow our
plastics customers to store their products in their railcars at our facilities prior
to final delivery, which is especially important for those customers who do not
have capacity inside their plants to store their product until it is sold to end-
users. Union Pacific currently has six SIT yards strategically located near
plastics production in Texas and Louisiana.

2. Investments In Our Chemicals Network

Union Pacific has devoted substantial resources to attract and retain
chemicals business through strategic investments in our network. Our
investment strategy in the eastern third of our network and throughout our
Southern Region is particularly attractive to our chemicals customers because
of the large amount of chemicals flowing to and from the Gulf Coast.

Union Pacific invested more for capacity in our Southern Region in 2012
and 2013 than we had in the previous five years combined: more than $425
million. Additionally, for the same two years, Union Pacific invested more than
$1 billion to maintain, replace or improve the integrity of our Southern Region’s
infrastructure, which is critical for providing safe, reliable transportation. Since
we are required by federal law to move chemicals traffic—much of which is
hazardous—between origins and destinations designated by our customers,
investing in infrastructure improves safety for our employees, customers and

communities.

39



The following are examples of capacity investments that benefit (or will soon

benefit) our chemic<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>