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BEFORE THE
SURFACE TRANSPORTATION BOARD
Docket No. EP 664 (Sub No. 2)

PETITION OF THE WESTERN COAL TRAFFIC LEAGUE TO INSTITUTE A
RULEMAKING PROCEEDING TO ABOLISH THE USE OF THE MULTI-STAGE
DISCOUNTED CASH FLOW MODEL IN DETERMINING THE RAILROAD
INDUSTRY’S COST OF EQUITY CAPITAL

OPENING COMMENTS OF THE
ASSOCIATION OF AMERICAN RAILROADS

Pursuant to the procedural schedule established by the Board in its
decision served on June 16, 2014, the Association of American Railroads (“AAR”)
submits its opening comments in the above-referenced proceeding. For the
reasons described below, and in the supporting statement of Dr. Bente Villadsen,
the Board should deny the petition of the Western Coal Traffic League (“WCTL")
to abolish the use of the multi-stage discounted cash flow model (“MSDCEF”) in

the Board’s annual determinations of the railroad industry’s cost of capital.l

1 See Petition of the Western Coal Traffic League To Institute a Rulemaking Proceeding To
Abolish the Use of the Multi-Stage Discounted Cash Flow Model in Determining the Railroad
Industry’s Cost of Capital, filed August 27, 2013, in Ex Parte No. 664 (Sub-No. 2) (“Petition”).



INTRODUCTION

As there are many different ways to estimate the cost of
equity, the Board must take great care not to swing
back-and-forth between parties’ preferred methodologies
based on the results of the different approaches.

Surface Transportation Board?

Five years ago, the Board completed a long and exhaustive journey to find
a suitable way to estimate the cost of equity for the railroad industry. Settling on
a suitable approach was not easy. If anything was made crystal clear from those
prior rulemakings, it was that there is no single “best” method. Experienced
finance practitioners disagree on the best technique for a particular industry and
will debate vigorously all the assumptions used by any given model. Since the
cost of equity never reveals itself, even historically, there is no way to assemble
all the leading contenders and test the predicted estimates to figure out which
model is the most robust. The Board discovered that all financial techniques used
to estimate the cost of equity are inherently imprecise; the results vary from year
to year and are sensitive to assumptions that are just that, assumptions. “[I]f our
exploration of this issue has revealed nothing else, it has shown that there is no
single simple or correct way to estimate the cost of equity for the railroad

industry, and countless reasonable options are available.”?

One best practice did emerge: use multiple models. Every expert who
testified before the STB in the prior rulemakings reaffirmed this fundamental
point. Whether it was independent economists from the Federal Reserve, leading
finance experts, or indeed even WCTL, the same point was echoed by all

concerned. Every technique has different strengths and weaknesses. By using

2 Ex Parte No. 558 (Sub-No. 9), Cost of Capital - 2005, Decision served February 9, 2007, at 4; see
also id., Decision served September 20, 2006, at 7.

3 Use of a Multi-Stage Discounted Cash Flow Model in Determining the Railroad Industry’s Cost of
Capital, Ex Parte No. 664 (Sub-No. 1), slip op. at 15 (released Jan. 28, 2009) (“MSDCF Decision”).



multiple models, the STB can harness the strengths of each model while
mitigating the known weaknesses, resulting in a more reliable estimate of an
inherently undetectable figure. This best practice was artfully captured by
Stewart Myers, Robert C. Morris Professor of Finance at MIT’s Sloan School of
Management, who long ago offered this sage advice: “Use more than one model
when you can. Because estimating the opportunity cost of capital is difficult, only

a fool throws away useful information.”4

The STB was no fool. It wisely followed this best practice and settled on
two models to estimate the cost of equity for the railroad industry. Specifically,
the Board concluded that the cost-of-equity component should be calculated
using a simple average of the estimates produced by the Capital Asset Pricing
Model (“CAPM”) and the Morningstar / Ibbotson MSDCF model. Based on the
overwhelming evidence that the best practice is to use multiple models, the STB
reasonably concluded that “a simple average of the two results will produce the
best estimate of the rail industry’s cost of equity that will aid us in performing a

variety of regulatory responsibilities.”>

A disgruntled WCTL launched a campaign to encourage the Board to
ignore the valuable information provided by the forward-looking MSDCF model
and instead rely just on the backward-looking CAPM. Its current petition is the
latest foray. WCTL believes that the Board’s methodology produces a cost of

capital that is, from WCTL’s standpoint, too high.

WCTL hopes its persistence will ultimately wear down the Board's

resistance. By asking the Board to discard any MSDCF model, it is asking the

4 Stewart C. Myers, “On the Use of Modern Portfolio Theory in Public Utility Rate Cases,”
Comment, Financial Management, Autumn 1978, at 67.

5 MSDCEF Decision at 15.



Board to forget all the lessons learned from its prior journey. Once a supporter of
using the MSDCF and of averaging CAPM and MSDCF estimates, WCTL now
advocates instead that the Board rely solely on the CAPM because it currently
generates a lower estimate. WCTL's position is as fickle as the wind — the only
certainty is that it will blow in the direction of the lowest plausible cost-of-equity

result.

For three reasons, the Board should stand fast and resist WCTL’s call to
depart from the best practice of using multiple models to estimate the cost of
equity. First, as explained by Dr. Villadsen, “best practices use multiple models
so as to glean useful information from each one based on its relative strengths.”
Villadsen V.S. at 5. Dr. Villadsen reminds the Board that it is important to use
more than one model, particularly models that use different kinds of
information. As she explains, CAPM relies on historical information to determine
the risk factor for the railroad industry, while a multi-stage DCF model uses
forward-looking growth estimates and contemporaneous cash flow and stock
price information. “Thus,” Dr. Villadsen explains, “the two models attempt to

estimate the same figure, but use different information to do so.” Id. at 8.

Second, given the overwhelming support for the use of multiple models,
WCTL bears a heavy burden to justify abandoning this practice. However,
WCTL's various substantive criticisms of that model do not merit disregarding
the useful information in the Morningstar / Ibbotson MSDCF, and certainly do
not show that the model is so flawed as to warrant abandonment of any MSDCF

model. As explained below:

e The key assumptions in the Morningstar / Ibbotson MSDCF are
plainly reasonable, as the Board found five years ago. MSDCF Decision
at 8-13.



e Although WCTL asserts that there has been a “substantial deviation”
between the Morningstar / Ibbotson MSDCF estimates and CAPM
estimates, the fact is that the estimates generated by the two models
are converging. In the most recent year, 2013, the difference was only
0.88%.5

e WCTL’s core substantive criticisms of the Morningstar / Ibbotson
MSDCEF involve the model’s transition from the initial stage to the
steady-state final stage and the influence of stock repurchases on
forecast growth rates. However, when these two criticisms of the
model are “corrected,” the cost of equity decreases, on average, by
only 0.4%. Villadsen V.S. at 29. And Dr. Villadsen showed that this
difference is smaller then the degree that CAPM understated the cost
of equity (0.63%, id. at 25) due to the unusual monetary policies that
temporarily suppressed the Federal Treasury rate.

Finally, if the Board were to replace the Morningstar / Ibbotson MSDCF
with one of its own design, it would need to consider issues other than those
cherry-picked by WCTL. The Board considered the broad applicability of the
Morningstar / Ibbotson model a virtue. As the Board found, “it is prudent to use
an approach that was not developed simply as a tool for litigation before the
Board, but rather to use an approach that has been tested in the marketplace and
is used to estimate the cost of equity for different industries, not just the rail
industry.”” If this virtue is now considered a vice, then the Board would need to

address a range of complex issues in tailoring a model for the railroad industry.

The Board should not allow an elusive search for a “perfect” MSDCF
model to be the enemy of a very good approach, tested in the marketplace and
used to estimate the cost of equity for different industries. Indeed, WCTL offers

no alternative MSDCF model. Long ago, Justice Brandeis observed that

¢ Ex Parte No. 558 (Sub-No. 17), Railroad Cost of Capital - 2013, Decision served July 31, 2014, at
11.

7 Ex Parte No. 664 (Sub-No. 1), Use of a Multi-Stage Discounted Cash Flow Model in Determining the
Railroad Industry’s Cost of Capital, Notice of Proposed Rulemaking served August 11, 2008, at 6
(“MSDCF NPRM").



“experience teaches that it is much easier to reject formulas presented as being
misleading than to find one apparently adequate.” Groesbeck v. Duluth, S.S. & A.
R. Co., 250 U.S. 607, 614-615 (1919). Instead, WCTL raises concerns about the
simplifying assumption of the model (many of which it raised in the prior
rulemaking) and then asks the Board to abandon entirely the practice of using
multiple models. However, cherry-picking particular assumptions used by a
market-tested technique — without considering the totality of the model or
offering an alternative — does not support WCTL's quest for the lowest possible

cost-of-equity estimate.

AAR therefore respectfully urges the Board to deny this Petition to abolish
the use of a multi-stage DCF model to estimate the cost of equity for the railroad
industry.

BACKGROUND

A. History of the Cost of Capital Methodology Adopted by the ICC
and the Board

Section 10704 of the ICC Termination Act (“ICCTA”) requires the Board to
“make an adequate and continuing effort to assist [rail] carriers in attaining”
revenue levels that are adequate, inter alia, to “assure the repayment of a

e

reasonable level of debt,” “permit the raising of needed equity capital,” and
“attract and retain capital in amounts adequate to provide a sound
transportation system in the United States.” 49 U.S.C. § 10704(a)(2). After this
provision was originally enacted in 1976, the Interstate Commerce Commission

(ICC) relied upon discounted cash flow (“DCF”)-based studies to make its

annual revenue adequacy determinations.

8 See Railroad Revitalization and Regulatory Reform Act of 1976, Pub. L. No. 94-210, § 205, 90
Stat. 31, 41 (1976).



For example, in Ex Parte No. 353, Adequacy of Railroad Revenue (1978
Determination), 361 1.C.C. 79 (1978), the ICC based its revenue adequacy findings
primarily on two DCF-based analyses, as well as one study using the CAPM
methodology. Id. at 94. While the ICC found that the CAPM study presented in
that case “merit[ed] consideration,” it expressed concern regarding certain
“weakness[es]” in CAPM, such as the sensitivity of the data in the model to the
choice of dates for study periods and the failure of the calculated betas to fully
explain changes in railroad returns compared to changes in market returns. Id. at

92.

In Ex Parte No. 393, Standards for Railroad Revenue Adequacy, 364 1.C.C. 803
(1981) (“Ex Parte No. 393"), the ICC acknowledged the Staggers Act’s mandate
under Section 10704(a)(2) and concluded that “revenue adequacy standards must
be based on a rate of return equal to the current cost of capital.” Id. at 807. In two
subsequent proceedings, the ICC adopted the single-stage DCF model to
compute the cost of equity. In Ex Parte No. 415, Railroad Cost of Capital —1981, 365
1.C.C. 734 (1982), the ICC concluded that the “DCF approach is a commonly
employed market valuation methodology used to estimate the cost of equity,”
and the DCF studies offered in evidence “appear[ed] to constitute the most
reliable evidence of record of the cost of equity.” Id. at 741. The ICC declined to
use CAPM, agreeing with WCTL and other participating shippers that CAPM
“requires the use of many assumptions,” each of which involved subjective

judgments and could significantly affect the results. Id. at 741.

Similarly, in Ex Parte No. 436, Railroad Cost of Capital —1982, 367 1.C.C. 662
(1983), the ICC used the DCF methodology, which “was supported by all
parties” —including WCTL. Id. at 670. Although the railroads had developed a
CAPM, the shippers attacked it as “conceptually and technically flawed,” and



the ICC concluded that it “should [not] be used as the primary means of

determining the cost of equity in this proceeding.” Id. at 670, 680.

In Ex Parte No. 464, Railroad Cost of Capital —1985, 3. .C.C. 2d 625 (1987)
(“Ex Parte No.464"), the ICC requested comments from interested parties on other
approaches to the DCF methodology for determining the cost of equity
(including CAPM, earnings/ price ratio, risk premium methods other than
CAPM, and the comparable earnings method). Shippers, however, submitted no
evidence. AAR proposed a cost of equity based upon the DCF methodology and
also proffered a CAPM-based study as “verification” of the cost of equity
produced by the DCF model. Id. at 630, 636-637. However, the ICC again
declined to adopt CAPM, noting that it “ha[d] not used the CAPM figure” in
prior cost of capital determinations. The ICC noted that CAPM had certain
weaknesses: the overall computation using CAPM was “complex,” CAPM was
based on the use of “historical observations possibly over many years,” and the
time frames used “can have a significant impact on the computed cost of equity.”
Id. at 637. Rather, observing that the DCF methodology “is used by a majority of
state regulatory agencies and has been used by the Commission for many years,”
the ICC once again adopted the DCF methodology to determine the industry’s
cost of equity capital for 1986. Id. at 631, 636. In its decision regarding the cost of
capital for 1986, the ICC reached the same conclusions, adding only that “no
party advocates [the] use” of alternatives to the single-stage DCF and that it
would nonetheless continue to study alternatives “with the view there may be a

more appropriate approach(es) to computing common equity costs.” Ex Parte

No. 466, Railroad Cost of Capital — 1986, 3 1.C.C.2d 948, 957 (1987).

By 1987, the ICC had, as a practical matter, abandoned CAPM even as a

verification tool in its determination of the railroad industry’s cost of equity



capital based upon the DCF methodology. For example, in its proceeding to
determine the cost of capital for 1987, the ICC did not solicit comments on
alternative methodologies (in contrast to prior decisions in other recent cost of
capital proceedings), and the AAR based its estimates of the cost of equity only
on the DCF methodology. Ex Parte No. 473, Railroad Cost of Capital — 1987, 4
[.C.C.2d 621, 625 (1988).

Until 2006, the ICC and the Board consistently used the DCF model to
make the annual cost of capital determinations.? Shipper interests largely
concurred with the Board’s approach until the Board’s Ex Parte 558 (Sub-No. 9)
proceeding, in which WCTL argued that the DCF methodology produced an
“overstated” cost of equity, and recommended that the Board discard the
established DCF model in favor of a form of CAPM. See Ex Parte No. 558 (Sub-
No. 9), Railroad Cost of Capital — 2005, decision served September 20, 2006, at 6-8.10
In rejecting WCTL's argument, the Board (correctly) concluded that “there is not

enough evidence that our longstanding DCF model must be replaced.” Id. at 6.

Nonetheless, in September 2006, the Board instituted the Ex Parte No. 664
proceeding “to explore the most suitable methodology for calculating the cost of
capital.” Ex Parte No. 664, Methodology To Be Employed in Determining the Railroad
Industry’s Cost of Capital, Decision served January 17, 2008, at 4 (“CAPM

Decision”). After receiving comments and evidence from interested parties, the

9 See, e.g., Ex Parte No. 558 (Sub-No. 9), Railroad Cost of Capital — 2005, Decision served Sept. 20,
2006, at 6-7; Ex Parte No. 558 (Sub-No. 8), Railroad Cost of Capital - 2004, Decision served June 21,
2005, at 5; Ex Parte No. 558 (Sub-No. 7), Railroad Cost of Capital -- 2003, Decision served June 28,
2004, at 5; Ex Parte No. 558 (Sub-No. 6), Railroad Cost of Capital - 2002, Decision served June 19,
2003 at 6; Ex Parte No. 558 (Sub-No. 5), Railroad Cost of Capital - 2001, Decision served June 20,
2002, at 5-6.

10 As discussed below, in early 1998 WCTL filed comments in Ex Parte No. 558 (Sub-No. 1)
asserting that that the Board’s procedures for calculating the cost of capital produces an
excessively high figure. After that submission, however, WCTL did not again raise any challenge
to the Board’s DCF methodology until 2006.



Board issued a decision concluding that “the time has come to replace the single-
stage Discounted Cash Flow (DCF) model we have used since 1981 to estimate
the cost of equity” with a “specified CAPM model.” CAPM Decision at 1-2.
However, the Board also found that “[t]here may be merit to the idea of using”
both the CAPM and the DCF models, because CAPM, despite its wide
acceptance as a tool for calculating the cost of equity, “has certain strengths and
weaknesses, and it may be complemented by a DCF model.” Id. at 13. Thus,
using both approaches might result in “a more reliable, less volatile, and
ultimately superior estimate than by relying on either model standing alone.” Id.
In fact, “WCTL did not oppose the idea” of using an MSDCF as a check on
CAPM and offered a model of its own design. Id. at 13 & n.40.

Although the CAPM Decision declined to adopt an MSDCF model because
the record was insufficient to enable it to decide upon a particular one, the Board
announced that it would explore the possibility of using an average of CAPM
and a reasonable MSDCF in a separate sub-proceeding. Id. at 13-14. One month
later, the Board issued an advance notice of proposed rulemaking instituting that
sub-proceeding and inviting interested parties to submit comments. See Ex Parte
No. 664 (Sub-No. 1), Use of a Multi-Stage Discounted Cash Flow Model in
Determining the Railroad Industry’s Cost of Capital, Advance Notice of Proposed
Rulemaking, served February 11, 2008 (“MSDCF ANPRM”"). In August 2008,
after reviewing the parties” submissions, the Board issued a NPRM proposing to
use the average of the estimates produced by CAPM and the Morningstar /
Ibbotson MSDCF, finding that this MSDCEF satisfied the four criteria which the
Board had identified in the MSDCF NPRM.11

11 MSDCF NPRM at 4-6. In the MSDCF NPRM, the Board described four criteria that it would
follow in deciding whether to adopt a multi-stage DCF. First, “and foremost,” the DCF model
“should be a multi-stage model.” Id. at 3 (emphasis in original). Second, the DCF model “should

10



After receiving two more rounds of comments and evidence, the Board
concluded in January 2009 that “using a simple average of CAPM and the
Morningstar / Ibbotson multi-stage DCF model to calculate the cost of equity
will yield a more precise determination than relying on CAPM alone.” MSDCF
Decision at 1-2. The Board rejected WCTL's various criticisms of the Morningstar
/ Ibbotson MSDCF, explaining in detail why none of them had merit. Id. at 6-15.
Instead, the Board held that the Morningstar / Ibbotson model “meets our
criteria for a suitable multi-staged DCF model,” and noted that “Indeed, WCTL's
own experts have relied on information from Morningstar / Ibbotson in other
cost-of-capital contexts because the company is a highly regarded, independent
provider of information on the cost of capital for hundreds of industries.” Id. at 7-
8 & n.26. Using the average of that model and CAPM should produce “a stable
yet precise estimate of the cost of equity that we can use in future regulatory

proceedings and to gauge the financial health of the railroad industry.” Id. at 15.

B. The Morningstar / Ibbotson Multi-Stage Discounted Cash Flow
Model

The Morningstar / Ibbotson three-stage DCF model is an objective,
commercially accepted, and unbiased tool for calculating the cost of equity. It
was developed by disinterested, and widely respected, third parties for use by
the financial community in evaluating publicly traded equities and in making
real-world investment decisions —not as a tool for litigation or advocacy. MSCDF

Decision at 4, 7-8, 13. Moreover, the model can be estimated from readily

not focus on dividend payments only.” Id. Third, the DCF model “should be limited to those
firms that pass the screening criteria set forth in Railroad Cost of Capital - 1984, 1 1.C.C.2d 989
(1985).” Id. at 4. Fourth, the Board must be satisfied that any multi-stage DCF model it might
adopt “would, when used in combination with CAPM, enhance the precision of the resulting cost
of equity estimate.” Id.

11



available data and can be modified to estimate the cost of equity for a particular

group, such as the railroads passing the Board’s screening criteria. Id. at 3-4.

The Morningstar / Ibbotson model is a multi-stage model. Unlike the
single-stage DCF model previously used by the ICC and Board in pre-2009 cost
of capital proceedings, which used a constant growth rate, the modified
Morningstar / Ibbotson model uses three different growth rates of the railroads’

cash flows:

e In each of the first five years of the model (Stage 1), the growth
rate used is the median value of the three- to five-year growth
estimates for each of the Class I railroads included in the model,
as provided by railroad industry analysts.

e During years six through ten (Stage 2), the growth rate is the
average of the earnings growth rate for the railroads for the first
stage, taken as a whole.

e Beginning in year 11 and thereafter (Stage 3), the growth rate is
assumed to be the long-run nominal growth rate of the
aggregate U.S. economy.

See MISDCF Decision at 5-6, 8. Thus, the Morningstar / Ibbotson model reduces
the possibility that the cost of equity might be overstated due to use of a constant
growth rate.

Furthermore, the Morningstar / Ibbotson model discounts all relevant
projected cash flows to shareholders, and not merely dividend payments, to
reflect the fact that the value of a firm should be independent of its dividend
policy, and that companies return profits to shareholders in ways other than by
increasing dividends. The model incorporates a broad set of potential cash flows
for equity investors by applying expectations of earnings growth to the firm'’s
cash flows, not simply the actual dividend payout. Thus, the model captures all

of the relevant cash flows that investors are likely to anticipate, whether those

12



cash flows take the form of dividends, stock repurchases, or reinvestment of
earnings to obtain greater cash flows in the future. In addition, the model
explicitly includes the impact of capital expenditures on firm cash flow and the
measure of cash flow changes in the terminal period to account for reduced

capital expenditures that would result as growth slows. Id. at 12-13.

The Morningstar / Ibbotson model as applied by the Board is also limited
to the Class I railroads which meet the Board’s 1984 Cost of Capital criteria. Each
of those railroads is a Class I carrier that: (1) has rail assets greater than 50
percent of its total assets; (2) has a debt rating of at least BBB (Standard & Poor’s)
and Baa (Moody’s); (3) is listed on the New York or American Stock Exchange;
and (4) pays dividends throughout the year. See MSDCF ANPR at 3 n.5.12

When used in combination with CAPM, the Morningstar / Ibbotson
MSDCF will produce a forecast that “is more accurate than relying on a single

model.” MSDCF Decision at 15.

C. WCTL’s Never-Ending, But Constantly Changing, Attacks on the
Models Adopted by the ICC and the Board

WCTL’s current embrace of CAPM, and its attack on the MSDCEF, is but
the latest of its seemingly never-ending series of challenges to—and its
constantly changing position regarding — the cost of equity model to be applied
by the Board. Its current position stands in stark contrast to its prior attacks on

CAPM and support for use of the MSDCF in conjunction with CAPM.

12 BNSF is no longer included in the MSDCF model because it no longer meets the criteria for
inclusion in its sample base for calculation of the cost of capital. See Ex Parte No. 558 (Sub-No.
14), Railroad Cost of Capital-2010, Decision served October 3, 2011, at 2 n.4.

13



1 WCTL’s Opportunistic Flip-Flopping

For more than 15 years, WCTL and other shippers generally supported the
use of the single-stage DCF and objected to the use of CAPM as “conceptually
and technically flawed.” See, e.g., Railroad Cost of Capital — 1982, 367 1.C.C. at 670 ;
Ex Parte No. 558 (Sub-No. 9), Railroad Cost of Capital — 2005, Decision served
September 20, 2006, at 7 (WCTL’s endorsement of CAPM “is a reversal of the
prior position of the shipper community that the ‘CAPM technique was
conceptually and technically flawed"”) (quoting Railroad Cost of Capital — 1982,

supra).

Then, in the Board’s proceeding to determine the railroads’ 1997 cost of
capital, WCTL changed its position and asserted that the Board’s DCF
methodology “produces a figure that is too high given current economic
conditions, the financial condition of the railroads, and the regulatory purposes
of the cost of capital calculation” —a contention that the Board rejected because
WCTL provided no specific evidence to support it. Railroad Cost of Capital — 1997,
35.T.B. 176, 177 n.1 (1998).

Eight years later, WCTL (in reply comments) again challenged the use of
the DCF model and argued that it should be replaced by CAPM because the
results of the DCF model “overstated” the cost of equity. Ex Parte No. 558 (Sub-
No. 9), supra, Decision at 6. In contrast to its current criticisms of the Morningstar
/ Ibbotson model, WCTL at that time based its proposed CAPM model on data
provided by Ibbotson Associates, which WCTL described as “a leading provider
of financial data [that] was acquired on March 1, 2006 by Morningstar, Inc., a
leading provider of independent investment research.” WCTL Comments in Ex
Parte No. 558 (Sub-No. 9), Railroad Cost of Capital — 2005, filed April 28, 2006, at 9-

10. The Board rejected WCTL's criticisms, citing its failure to present “compelling

14



evidence” that the DCF methodology was flawed. The Board noted that it was
“witnessing a reversal of position, as the shipper community originally objected
to the use of CAPM, arguably because at the time it resulted in a higher cost of capital
calculation.” Ex Parte No. 558 (Sub-No. 9), supra, Decision served February 12,

2007, at 4 (emphasis added).

In comments that it filed in 2007 in Ex Parte No. 664, WCTL —again in
contrast to its current position —argued that the Board should adopt either the
CAPM-based approach or a MSDCF model, which (according to WCTL)
generates “very similar results” and “directly addresses what is otherwise a
major flaw in the DCF method as employed by the Board.”1® WCTL also
maintained that using two or more reliable models would enhance the accuracy
of a regulator’s estimate of the cost of equity. For example, WCTL stated that
“the STB should not blindly follow any single model to determine the COE,” and
that a “multiple-stage DCF model, properly applied, has considerable potential
to serve as a check on the reasonableness of application of the CAPM
approach.”4 Similarly, WCTL'’s witness James Hodder, an economist offered as
an expert on cost of capital methodologies, endorsed the use of a multi-stage
DCF model in conjunction with CAPM and even suggested that the Board require

the use of a second model.15

13 Comments of WCTL filed December 8, 2006, in Ex Parte No. 664, at 2. See also Summary of
Hearing Testimony of WCTL, filed February 12, 2007, in Ex Parte No. 664, at 2 (“Both approaches,
properly employed, should yield similar results, and both approaches should be considered and
any differences reconciled”).

14 Reply Comments of WCTL filed October 29, 2007, in Ex Parte No. 664, at 19. See also id. at 3;
Written Hearing Testimony of WCTL filed November 27, 2007, in Ex Parte No. 664, at 15 (“A
multi-stage DCF model is particularly useful as a check on the CAPM results”).

15 See Reply Verified Statement of James E. Hodder filed October 29, 2007, in Ex Parte No. 664, at
3, 12. See also Transcript of February 15, 2007, Hearing in Ex Parte No. 664, at 95 (testimony of
James E. Hodder) (“I would suggest you mandate a multi-phase DCF model”); id. at 96 (“I would
suggest that you mandate a second estimation methodology based on some asset pricing model,”
including either CAPM, Fama-French, or arbitrage pricing theory. “The basic idea here is that all
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Once the Board instituted Ex Parte No. 664 (Sub-No. 1), however, WCTL's
position again began to shift. In its initial comments, WCTL submitted two
MSDCF models “of its own creation” which considered two alternative measures
of cash flow (modified cash payout and free cash flow to equity), criticized the
Morningstar / Ibbotson model, and ultimately contended that the issue of an
MSDCEF should be deferred for five years because “little [would] be gained at this
time” from the use of MSDCEF evidence, given the “lumpiness” of cash flows and
the need for averaging such data.l® In its subsequent submissions, however,
WCTL argued that the Board should not adopt the MSDCF proposed in the
NPRM (which WCTL mischaracterized as the “AAR model”) but should give

“meaningful consideration” to WCTL’s proposed MSDCF models.1”

WCTL’s Petition constitutes the latest change in its position. WCTL now
proposes that the Board cease using any MSDCF — notwithstanding its
development of its own MSDCF models in Ex Parte No. 664 (Sub-No. 1).

2 WCTL’s Prior Attacks on the Morningstar / Ibbotson
Model As Applied By the Board

Although its criticisms have varied, WCTL has consistently attacked the
Morningstar / Ibbotson MSCDF ever since the Board first proposed its adoption
in 2008 in the Ex Parte No. 664 (Sub-No. 1) proceeding. WCTL argued that the
model should not be adopted because, inter alia, (1) the model has not been

shown to be a reliable measure of the cost of capital for the railroad industry, and

three of these models are similar in the sense that they focus on first, a risk-free return, which
includes both a real return and an inflation adjustment. ... [I|n the end, you should get out
similar estimates”); id. at 97 (“The models are estimating [the cost of equity] imperfectly. But they
should converge”); id. at 98 (“if the inputs used across the various models are consistent with
each other, [the] difference [in the cost of capital estimates] should be modest”).

16 See MSDCF Decision at 3; Comments of WCTL filed April 14, 2008, at 5-11, 16-17.

17 MSDCF Decision at 4-5; Reply Comments of WCTL filed October 15, 2008, at 7-10; Opening
Comments of WCTL filed September 15, 2008, at 3-4, 15, 28-29.
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a model more specific to the railroad industry should be adopted; (2) the model
is too simple; (3) the model contains numerous technical flaws, including its
underlying assumptions regarding the second-stage growth rate and its failure to
take account of the exercises of stock options or share repurchases in measuring
cash flows; and (4) its reliance on Ibbotson data for the growth rate for the first

five years, without additional review or scrutiny. See MSDCF Decision at 7-14.

The Board correctly rejected all of these criticisms. First, the Board found it
unnecessary to construct a railroad-only model because “a reputable
independent vendor,” Morningstar/Ibbotson, “provides a suitable model for our
purposes.” The Board further noted that WCTL's own experts had relied on

Morningstar / Ibbotson data in other cost of capital proceedings. Id. at 7-8.

Second, the Board held that the “simplicity” of the Morningstar / Ibbotson
model is “a virtue,” because the Board’s goal was “not to make our calculation of

the cost of equity more complex, but to make it more precise.” Id. at 8.

Third, the Board rejected WCTL's purported “technical concerns” out of
hand, because (1) WCTL provided no testimony to support them, and (2) several

/A7

of the “concerns” “conflict with prior testimony by WCTL'’s finance witnesses,
raising serious questions about the validity of the critiques.” Id. The Board
further found that in any event, WCTL's “concerns” were without merit. The
model’s second-stage growth rate was reasonable, because the returns of
individual firms should revert to the industry average over time. The model’s
assumption of high earnings growth for 10 years is also realistic, because the
growth estimates “are driven more by market forces than regulatory concerns,”

given the relatively small fraction of railroad traffic that is subject to the Board’s

rate reasonableness jurisdiction. Id. at 8-9.
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The Board also found no flaw in the model’s failure to account for stock
options and stock repurchases because the model “focuses on a broader measure
of free cash flow that is potentially available to equity investors.” Id. at 12. The
Board pointed out that WCTL’s own free cash flow model did not explicitly

account for these stock transactions. Id.

Fourth, the Board found no merit in WCTL's concern regarding the use of
Ibbotson data, because the model is a “commercially accepted” and
“transparent” model with variables that can be estimated from readily available

data, including Ibbotson. Id. at 13.

Despite the Board’s ruling —and despite WCTL's decision not to appeal
that ruling— WCTL has continued to attack the Board’s use of the Morningstar /
Ibbotson MSDCEF in the Board’s annual cost of capital determinations (the Ex
Parte No. 558 sub-numbered proceedings), in disregard of the Board’s
prohibition of such an approach. In the CAPM Decision, the Board ruled that it
would no longer entertain challenges to the Board’s model in the “558
proceedings,” because such challenges could lead to protracted litigation and
delay of the release of the annual cost-of-capital figure. Instead, “future requests
to change the [methodology] must be brought in a 664 proceeding, not in the

annual 558 proceedings.” CAPM Decision at 18.

Undeterred, WCTL attempted to challenge the Morningstar / Ibbotson
methodology in the next “558 proceeding,” and has done so in virtually every
subsequent 558 proceeding. And the Board, citing its ruling in the CAPM

Decision, has rejected every such attempt as procedurally improper.18

18 See Ex Parte No. 558 (Sub-No. 17), Railroad Cost of Capital — 2013, Decision served July 31, 2014,
at 2-3; Ex Parte No. 558 (Sub-No. 16), Railroad Cost of Capital - 2012, Decision served August 30,
2013, at 9-10; Ex Parte No. 558 (Sub-No. 15), Railroad Cost of Capital - 2011, Decision served
September 13, 2012, at 14-15; Ex Parte No. 558 (Sub-No. 14), Railroad Cost of Capital - 2010,
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3. WCTL’s Current Criticisms of the Morningstar / Ibbotson
MSDCF Model Used By the Board
Although WCTL's current Petition argues that “the Board must rely solely

on the CAPM values,”1® WCTL does not contend that any MSDCF model is
inherently unreliable. Instead, it argues the Morningstar / Ibbotson MSDCF as
applied by the Board suffers from “internal flaws ... when it is applied to the
railroad industry.” Petition at 3. For example, WCTL's witness Hodder testifies
that the “problems” he identifies with the MSDCF “are not inherent
characteristics of MSDCF models generally, but rather results of particular
assumptions made by Morningstar / Ibbotson in implementing their version of
the more general model.” Verified Statement of James E. Hodder, at 1l (“Hodder

V.S.”).

Stripped of its rhetoric, WCTL’s grievance lies not with the MSDCF model
itself, but with the results of the Morningstar / Ibbotson MSDCE. WCTL’s
overriding criticism of the Morningstar/Ibbotson is that the cost of equity
calculated under that model is too high, resulting in “unreasonably high rail
rates.” Petition at 2. Again and again, WCTL contends that because the MSDCF’s
estimates are higher than those calculated under CAPM, a fortiori the MSDCF’s

estimates are unreliable and should not be considered.?® By contrast, although

Decision served October 3, 2011, at 10-11 n.18 (rejecting WCTL’s proposed adjustment to Board-
adopted CAPM and MSDCEF); Ex Parte No. 558 (Sub-No. 12), Railroad Cost of Capital — 2008,
Decision served September 25, 2009, at 2. WCTL similarly challenged the CAPM adopted by the
Board within months of its adoption. See Ex Parte No. 558 (Sub-No. 11), Railroad Cost of Capital -
2007, Decision served September 26, 2008, at 7 (rejecting WCTL’s calculation of beta because “it
departs from the methodology adopted in” the CAPM Decision, using an “altogether different
approach to estimate beta”).

19 Petition at 3; see also id. at 1.

20 See, e.g., Petition at 2 (MSDCF has “wrongfully increased the railroads” COE and COC
significantly”); id. at 5 (“The use of the MSDCF raised the 2008-2012 average COE by over 200
basis points and the average COC by over 156 basis points, equating to an increase in the overall
COC of 16%"); id. at 6-7 (use of the MSDCF “has increased overall COE/COC values,” and “the
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the annual cost of equity estimates calculated under CAPM have reached levels
as high as 11.84 percent, WCTL does not criticize them as “unrealistically high.”
Instead, WCTL argues that the difference between CAPM and the MSDCF “are
too large to be dismissed.” Id. at 7. Tellingly, WCTL never discusses the
possibility that CAPM is too low, although unusually persistent expansive
monetary policy has increased the spread between Treasury debt and high
quality corporate bonds making CAPM understate the cost of equity. Villadsen
V.S. at 21-25.

WCTL asserts that the “substantial deviations” between CAPM and
MSDCEF estimates are due to several alleged flaws in the Board’s application of
the Morningstar / Ibbotson MSDCF methodology. First, the second stage of the
Morningstar / Ibbotson model fails to implement a “smooth transition” from the
first stage to the third stage, and therefore allegedly creates a substantial
upwards bias in the COE, because only three railroads (now four with KCS)—all
of which have high projected growth rates —are included. Thus, the third stage,
according to WCTL, “produces an abrupt reduction” in its growth rates to
approximately one-third of the levels in the first two stages. Petition at 8; Hodder

V.S. at 4-5.

Second, rather than achieve a smooth reduction in cash flows, the model
has an “upward bias” that causes a “massive upward jump” in cash flows at the
start of the third stage. Such increases, occurring “literally overnight” 10 years
and a day after the start of the model, “are inherently implausible and indicate a

modeling flaw.” Petition at 8; Hodder V.S. at 5-6.

MSDCEF COE values are unrealistically high”); id. at 9 ( “the Board’s MSDCF methodology is
flawed; produces an overstated COE/COC for the railroads; and its utilization must cease”).
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Third, the MSCDF bases growth in firm-wide cash flow on earnings per
share (“EPS”), but supposedly fails to take into account stock repurchases by the
railroads during 2008-2012 that have significantly reduced their net number of
outstanding shares. The share reductions will allegedly cause EPS to increase
faster than firm-wide earnings, thereby overstating growth in firm-wide earnings

and cost of equity. Petition at 8, Hodder V.S. at 6-9.

The AAR opposed this Petition to start a rulemaking to explore whether
the Board should discard the MSDCF model. With the difficulty and time spent
settling on the current approach fresh in its mind, the AAR did not believe that
WCTL had justified its request. But as the STB had repeatedly told WCTL to stop
challenging the MSDCF model in the annual calculations, and instead present its
concerns in a petition for rulemaking, the AAR understands why the Board
chose to air out WCTL's grievances in this proceeding. Perhaps this proceeding
will lay WCTL's unfounded claims to rest. As explained below, it would be

profoundly unwise and unjustified to abandon the MSDCF model.
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AAR COMMENTS

L. AVERAGING THE RESULTS FROM CAPM AND MSDCF REMAINS

THE BEST PRACTICE FOR A RELIABLE ESTIMATE.

Estimating the cost of capital is difficult. Fundamentally, the cost of capital
represents an opportunity cost for investors; by undertaking one particular
investment, the investor foregoes the return she might earn on some other
investment of equivalent risk. Villadsen V.S. at 4. The cost of capital therefore
represents the expected return that a rational investor would require to make her
indifferent between investments that are expected to have equivalent risk profiles.
It is impossible, however, to ever “know” these investors” expectations. Even
after the fact, realized returns and risk measurements are only point observations
from the distribution of outcomes that were possible at the time of the
investment. “The best one can do is to estimate the parameters relating to the cost

of capital using the techniques of modern finance.” Id. (emphasis added).

The Board’s use of two models to estimate the cost of equity is an
eminently reasonable practice, because it enhances the precision of the estimate
and, therefore, the reliability of the Board’s determination of the cost of capital.
As explained by Dr. Villadsen, the Board’s approach is amply supported by the
applicable economic literature and other regulatory agencies, which endorse the
use of multiple models. Indeed, before its latest change of position, WCTL
supported the use of multiple models. Abolishing the use of the Morningstar /
Ibbotson MSDCF would be a serious economic and policy mistake that would

produce less reliable results than those that are calculated using CAPM alone.
A. The Board’s Use of Multiple Models Is Reasonable.

The Board’s use of multiple models is the best method of ensuring a

reasonable estimate of the cost of equity, because it “improve[s] estimation
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techniques when each model provides new information,” and “combining
forecasts from different models is more accurate than relying on a single model.”
MSDCEF Decision at 15. The use of multiple models not only generates stable
results, but takes advantage of the strengths of different approaches. As the

Board has explained:

Both CAPM and the multi-stage DCF models we
propose to use have their own strengths and
weaknesses, and both take different paths to estimate
the same illusory figure. By using an average of the
results produced by both models, we harness the
strengths of both models while minimizing their respective
weaknesses. The result should be a stable yet precise
estimate of the cost of equity that we can use in future
regulatory proceedings and to gauge the financial
health of the railroad industry.

Id. (emphasis added). Even WCTL begrudgingly concedes that the use of
multiple models has had some stabilizing effect on COE values. Petition at 5-6.
Indeed, notwithstanding WCTL’s exclusive focus on the alleged
shortcomings of the Morningstar / Ibbotson MSDCEF, both that model and
CAPM have their own different strengths and weaknesses. Villadsen V.S. at 10-
21. The Morningstar / Ibbotson MSDCEF is a “commercially accepted” model by a
“highly regarded, independent provider of information on the cost of capital for
hundreds of industries.” MSDCF Decision at 4, 7-8, 13. The model is a forward-
looking model that relies on the expected cash flow in the railroad industry.
Villadsen V.S. at 10. This aspect of the model is important because the railroad
industry is currently making large capital investments, which will impact
railroads and their customers for a long time. Id. And, like most DCF models, the
Morningstar / Ibbotson MSDCF uses company-specific growth rates in Stage 1
and long-term GDP growth in Stage 3, which is a substantial improvement over

single-stage models which assumed no change in growth. Id. at 10-11.
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In addition, the Morningstar / Ibbotson MSDCEF relies on total free cash
flow in Stages 1 and 2. See Villadsen V.S. at 11; MSDCF Decision at 12 (model
does not explicitly account for stock options and stock repurchases “because it
focuses on a broader stream of free cash flow that is potentially available to
equity investors”). See also MSDCF Decision at 4. This is a key valuation metric,
because cash “ultimately is what accrues to shareholders and what they care

about. ...” Villadsen V.S. at 11.

Like all models that seek to estimate this elusive cost of equity, the
Morningstar / Ibbotson MSDCEF has its weaknesses that inevitably flow from the
simplifying assumptions used to render the model less daunting. The model
relies on company-specific growth rates for Stage 1 and economy-wide growth in
Stage 3 because in the very long run, long-term growth is expected to normalize
to that of the economy. However, the horizon to Stage 3 is not universally agreed
on. Villadsen V.S. at 11-12. Similarly, the model computes free cash flow in Stage
1 and Stage 2 as income before extraordinary items minus capital expenditures in
excess of depreciation plus deferred taxes. However, in Stage 3, capital
expenditures and depreciation are equal, and the adjustment to earnings before
taxes will approach zero in the long term. Id. at 12. To smooth the transition to
Stage 3, it is necessary to smooth both the growth rates and the cash flow —and
the “disappearance” of capital expenditures can no longer be added to the cash

flow available to shareholders. Id. at 13.

The CAPM adopted by the Board in 2008 also has both strengths and
weaknesses. CAPM is a well-known, theoretically sound, “acceptable and widely
used method” of calculating the cost of equity, and the theory underlying CAPM
is “simple and intuitive.” CAPM Decision at 2, 4. Like the MSDCF, CAPM is
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transparent and well-documented, and data are usually available for its

estimation. CAPM is also theoretically sound. Villadsen V.S. at 20.

On the other hand, CAPM has several weaknesses. First, “the actual
development of a particular [CAPM] model can be complex and requires the
exercise of reasoned judgment.” CAPM Decision at 4. See also Railroad Cost of
Capital — 1986, 3 1.C.C.2d 948, 958 (1987) (“The overall computation using the
CAPM is quite complex”). As the ICC found, CAPM “requires the use of many
assumptions ... Each of these can have a significant effect on the result obtained
and each necessitates judgments on how best to define and measure it.” Railroad
Cost of Capital —1981, 365 1.C.C. at 741. See also Ex Parte No. 558 (Sub-No. 9),

supra, Decision served September 20, 2006, at 7.

Second, CAPM is backward-looking in nature because it relies on historical

data in several respects:

e The model relies on 5 years of historical data to estimate Beta and
measure the systematic, non-diversifiable risk factor for the railroad
industry from 1926 to the present day. See CAPM Decision at 9-10;
Villadsen V.S. at 20. Because Betas change with the market conditions
and risks of an industry, the reliability of Beta may be undermined by
delays in incorporating such changes. Villadsen V.S. at 20-21.

e The model also calculates the market risk premium by using historical
data (the historical average of stock market performance dating back to
1926). CAPM Decision at 7-9; Villadsen V.S. at 20-21.

e Similarly, the risk-free rate in CAPM is calculated using current
interest rates, not the interest rates that an investor might anticipate
will affect a firm’s performance in the future. Id. at 4, 7 (risk-free rate is
based on rate on 20-year Treasury bond).?!

2L See also Ex Parte No. 679, Assn. of American Railroads — Petition Regarding Methodology For
Determining Railroad Revenue Adequacy, Decision served October 24, 2008, 2008 WL 4695743
(S.T.B.), at *6 (“Ex Parte No. 679 Decision™) (“While CAPM has become a generally accepted
method for estimating the cost of equity, it is routinely applied to historical costs to calculate a
company’s return on investment”); Railroad Cost of Capital - 1986, 3 1.C.C.2d at 959 (computation
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The backward-looking nature of CAPM means that it may not capture
contemporaneous changes in the market, an industry, or a company. Villadsen
V.S. at 20-21.

Third, because CAPM'’s risk-free rate is based on the current rate on a 20-
year Treasury bond, the model is very sensitive to developments in that rate that
may reflect monetary policy rather than economic, or industry-specific,

conditions. Id. at21.22

Finally, the simple CAPM specification has been questioned by a number
of eminent finance economists, including Eugene Fama, who won the 2013 Nobel
Prize in Economics for his empirical analysis of asset prices in the field of
financial economics. See E. Fama & K. French, The CAPM is Wanted, Dead or Alive,
51 J. OF FINANCE 1947 (Dec. 1996).

Although it now apparently finds no fault with CAPM, WCTL previously
stated that it did “not suggest that CAPM is perfectly precise.” Written Hearing
Testimony of WCTL filed November 27, 2007, in Ex Parte No. 664, at 16. WCTL
acknowledged that “there is ... room for statistical error and judgment in the
derivation of the various inputs, particularly beta, for which a confidence level

can be constructed.” Id.

using CAPM is “based on the use of historical observations over many years”); Railroad Cost of
Capital - 1985, 31.C.C.2d at 637 (same).

2 See Adequacy of Railroad Revenue (1978 Determination), 361 1.C.C. 79, 92 (1978) (“Evidence based
on the CAPM, like other types of cost of capital evidence, has its weakness[es]. For example, our
analysis shows that this data is sensitive to the choice of dates for study periods, and that the
calculated betas do not fully explain changes in railroad returns compared to changes in market
returns”).

26



B. The Academic and Economic Literature Overwhelmingly
Supports the Board’s Decision To Use Multiple Models.

The cost of equity is an “elusive” value “difficult to estimate,” because it is
“not directly observable,” even historically. AEP Texas North Co. v. STB, 609 F.3d
432, 435, 443 (D.C. Cir. 2010). Consequently, there is no single, established “best
method” for calculating the cost of equity, and the Board must rely on complex
models to estimate that component. Id. at 435; MSDCF Decision at 15, CAPM
Decision at 1. When asked to comment on the sole use of CAPM, Professor Myers
stated: “ Analysts and decision makers should consider estimates from other

[non-CAPM] models or sources whenever the estimates are informative.”2?

Dr. Villadsen wholeheartedly endorses the use of multiple models when
each model provides new information. Indeed, she testifies that use of more than
one model is required to produce reliable results, no methodology for estimating
the cost of equity is precise, and no single model is appropriate for all
circumstances. Villadsen V.S. at 4-8, 21-22. Moreover, to the extent that there are
upward biases in one model, any downward biases in other models must also be
considered. While WCTL alleges that the MSDCF is biased upward, it has failed
to consider that CAPM may have been biased downward during the time period
in question. Id. at 22.2¢ Nor does WCTL discuss the strengths of the Morningstar
/ Ibbotson MSDCEF. Id.

Dr. Villadsen’s position finds overwhelming support among academics

and economists. Many other academics and practitioners recognize the

2 Stewart C. Myers, “Estimating the Cost of Equity: Introduction and Overview,” submitted to
the Australian Energy Regulator on behalf of the Australian Pipeline Industry Association,
February 2013 (“Myers AER Report”), at 12.

2 During the recent financial crisis, and especially from late 2008 through 2010, measures of
market risk premium that were forward-looking increased substantially and therefore indicated
that the historical measure might underestimate the market risk premium of the CAPM during
that period. Villadsen V.S. at 23-24.

27



importance of using more than one method in calculating the cost of equity. At
the Board'’s hearing in Ex Parte No. 664 in February 2007, the Federal Reserve
Board noted that “academic studies had demonstrated that using multiple
models will improve estimation techniques when each model provide[s] new
information.”?> The Board reached the same conclusion in the CAPM Decision,
finding that “there is robust economic literature confirming that, in many cases,
combining forecasts from different models is more accurate than relying on a

single model.”26

Professors Berk and DeMarzo of Stanford University and Harvard
University, respectively, support the use of multiple methods in their corporate
finance textbook. In describing the use of CAPM, DCF and other models by

practitioners, they state:

It is not difficult to see why there is so little consensus
in practice about which technique to use. All the
techniques we covered are imprecise. Financial
economics has not yet reached the point where we
can provide a theory of expected returns that gives a
precise estimate of the cost of capital. Consider, too,
that all techniques are not equally simple to
implement. Because the tradeoff between simplicity
and precision varies across sectors, practitioners
apply the technique that best suit their particular
circumstances.?”

% Testimony of Gregory J. Evans, Assistant Director of Division of Reserve Bank Operations and
Payment Systems, Board of Governors of the Federal Reserve System, at hearing held February
15, 2007, in Ex Parte No. 664, at 18. See also Written Testimony of Gregory J. Evans in Ex Parte No.
664, dated February 15, 2007, at 6; MSDCF Decision at 15; CAPM Decision at 13 n.42.

26 MSDCEF Decision at 15& n.63 (citing David F. Hendry & Michael P. Clements, Pooling of
Forecasts, VII Econometrics Journal 1 (2004); .M. Bates & C.W.]J. Granger, The Combination of
Forecasts in Essays in Econometrics: Collected Papers of Clive W.]. Granger, Vol. I. Spectral Analysis,
Seasonality, Nonlinearity, Methodology, and Forecasting 391-410 (Eric Ghysels, Norman R. Swanson,
& Mark W. Watson, eds., 2001); Spyros Makridakis and Robert L. Winkler, Averages of Forecasts:
Some Empirical Results, XXIX Management Science 987 (1983)).

27 7. Berk and P. DeMarzo, Corporate Finance: The Core 466 (3d ed. 2014).
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The textbook of Bingham and Houston on the fundamentals of financial
management similarly indicates that consultants generally use several methods,
including CAPM and a discounted cash flow model, to assess the cost of equity.?8
Professor Roger Morin of Georgia State University, after analyzing CAPM, DCF

and other models, concludes:

No one individual method provides the necessary
level of precision for determining a fair return, but
each method provides useful evidence to facilitate the
exercise of an informed judgment. Reliance on any
single method or preset formula is inappropriate
when dealing with investor expectations because of
possible measurement difficulties and vagaries in
individual companies’ market data.?®

The Board'’s decision to use multiple models was also unequivocally
supported by the U.S. Department of Transportation (“DOT”). In its comments
filed in Ex Parte No. 664 (Sub-No. 1), DOT stated that it “continues to support
generally the use of MS-DCF in conjunction with CAPM to improve the
reliability and stability of the Board’s cost of equity calculation, and supports in
particular the Board’s choice of the Morningstar / Ibbotson MS-DCF model. DOT
recommends that in implementing this decision the STB use a simple average of the two
methodologies.” Comments of the U.S. Department of Transportation, filed
September 15, 2008, in Ex Parte No. 664 (Sub-No. 1) (“DOT Comments”) at 1-2
(emphasis added).30

28 E. Bingham and ]. Houston, Fundamentals of Financial Management 317 (12 ed. 2009).
29 R. Morin, New Regulatory Finance, Public Utilities Reports, Inc., 2006, at 428 (2006).

30 See also DOT Comments at 6 (“The Morningstar / Ibbotson MS-DCF methodology is
particularly suitable for use with CAPM for the reasons advanced by the Board”); id. at 7 (“Use of
the Morningstar / Ibbotson MS-DCF model in conjunction with the recently adopted CAPM
methodology should consistently produce” reliable and realistic estimates of the cost of equity).
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Moreover, Dr. Villadsen’s position is supported by a growing group of
regulatory agencies that use multiple models to estimate the cost of equity. For
example, State regulators generally use more than one method to determine the
allowed cost of equity, although they typically do not specify the weight
assigned to each methodology. In Canada, the British Columbia Utilities Board
decided in May 2013 to use both the DCF and CAPM models for determining the
cost of capital for a benchmark low-risk utility, and to give equal weight to both
in determining the return on equity. Several States also use a combination of
CAPM and DCF models to value property of State-regulated utilities. Villadsen
V.S. Appendix A.

And it bears repeating that WCTL has offered no explanation for its
change of heart and reversal of position. See Transcript of February 15, 2007,
Hearing in Ex Parte No. 664, at 95 (testimony of James E. Hodder) (“I would
suggest you mandate a multi-phase DCF model”). In October 2007, WCTL stated
that “the STB should not blindly follow any single model to determine the COE,”
and that a “multiple-stage DCF model, properly applied, has considerable
potential to serve as a check on the reasonableness of application of the CAPM
approach.”?! Similarly, Dr. Hodder again endorsed the use of a multi-stage DCF

model in conjunction with CAPM:

As I have indicated on several occasions, the benefit
of obtaining estimates from both the CAPM (or a
similar model) and from a multiphase DCF model is
that they use different approaches to very different
types of inputs. However, they should yield similar
cost of equity estimates if the input assumptions are
consistent with each other. Both types of models have
significant implementation issues. One is not better

31 Reply Comments of WCTL filed October 29, 2007, in Ex Parte No. 664, at 19. See also id. at 3;
Written Hearing Testimony of WCTL filed November 27, 2007, in Ex Parte No. 664, at 15 (“A
multi-stage DCF model is particularly useful as a check on the CAPM results”).
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than the other, but rather they are different. In the
current circumstances, different perspectives can be
helpful.32

In view of the strengths and weaknesses of the CAPM and MSDCF
models, the plethora of academic/economic literature endorsing the use of
multiple models, and WCTL’s own prior support for that approach, eliminating
the MSDCF from the Board’s determinations would be a serious economic and
policy mistake. Continued use of an average of the estimates produced by a

MSDCF and CAPM model is most likely to generate reasonable results.

11. WCTL HAS NOT JUSTIFIED ABANDONING THE MORNINGSTAR/
IBBOTSON MSDCF MODEL.

A. WTCL Bears a Heavy Burden of Persuasion.

Given the above-described history of, and overwhelming support for, the
use of multiple models, WCTL bears a “heavy burden of persuasion” to show
that combining the results from the CAPM and Morningstar / Ibbotson MSDCF
is unreasonable. See Ex Parte No. 679 Decision, 2008 WL 4695743, at *5 (“With this
history in mind, AAR has a heavy burden of persuasion to show that its
proposed approach overcomes these practical difficulties”).3® Indeed, in the
context of the cost-of-capital calculation, the Board has stated that its policy is

“not to depart from long-established methodology ... unless a party presented

32 See Reply Verified Statement of James E. Hodder filed October 29, 2007, in Ex Parte No. 664, at
12,

3 See also Ex Parte No. 717, Petition of the Association of American Railroads To Institute a Rulemaking
Proceeding To Reintroduce Indirect Competition As a Factor Considered In Market Dominance
Determinations of Coal Transported To Utility Generation Facilities, Decision served March 19, 2013,
at7 (“Ex Parte No. 717 Decision”) (because the Board “has devoted extensive consideration to its
policy for limiting its market dominance inquiry to only evidence of direct competition,” AAR
has not persuaded the Board “that the Board should depart from its existing policy and
reconsider evidence of product and geographic competition”); Finance Docket No. 26476 (Sub-
No. 1), Toledo, Peoria & Western Ry. Corp. - Trackage Rights Compensation — Peoria and Pekin Union
Ry. Co., Opinion served September 20, 1994, 1994 ICC LEXIS 175, at *13 (“Issues regarding the
appropriate interest rental rate have been resolved previously and, absent persuasive argument
to the contrary, we will adhere to precedent”).
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compelling evidence that it is flawed.” Ex Parte No. 558 (Sub-No. 9), supra, Decision
served February 12, 2007, at 4 (emphasis added). That is because “[t]here is a
norm of regularity in government conduct that presumes an agency’s duties are
best carried out by adhering to the settled rule” —a presumption that is
“particularly strong where, as here, a party seeks to replace an established
methodology with one the agency has previously rejected” (i.e., the use of the

CAPM alone to determine the cost of capital).34

B. WTCL Does Not Challenge the Validity of Multi-Stage DCF
Models, Offer Any Alternative, or Acknowledge the Known
Weaknesses of the CAPM.

WCTL, however, does not even address, much less rebut, the Board’s
rationale for applying the Morningstar / Ibbotson MSDCF model, rather than a
single estimate of equity or an MSDCF model (like WCTL's) made for litigation.
Instead, WCTL rehashes some of the same arguments that it raised in 2008 (such
as the alleged failure of the Morningstar / Ibbotson MSDCEF to address stock

repurchases) which were rejected by the Board in the MSDCF Decision.

WCTL does not claim that there is something inherently wrong with the
Morningstar / Ibbotson MSDCF model. Instead, it faults the “particular
assumptions made” in the model as applied by the Board. Petition at 9.
However, all models make assumptions, as WCTL itself has conceded. See
Villadsen V.S. at 8-9; WCTL Opening Comments filed September 15, 2008, at 5
(“Like any model, the AAR MSDCF proposal rests on a series of key
assumptions”). Criticizing only those assumptions that might currently produce

an outcome WCTL deems undesirable is classic, and inappropriate, cherry-

3 Ex Parte No. 558 (Sub-No. 9), supra, Decision served September 20, 2006, at 7.
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picking. It is the totality of the model and all its key assumptions that must be

examined. Villadsen V.S. at 9.

Moreover, WCTL fails to acknowledge that both the CAPM and the
Morningstar / Ibbotson MSDCEF have certain aspects that understate the true cost
of equity. For example, the CAPM understated the true cost of equity in recent
years due to the financial crisis that began in 2008, which caused Treasury bond
yields to decrease substantially (due in part to monetary policy) and widened the
yield spread between corporate and Treasury bonds. Therefore, the cost of equity
as estimated by the CAPM has been downward biased. Villadsen V.S. at 21-24.
As Professor Myers has explained:

Costs of equity derived from multi-stage dividend discount models

are particularly useful now. With extremely low current interest

rates, routine applications of the CAPM, which use “normal”

equity risk premiums, can now yield cost of equity estimates that

seem unreasonably low.35
The CAPM sensitivity to low interest rates will influence the cost of equity
derived from the model even after the unusual monetary policy period. CAPM is
backward looking. It relies on a historic snap shot to estimate the current
demands of inventors; but investors” demands are forward looking. As such,

even as a period of unusual monetary policy returns to normal, it will be several

years before the bias in CAPM works its way out of the system.

WCTL also has not considered counterbalancing assumptions in the
Morningstar / Ibbotson MSDCF that also understate the cost of equity. WCTL
does not consider the possibility that the length of the first and second stages of
the model may be set by limits on profitability or by longer-term requirements

for capital investment, or that cash available for payout to investors should

% Myers AER Report at 8.
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increase when the capital investments slow down and begin generating cash
flow. As a result, the cash flows in the second and third stages are likely to
produce downward biases in cash flows for Stage 2 or Stage 3 as long as the
railroads continue to incur substantial capital expenditures. Villadsen V.S. at 12-

14.

Furthermore, the Morningstar / Ibbotson model’s calculation of cash flow
does not include distributions to shareholders through stock purchases, and
therefore understates the cash that is actually available to shareholders. This
produces a downward bias in the cost of equity calculation that is likely to
exceed any upward bias created from the method of measuring low growth rates

relative to earnings per share. Id. at 14-15.

C. The Substantive Criticisms Leveled Against the Morningstar /
Ibbotson MSDCF Do Not Merit Abandoning the Model.

WCTL contends that the model overstates the cost of equity because it (1)
fails to implement a smooth transition from Stage 1 to Stage 3 and (2) bases
growth in firm-wide cash flow on earnings per share that increase faster than
firm-wide earnings due to stock buybacks. These criticisms do not merit

abandoning the MSDCF model for three reasons.

First, all models have simplifying assumptions lest the complexities of the
model render it useless. As Dr. Villadsen explains, elaborations on the MSDCF
are complex and prone to create controversy as there are numerous additional
data and assumptions that need to be incorporated into the model. Villadsen V.S.
at 31-32. And the academic literature emphasizes the same point. Professors Berk
and DeMarzo of Stanford University and Harvard University, respectively,
observe that “all techniques are not equally simple to implement. Because the

tradeoff between simplicity and precision varies across sectors, practitioners
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apply the technique that best suit their particular circumstances.”? The Board
has concluded that the “simplicity” of the Morningstar / Ibbotson model is “a

virtue.” MSDCF Decision at 8.

Second, the simplifying assumptions used by the Morningstar / Ibbotson
model are reasonable. The model begins by using firm-specific growth rates to
project cash flows in the first period. In the second period, the model forgoes the
firm-specific cash flows in favor of the industry average. The implicit assumption
is that as the industry grows, companies that are lagging the pack will find ways
to adopt best practices and otherwise trend towards the average. Meanwhile,
companies that are leading the pack cannot remain in front forever, as
competitors begin to replicate their best practices and draw the leader back
toward the average growth for the industry. In the final period, the growth rates
are assumed to standardize around the growth rate for the economy. Again, this
feature is based on the reasonable assumption that no industry can outpace the
general economy forever. These growth rates do not smoothly transition from

period to period, but the choice of growth rates in each period is reasonable.

The jump in cash flows in the final period is also due to assumptions
about the level of capital expenditures the industry will make in the long term. In
the first two stages, the model defines free cash flow as earnings before
extraordinary items, minus CapEx in excess of depreciation, plus deferred taxes.
In the steady-state period, this assumption changes. The model assumes that
CapEx will consist just of maintenance capital (no growth capital), so that CapEx
and depreciation are equal. Further, because deferred taxes are linked to CapEx,
this amount is expected to disappear as CapEx approaches maintenance levels in

the long term steady-state equilibrium. Therefore, the adjustment to earnings

% J. Berk and P. DeMarzo, Corporate Finance: The Core 466 (3d ed. 2014).
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before taxes (depreciation minus CapEx plus deferred taxes) will approach zero
in the long term. The underlying rationale is that if a company continued to
invest in growth capital in excess of depreciation, it would grow during the
period that the model assumes is the steady state. Therefore, the Morningstar /
Ibbotson MSDCF implicitly assumes a steady-state for