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VIA HAND DELIVERY

['he Honorakle Vernon A. Williams
Secretary

Surface Transportation Board

1925 K Street, N.W.

Washin 2zton, D.C. 20423-0001

Re: Finance Nocket No. 32760, Union Pacific Corporation, et al.
Control ant Merger - Southern Pacific Rail Corporation, et al.

Dear Secretary Williams:

Union Pacific Raiiroad Company (“UP™) offers the following briet comments on
two replies to replies in the referenced proceeding. UP does not object to the acceptance of
cither CMA’s “Reply to UP/SP-397" or BNSF's “Rebuttal to UP’s Reply,” both dated June 28,
2002, if the Board also accepts these UP comments.

CMA

C'MA misleadingly accuses UP of “musleading” the Board. CMA-18at 1. In
substance, CMA argues that UP and BNSE amended the BNSE Settlement Agreement to
embrace the method of adjusting trackage rights fees that CMA’s own expert, Thomas Crowley,
had proposed during the merger proceeding, but that the CMA Agreement cailed for a different
method. We submit that CMA’s new argument is not credible and must be rejected for the
following reasons:

CMA’s eleventh-hour attempt to disavow the recommendation of its own
expert, Mr. Crowley, contradicts CMA’s sworn testimony’ earhier this year. In
1996, Mr. Crowley had recommended an adjustment that includes “a I-year
lag so that the 1997 adjustment would be based on the change in costs

: We refer to the American Chemistry Council (formerly the Chemical Manufacturers

Association) by the acronym used throughout these proceedings, “CMA.™
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between 1995 and 1990.” CMA-7, Crowley V.S. at §7. In a verified
statement earlier this year, CMA told the Board that the CM A Agreement was
“[bJased on Mr. Crowiey’s recommendations.” CMA-17, Schick V.S. at 3.
CMA’s representation earlier this year was correct, and the Board should not
allow it to assert the opposite in its final reply document.

CMA advocates an adjustment mechanism that would be impossible to apply,
as CMA’s Mr. Crowley recognized years ago. CMA argues that the language
of the CMA Agreement requires comparisons each summer between current-
vear URCS costs and URCS costs for the prior year. As Mr. Crowley
recognized. however, this is impossible because current-year URCS costs are
not available until almost a year after the adjusiment is performed. That s
why BNSF and UP understood the CMA Agreement as employing Mr.
Crowley’s method, which compared URCS costs for two prior years. See
UP/SP-266, Second Supplemental Agreement, § 9; see also UP/SP-397,
Rebensdorf V.S. at 6-7.

CMA did not object when UP, eleven days after the CMA Agreement was
signed, explained how the parties understood its adjustment provision
UP/SP-231, Rebensdorf R.V.S. at 10. CMA also never objected to the
language that BNSF and UP adopted to implement the CMA Agreement. The
Board cannot reasonably cornciude that CMA, one of the most aggressive and
active parties in the UP/SP merger proceeding, suddenly lost interest and
ignored both UP testimony and an amendment to the BNSF Settlement
Agreement that conflicted with the hard-won CMA Agreement. Yet that is
CMA’s position today.

CMA’s new position conflicts with a basic purpose of the CMA Agreement

a purpose that CMA reiterated earlier this year. As a CMA witness testified
carlier this year, CMA wanted to ensure that the trackage rights fees would
reflect “cost savings projected by UP/SP as one of the benefits of the merger.”
CMA-17, Schick V.S. at 3. By advocating an adjustment mechanism based
on post-merger costs, however, CMA would lose the benefit of cost
reductions as two pre-merger railroads combined into one post-merger
railroad. This would increase BNSFE's trackage rights fecs.

UP's arguments did not mislead the Board. CMA’s new arguments confirm that
it is attempting to rewrite a history for which it was uniquely responsible.
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BNSF

The Board invited further submissions in this proceeding in order to allow BNSF
and 1ts allies an opportunity to provide evidence for BNSF’s initial, unsupported claim that the
railroads agreed to deduct certain costs from URCS costs when adjusting trackage rights fees.
No party provided any such evidence. Instead BNSF claimed a different agreement, arguing that
the parties intended to restrict the adjustment mechanism to post-merger URCS costs. Again,
however, BNSF provided not a scintilla of contemporaneous evidence to support the newly
alieged agreement.

In its latest filing, BNSF steps back from both of its prior theories. BNSF now
says that it does not know how the parties agreed to adjust the trackage rights fees, but that it is
UP’s job to find a way to depart from both URCS system average costs and the express terms of
the BNSF Settlement Agreement.

BNSE’s latest filing thus confirms a dispositive conclusion: there is no evidence
whatsoever that UP and BNSF ever discussed, mutually considered, or agreed to adjust trackage
rights fees in any way other than as they expressly agreed in the plain language of the BNSF
Settiement Agreement. In this proceeding, BNSF has suggested two different and mutually
inconsistent theories for departing from the plain language, but it has never adduced a single
scrap of paper from the UP/SP proceeding to support either, and it now appears to recognize that
neither was workable. After months of briefing, BNSF cannot tell the Board the substance or the
mechanics of the parties” supposed agreement to depart from the BNSF Settlement Agreement’'s

plair language, much less support that agreement with evidence other than post-hoc

rationahizations.

UP’s Reply fully addresses cach of the arguments in BNSE's newest filing, so we
will not belabor them here. The Board called for evidence of agreement to depart from the plain
anguage ot the BNSF Settlement Agreement, but none has come before the Board.

Sincerely,
7 ) =
" A / e /~ _/ )

Michael L. Rosenthal

All Parties of Record




STB FD-32760 7=-3-02 D 205781






BEFORE THE D

Fart of

PU-’J.Z& Recorc et - — \

SURFACE TRANSPORTATION BOARD é/\)/
©

Finance Docket No. 32760 p
UNION PACIFIC CORPORATION, UNION PACIFIC RAILROAD CON&PM:\’X\/
AND MISSOURI PACIFIC RATLROAD COMPANY
-- CONTROL AND MERGER --
SOUTHERN PACIFIC RAIL CORPORATION, SOUTHERN PACIFIC
TRANSPOKTATION COMPANY, ST. LOUIS SOUTHWESTERN RAILWAY
COMPANY, SPCSL CORPORATION AND THE DENVER AND

RIO GRANDE WESTERN RAILROAD COMPANY -
Off"f,t?.: f

AMERICAN CHEMISTRY COUNCIL’S P
REPLY TO UP/SP-397 Public 5
The Amencan Chemistry Couvncil (“the Council ‘)2 submitted evidence to the Board on
May 22, 2002 in CMA-17 showing that the Council’s predecessor, CMA, had negotiated with

UP and had obtained agreement to a modificd escalator formula for the trackage rights fees to be

* The Amencan Chemustry Council (formerly the Chemical Manufacturers Association, or CM2,)
represents the leading companies engaged in the business of chemustry. Council members apply the
science of chemistry to make innovative products and services that make people's lives better,
healthier and safer. The Council 1s committed to improved environmental, health and safety
performance through Responsible Care®, common sense advocacy designed to addisss major public
policy i1ssues, and health and environmental research and product testing. The business of chemustry
is a $455 billion a year en‘erpnse and a key element of the nation's economy. It is the ration’s
largest exporter, accounang for 10 cents out of every dollar in U.S. expores. Chemistry companies
invest more in research and development than any other business sector.




paid by the BNSF. The onginal escalator agresd between UP, SP and BMNSF was based on 70%
of vear-to-year changes in the RCAF. The revised escalator adopted by UP and CMA in
Paragraph 7 of the CMA Agreement provided that the trackage nghts fees would “be adjusted
upward or downward each year by the difference between the year in question and the preceding
year in UP/SP’s system ¢ ‘erage URCS costs for the categories of maintenance and operating
costs covered by the fee.” See CMA-17, Verified Statement of Thomas E. Schick at 4.

If there is anything that can fairly be characterized as the "CMA Method,” the escalator
formula in Paragraph 7 of the CMA Agreement was it because this is the enly escalaior formula
that CMA ever agreed to. What UT labels as the “CMA Method” wus an escalator formula
suggested carlier by one of CMA’s witnesses, Mr. Crowley, which CMA did not adopt in the
CMA [ .greement.

The intention and effect of the escalator formula in Paragraph 7 of the CMA Agreement
was to adjust the trackage nghts fees begimning in the second post-merger year. Schick V.S, 1d.
at 4. Because the first adjustment would have been based on a comparison of costs in the second
post-merger year with costs in the first post-merger year, there never would have been a
comparison of post-merger costs with pre-merger costs. Id.’

CMA never agreed to, and was not involved in negotiating, the changes subsequently
made by UP, in its second supplemental agreement with BNSF, which UP now refers to as the

“CMA Method.” As the Council has pointed out, the Second Supplemental Agreement was filed

Hence the Council disagrees with UP’s view (UP/SP-397 at 20) that the words “the ycar
in question” in Section 7 of the CTMA Agreement must mean the previous vear. If the
intention had been to base the adjustment on a comparison of the two prior years’ costs,
that is what the CMA Agreement would have said.




on the last business day before the oral argument in the UP/SP werger, after CMA had already
filed a brief withdrawing 1ts opposition to the merger.*

UP suggests that 1t “agreed™ to adopt the escalator formula proposed by CMA’s witness
Crowley. UP/SP-397 at 11. But CMA never asked UP to agree to this escalator. The CMA
Agreement, as noted, did not contain this escalator. Although UP and BNSF subsequently
agreed, in the Second Supplemental Agreement, to amend the agreement to incorporate the
Crowley formula, CMA never agreed to this. Nor was CMA involved in the negotiation: that
resulted in the Second Supplemental Agreement.

In sum, it would erroneous to ifer that UP adopted the “CMA Method™ in any way at the
behest of, or with the agreement of CMA. As far as the Council is concerned, the so-called
“CMA Method,” as interpreted by UP, is invalid, both because 1t was adopted without
consultation with CMA. and because, as now interpreted by UP, it would maternially abrogate an
important aspect of the CMA Agreement - that the escalator formula should be based only on a
companson of costs for post-merger years, rather than comparing pre-merger costs with post-
merger costs. It would be unjust to construe the Second Supplemental Agreement as abrogating
this aspect of the CMA Agreement, for two reasons. First, CMA was not involved in negotiating
the Second Supplemental Agreement. Second, the Board in approving the UP/SP merger
imposed the CMA Agreement (including Paragraph 7) as an additional condition separate from

the UP/SP-BNSF Settlement Agreement.’

UP’s submission of testimony from Mr. Rebensdorf on April 29, 1996 stating UP’s
unilateral intention or interpretation regarding the escalator formula (see quoted passage,
UP/SP-397 at 12) had no effect, and could not have had any effect, in modifying the
mutual agreement of UP and CMA in the CMA Agreement.

See Decision No. 89, 1 S.T.B. 233 at 419.




The best that can be said of the escalator formula that was adopted in the Second
Supplemental Agreement is that, if it were applied in such a way as not to alter the underlying
intent of the CMA Agreement to compare only post-merger years, it could be harmonized with
CMA’s intentions. Indeed, as Mr. Schick testifies, he was advised that the change in the
escalator formula made in the Second Supplemental Agreement was intended to be only a
technical, non-substantive change. CMA-17, Verified Statement of Thomas E. Schick at 6.
BNSF has submitted evidence and argument concerning how the formula, with the proper
adjustments, could carry out the intention of the CMA Agreement and not be distorted by

inclusion of merger related cost write-ups and capital investments which UP repeatedly pledged

to pay for. The Council concurs with and endorses that evidence and argument.

Respectfully submitted,

Scott N. Stone
David F. Zoll John L. Oberdorfer
Amencan Chemistry Council Patton Boggs, LLP
Commonwealth Tower 2550 M Street, N.W.
1300 Wilson Boulevard Washington, D.C. 20037
Arlington, VA 22209

Counsel for the American

Chemistry Council

dated: June 28, 2002




CERTIFICATE OF SERVICE

This is to certify that I have, this 28nd day of June, 2002, served copies of the foregoing

filings by hand upon Washington counsel for the Burlington Northern Santa Fe and Union

Pacific and by first class mail upon other parties of reco

R

Scofi N. Stone
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Re: Finance Docket No. 32760, Union Pacific
Corporation, et al. -- ( ‘ontrol and Merger --
Southern Pacific Rail Corporation, et al.

Dear Secretary Williams

Enclosed tor filing in the above-captioned proceeding are the unun il and twenty-five
25) copies of The Burlington Northern and Santa Fe Railway € ompany’s Rebuttal to UP’s
.\q\l_\ to BNSE's and CMAs Responses to Order to Show Cause (BNSF-104).

I'would appreciate it if you would date-stamp the enclosed extra copy and return it to the

messenger for our files

Sincerely.,

Eavke T-Tones/ais

Frika Z. Jones

I'nclosures

All Parties of Record

Brussels Charlotte Chicago Cologne Frankfurt Houston London Los Angeles Manchester New ‘‘ork Palo Alto Paris Washington, D.C
Inde pendent Mexico City Co respondent. Jaurequi, Navarrete, Nade: y Rojas, S.C
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BNSF'S REBUTTAL TO UP'S REPLY TO
BNSF'S AND CMA'S RESPONSES TO ORDER TO SHOW CAUSE

Jeffrey R. Moreland Erika Z. .Jones
Richard E. Weicher Adrian L. Steel, Jr.
Sidney L. Strickland, Jr. Adam C. Sloane
Michael E. Roper
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UNION PACIFIC CORPORATION, UNION PACIFIC RAILROAD COMPANY
AND MISSOURI PACIFIC RAILROAD COMPANY

-- CONTROL AND MERGER --

SOUTHERN PACIFIC RAIL CORPORATION, SOUTHERN PACIFIC
TRANSPORTATION COMPANY, ST. LOUIS SOUTHWESTERN RAILWAY
COMPANY, SPCSL CORP. AND THE DENVER AND
RIO GRANDE WESTERN RAILROAD COMPANY

BNSF S REBUTTAL TO UP'S REPLY TO
BNSF'S AND CMA'S RESPONSES TO ORDER TO SHOW CAUSE

The Burlington Northern and Santa Fe Railway Company (“BNSF") submits this
Rebuttal to the Reply filed on June 19, 2002, by Union Pacific Railroad Company ("UP")
(UP/SP-397) in response to BNSF's May 22, 2002 Response tc Order to Show Cause
why its Petition for Clarification of the Trackage rights Fee Adjustment Provision
(BNSF-102) (“Response’) should not be dismissed. BNSF is entitled to make this
Rebuttal because UP's Reply was an evidentiary submission and, unless BNSF is

permitted to make this Rebuttal, it will have no opportunity to respond to the evidence

submitted with UP's Reply.' In addition, UP's Reply was the first pleading in which UP

; it is the Surface Transportation Board's practice in this regard to permit parties
the opportunity to respond to evidencs submitted by other pa. ies. For instance, in
Illlinois Central Railroad Co. — Petition for Crossing Authority — in East Baton Rouge
Parish, LA, Finance Docket No. 33877 (Sub-No. 1) (served November 20, 2001), the
Board set a procedural schedule which provided IC with the opportunity to submit




set forth its position on the merits of the parties’ dispute, and fairness dictates that
BNSF be allowed to aduress the evidence and argument presented for the first time by
UP.

UP asserts that BNSF's Petition for Clarification should be dismissed for six

principal reasons: (i) BNSF and CMA? have purportedly changed their previous

positions and now are advancing an entirely new procedure for the calculation of the
annual rate adjustment; (ii) the language of Section 12 of the BNSF Settlement
Agreement, which provides for a one-year lag in comparing URCS costs starting July 1,
1997, follows the methodology suggested by CMA's expeit witness, Thomas D.
Crowley, during the UP/SP merger proceeding. (iii) the parties never agreed or intended
to use only post-merger URCS costs; (iv) the language of Section 7 of the CMA
Agreen ent, which expressly provides for the comparison of post-merger URCS costs,
has been overridden by the testimony of UP's John Rebensdorf and the Second
Supplemental Agreement, (v) BNSF's proposed methodology for calculating the
adjustment is internally inconsister.. and unworkable; and (vi) there i1Is no competitive

justification to alter the adjustment mechanism.

rebuttal to KCS's evidentiary submission. Indeed, fair hearing and due process notions
require that BNSF be afforded the opportunity to respond to UP's evidentiary
submission here. Moreover, BNSF has limited this rebuttal to argument in response to
UP’s evidence and has made no new arguments or submitted any new evidence herein.
To the extent the Board determines that leave is required to file this Rebuttal, BNSF
respectfully requests such leave.

. The American Chemistry Council (formerly known as the Chemical

Manufacturers Association) is referred to herein as “CMA".




A5 shown below, each of UP's alleged arounds for dismissing BNSF's Petition is

either flatly wrong or an effort to divert the Board from implementing the clear intent of

the parties as ex ad in Section 7 of the CMA Agreement.

BNSF’'s and CMA'’s Alleged Change of Positions

Initially, in claiming that BNSF and CMA have abandoned their prior positions,
UP seizes upon a distinction without a difference in its word-game about what it calls
“BNSF's ever-changing stories regarding the parties’ intent . . . ." UP Reply at 5. The
intent at issue is, however, the same as it has been since BNSF file«: its Petition on
December 21, 2001: Did the parties intend to increase the GTM mill rates by a factor
based on the purchase premium UP paid to acquire SP and the merger-related capital
expenditures for which it was agreed that BNSF would have no responsibility in Section
9(c) of the BNSF Settlement Agreement?

Excluding or including the disputed costs makes no substantive difference in the
effect on the aninual GTM rate adjustment. This was specifically addressed by BNSF's
witness Richard E. Weicher who participated in the negotiation of the settlement
agreements. As Mr. Weicher explains:

These costs that UP has . wproperly included in the annual
adjustment effective July 1, 1998, and in subsequent years
need to be identified and removed from URCS data for those
years. Alternatively, the error of basing the adjustment on
use of these costs in 1997 and subsequent years rould be
corrected by adding those costs in the years 1995 and' 1996

and any succeeding years in which such costs are not
present in URCS for the preceding year.

BNSF-102, Verified Statement of Richard E. Weicher, at 11. Mr. Weicher made clear
that the choice of excluding or including the costs is one that UP should make:

It is not my purpose here to propose a mechanism for
correcting UP’s addition to the base used for the annual




adjustments of costs that were already accounted for in
September 1995. Rather, the burden shouid be on UP to
correct the error by a procedure that prevents the costs from
having any effect in the annual adjustment process.

Moreover, there is no factual basis for UP’s complaint that BNSF, having signed
the Second Supplemental Agreement which adopted UP’s methodelogy, should have
raised its position on the disputed costs sooner. UP Reply at 21-23. Until BNSF
audited UP’s adjustment methodology, it could not determine that UP was interpreting
and applying the Scction 12 language in @ manner incorisistent with Section 7 of the
CMA Agreement and with the parties’ intent that post-merger URCS costs would be

used.® The facts are clear that BNSF conducted that audit in late 2000 and that BNSF

objected to UP about its methodology immediately thereafter.*

Crowley Testimony

UP's reliance on the testimony of M:. Crowley as evidence of the proper

adjustment methodology is misplaced for several reasons. First, Mr. Crcwley's

y It should be not:d in this regard that the fact that the language of Section 12

provides for a one-year lag commencing on July 1, 1997, did not necessarily by itself
indicate to BNSF that UP did not intend to adjust the rates in a manner that would
adhere to the intent of Section 7 of the CMA Agreement. Rather, UP could well have
adopted a methodology which provided that, if pre-merge: years were to be used for
purposes of the annual adjustments *> the GTM mill rates, appropriate adjustments
would be made to the URCS costs in such years in order to account for the fact that the
SP purchase premium and the Section 9(c) implementation expenditures which UP was
to fund (both of which would be included in all post-merger years) are not reflected in
pre-merger years. UP did not adopt such a methodology, and thus the present dispute
arose.

4

The dispute between 'JP and BNSF concerning UP’s adjustment methodology
was not raised in this proceeding until BNSF's July 2, 2001 Fiith Annual Report, and
thus CMA had no basis on which to express its concerns about UP's methodology
before that time. Indeed, it was not until BNSF filed its Petition for Clarification in
December that the specifics of the parties’ dispute were made a part of the record.




testimony suggesting the use of 1995 and 1996 costs to determine the 1997 rate
adjustment was incidental to Mr. Crowley’'s overarching position that the “proper
measure for the adjustment mechanism is cost changes.” CMA-7, Verified Statement of
Thomas D. Crowley, at 57. All parties were aware that the adjustment mechanism
would have no effec. or significance until after the merger occ irred. It is, therefore, not
credible for UP to interpret Mr. Crowley's testimony as if it contemplated comparing pre-
merger and post-merger cost changes which result in a double counting of the purchase
premium. Second, Mr. Crowley's suggestion was included in CMA’'s March 29, 1996
Comments Three weeks lavzr, on April 18, 1996, CMA executed the CMA Agreement
with UP/SP and BNSF, and Section 7 of the CMA Agreement provided that the URCS
costs comparisons would be made between post-merger years only. Accordingly, to the
extent Mr. Crowley's testimony can be read to set forth CMA's position, that position

changed, and Mr. Crowley's testimony no longer reflected CMA's view of the annual

adjustment process.”

Parties’ Intent

UP argues that BNSF and CMA submitted no evidence to support the conclusion
that the parties intended to use only post-merger URCS costs in the adjustment
process. On a basic level, UP is ignoring the intent testimony of BNSF's principal
negotiator, Car! R. ice, on this subject:

The [BNSF settlement] negotiations occurred after UP's
acquisition of SP had been negotiated between those parties
and after the terms of that acquisition had been set. By the

Thus, UP's labeling of Mr. Crowley's proposal as the “CMA Method" is
significantly misleading since CMA rejected his approach just three weeks later, and
UP’s effort to obscure the weaknesses in its proposed methodology by seeking to
legitimize the methodology through Mr. Crowley is imaginative, but not credible.

5




same token, the negotiations under way between BNSF and
UP/SP were on the terms of a possible settlement under
which BNSF would not oppose the merger if it acquired
sufficient conditions of value to BNSF that would address the
competitive impacts of UP's merger with SP. These were
rights which could only be implemented and become
effective if that merger was approved and had already been
consummated. Clearly, we believed that the GTM mill rates
included any effects of the merger.

BNSF-102, Verified Statement of Carl R. Ice, at 4-5 (emphasis added).

Moreover, given the express contractual language, no such evidence is needed.
and UP has ignored that language. First, Section 7 of the CMA Agreement clearly
establishes that post-merger URCS costs should be used in making the annual
adjustment calculations. There is no other way to reasonably read the language of
Section 7, and no evidence of the parties’ discussions or negotiations is needed. v
comparing “the year in question” with “the preceding year”, the language provides for a
comparison of post-merger URCS costs since, given that the first adjustment to the
rates would be in the second year of the n-erger, the “year in question” was by definition
the second year of the merger. The language means what it says. Seconc, Section 12
of the BNSF Settlement Agreement establishes that it is the intent of the parties that the
GTM mill rates should “reflect the same basic relationship to operating costs as upon

execution of this Agreement”. As the testimony of Christopher D. Kent in BNSF's

Response shows at pages 4 to 5, UP's proposed methodology causes a greater

deviation in that relationship than does the methodology proposed by BNSF and CMA °

. Oddly, while UP attacks almost every other aspect of Mr. Kent's testimony, it
does not even address this portion of his testimony. The reason is obvious. UP has no
grounds on which to counter Mr. Kent's conclusion.




Rebensdorf Testimony and the Second Supplemental Agreement

UP contends that the language of Section 7 of the CMA Agreement is “subject to
multiple interpretations”. ~UP Reply at 12. However, there is no reasonable
interpretation other than what the straightforward language provides: The trackage
rights fees shall be adjusted by the difference in the relevant URCS costs “between the
year in question and the preceding year”, both of which, by definition, are post-merger
years as discussed above. UP nonetheless argues that John Rebensdorf's April 29,
1996 rebuttal verified statement set forth how UP interpreted the langut:age and intended
to apply it and that UP and BNSF executed the Second Supplementai Agreement which
incorporated language substantially identical to Mr. Rebensdorf's proposed language.
UP did not, however, (nor for that matter did BNSF) have the power or authority to
revise the language in Section 7 of the CMA Agreement,” and CMA has explained that
UP advised it that the language change was a technical modification not intended to
alter the substance of Section 7 of the CMA Agreement. CMA-17, Verified Statement of
Thomas E. Schick, at 6. Accordingly, UP's reliance on Mr. Rebensdorf's testimony and
the language in the Second Supplemental Agreement cannot contradict the language of

Section 7 of the CMA Agreement ®

7

in fact, the CMA Agreement was imposed as a separate independent condition
on the Board's approval of the UP/SP merger (Decision No. 44, 1 S T.B. at 419), and
the language of Section 7 of the Agreement must be given effect as it is written.

. In this regard, UP goes to great lengths to explain the reasons why it booked the

SP purchase premium in the year after its acquisition of SP rather than in 1996, and UP
makes repeated efforts to show that it did not mislead BNSF or CMA about this fact.
UP Reply at 23-24. However, UP has created a straw man position for BNSF, which
has not contended that it was intentionally misled or that UP’s election was improper.
Rather, what BNSF has contended is that, regardless of when the purchase premium
was actually booked or whether UP adequately advised parties to the UP/SP merger
proceeding that it might not be booked in 1996, it was the intent of the parties to the




BNSF's Proposed Adjustment Methodology

UP submits several criticisms of the calculations undertaken by Mr. Kent in order

to estimate the impact that UP's proposed methodology has on the GTM mill rates. in

so doing, UP disingenuously criticizes Mr. Kent for making a number of assumptions

which UP then proceeds to claim are unjustified. UP criticizes Mr. Kent for other alleged
errors in his estimation methodology, and UP further attacks BNSF's and CMA's
position for being internally inconsistent and not providing a rationale for dealing wiih
the excluded Section 9(c) merger-related capital expenditures.

UP has, however, conveniently ignored the fact that Mr. Kent was, as reflected in
his verified statement and accompanying workpapers, limited by lack of access to UP
data in his ability to propose a definitive methodology to eliminate the impact of the
disputed costs in the adjustment process. While UP did produce certain documents and
information in respense to BNSF's discovery requests, Mr. Kent's calculations were only
~n estimate of the impact of UP's methocdology, and access to significantly more
information from UP concerning exactly how the disputed costs were booled by
accoun*, as well as other relevant data, is needed to accurately determine and eliminate
that impact.

Moreover, UP’s criticisms are misdirected. It is UP that bears responsibility for
properly implementing the intent set forth in Section 7 of the CMA Agreement that post-

merger URCS costs should be used for the purpose of the rate adjustment calculations,

BNSF Settlement Agreement that the GTM mill rates were all-inclusive and that iie
purchase premium should not be double counted through the adiusiment process.
Thus, if the fact that UP did not book the premium in 1996 would cause that to occur, an
appropriate adjustment mu:t be made.




and it is no defense to UP’s failure to do so for it to assert that BNSF and CMA are

unable to do so.

Competitive Justification

UP argues strenuously that there is no competitive justification to alter the

adjustment mechanism because BNSF has been able to compete effectively over the

trackage rights lines and because the GTM mill rates that BNSF is paying are lower
than they might otherwise be if different rates ani/or methodologies had been adopted.
UP has once again totally misconstrued (perhaps intentionally) BNSF's argument.
BNSF has not asserted that the base GTM miil rates are too high or were improperly
set. Rather, BNSF has argued that, once the GTM mill rates were set, changes in UP's
costs should not enable UP to gain a competitive advantage. Prior to the parties’
present dispute, Mr. Rebensdorf recognized that the two carriers should compete on a
‘level playing field” (UP/SP-22 at 301), and the parties expressly stated that the
relationship between UP’s costs and BNSF's rates for service over the trackage rights
lines was intended by the parties to remain the same. Now, however, UP proposes a
methodology that undisputedly causes a deviation in that relationship in favor of UP
BNSF has submitted the testimony of Denis J. Smith, Vice President of industt ‘al
Products Marketing. to establish that the deviation can and does make a difference in
BNSF's ability to compete for traffic. Furthermore, UP itself buttressed this conclusion
by examples it cited in the Confidential Appendices to its annual oversight reports of
situations where rate differentials equivalent to the amount in question here have made

a difference. Tellingly, UP has submitted no evidence from any of its marketing




personiel o counter that conclusion, and thus its argument that there is no competitive
effest snould not be given weight.®

Moreover, und perhaps more importantly, there is no need for BNSF and CMA to
show that there is a competitive justification for correcting the adjustment mechanism,
when the fundamental purpose of the trackage rights is to provide a vigorous competitor
to a merged UP/SP for the long term, not a mere presencs subject to degradation over
time. This is in addition to the fact that the existing language of Section 7 of the CMA
Agreement clearly and expressly provides that post-merger URCS costs are to be
utilized in making the adjustment calculations, and the only question before the Board is
whether UP should be held to the agreement that it made with BNSF and CMA.

Conclusion

As established in BNSF's Response, the relationship between the GTM mill rates
which BNSF pays for its use of the UP/SP trackage rights lines and UP's costs
associated with those lines is critical to BNSF's ability to provide effective and efficient
competitive service as a long-term replacement for SP. Section 7 of the CMA
Agreement reflects the partie<’ clear intent that the comparison of URCS costs should

be made using post-merger years only, and UP's assertion that the revised language of

. UP contends that Mr. Kent's estimate that the impact of UP’s position is

approximately 0.2 mills is inaccurate because Mr. Kent did not exclude the impact on
the rates caused by the disagreement between UP and BNSF over the manner in which
the adjustment shouid be taken into account (i.e., whether the adjustment should be
made based on the percentage change in the relevant URCS costs or based on the
numerical change in those costs). However, Mr. Kent made his estimate as he did in
order to reflect what the impact wou!d be if UP's position was adopted with respect to
both disputed issues, and there is no doubt that there is an impac* caused by UP’s
adjustment methodology standing alone. Whether that impact is approximately 0.1 mills
(as UP suggests) or some other amount is irrelevant to the issue before the Board. The
issue to be decided is whether the language and intent of the parties as set forth in
Section 7 of the CMA Agreement should be given effect.




Section 12 of the BNSF Settlement Agreement should be applied to allow for the
comparison of pre-merger URCS costs with post-merger URCS costs is clearly contrary
to the language of Section 7 and the parties’ intent.

Accordingly, BNSF respectfully requests that the Board clarify that the SP
purchase premium and the merger-related capital expenditures that UP was to solely
fund may not be included in the Section 12 adjustment process as UP proposes

because doing so would violate the express language of Section 7 of the CMA

Agreement and the parties’ intent that the GTM mill rates were to be comprehensive

and all-inclusive.

Respectfully submitted,

Sare 2 - Joves /a\s

Jeffrey R. Moreland Erika Z. Jones
Richard E. Weicher Adrian L. Steel, Jr.
Sidney L. Strickland, Jr. Adam C. Sloane
Michael E. Roper

The Burlington Northern Mayer, Brown, Rowe & Maw
and Santa Fe Railway Company 1909 K Street, NW

2500 Lou Menk Drive Washington, DC 20006
Third Floor (202) 263-3000
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(817) 352-2353 or (817) 352-2368
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June 28, 2002




CERTIFICATE OF SERVICE

| do hereby certify that copies of The Burlington Northern and Santa Fe Railway

Company’s Rebuttal to UP’s Reply to BNSF'S and CMA's Responses to Order to Show

Cause (BNSF-104) are being served on all parties of record.

£.J8.Q

Adrian L. Steel, Jr.




STB FD-32760 6-20-02 D 205668






COVINGTON &

1201 PENNSYLVANIA AVENUE NW
WASHINGTON, DC 20004-2401
TEL 202 ¢62.6000

FAX 202 662 8201

wWww COV COM

HAND DELIVERY

BUuRLING
Dt

WASHINGTON MICHAEL L ROSENTHAL
NEW YORK

SAN FRANCISCO
LONDON
BRUSSELS

TEL 202 662 5448
FAX 202 778 5448
MROSENTHAL @ COV COM

June 20, 2002

The Honorable Vernon A. Williams

Secretary

Surface Transportation Board

1925 K Street, N.W.
Room 711

Washington, D.C. 20423-0001
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who had been involved in the September 1995 negotiations and the CMA Agreement
negotiations to ensure that the Second Supplemental Agreement correctly reflected our intent.
In several of the drafts, UP and BNSF focused specifically on the CMA
Agreement’s provision for adjusting the trackage rights fees. We agreed to vse the CMA
mechanism as Mr. Crowiey had described it. To the best of my knowledge, BNSF never
suggested that UP’s UK S should be modi iied to exclude the effects of purchase accounting or

the costs of capacity improvements UP had ayreed to pay. BNSF never suggested that the

adjustment should be based only on post-merger URCS costs. BNSF never told UP that they

understood the initial trackage rights fees to include the anticipated effects of purchase
accounting. BNSF never mentioned purchase accounting, “merger premiums,” or anything of
that nature i connection with the provision for adjusting trackage rights fees. BNSF never
suggested that the final form of the fee adjustment provision differed from the CMA

Agreement’s fee adjustment process, as BNSF now claims. If BNSF had raised any of these

issues, I am certain that Mr. Conley would have informed me and the others on the F team.

[ beheve that the plain languae e of the Second Supplemental Agreement’s
provision for adjusting trackage rights fees, which was the language before the Board when it
approved the UP/SP merger and which is the same language m the Restated and Amended BNSF

Settlement Agreement that UP and BNSF filed in March 2002, accurately records CMA’s, UP’s

At the same time UP and BNSF were negotiating the Second Supplemental Agreement,
the parties were also negotiating the implementing agreements for each segment of the trackage
nghts granted under the BNSF Settlzment Agreement. The implementing agreements all
contained the fee adjustment provision. In the negotiations regarding the implementing
agreements, as in the negotiations regarding the Second Supplemental Agreement, BNSF never
raised any of the claims it is now making. As the negotiation: regarding the implementing
agreements were coordinated with the negotiations over the Second Supplemental Agreement, |
am confident that I would have been informed had such claims been raised.




and BNSF’s intent as reflected in the CMA Agreement. | believe that it also accurately records
UP’s and BNSF’s intent in their negotiations regarding the Second Supplemental Agreement. 1f
BNSF had any beliefs or intentions incons:stert with the plain language, no one ever shared
those beliefs or intentions with UP. I am confident that BNSF would not have agreed had it

believed the language was maccurate.

V. BNSF’S COMPETITION CLAIMS

I will not spend much time addressing BNSF’s claims that the fee adjustment
places BNSF at a competitive disadvantage. BNSF's statements to the Board throughout five
years of oversight and the Board’s conclusions in its five years of oversight proceedings refute
BNSF’'s claims better than 1 ever could.

[ do want to address. brie v, BNSF’s misleading argument that it cannot compete
effectively if UP has a $25 to $50 per car advantage in the costs measured by the trackage rights
fees. BNSF’s argument is completely inaccurate for several reasons, many of which the Board
identified when it rejected similar arguments by parties opposed to the UP/SP merger.

First, BNSF has no bacis for claiming that it cannot compete under the BNSF
Settlement Agreement, because it requires VP to pay much higher rates for trackage rights
designed to remedy the aniicompetitive effects of the BN/Santa Fe merger. Under BN/Santa
Fe's settlement agreement with SP in 1995, the initial rates were established as 3.0 mills for bulk
traffic and 3.48 mills for all other traffic, and the parties agreed to an annual adjustment based on
75 percent of the RCAF(U). As of January 2000, those rates were 3.08 mills for bulk trafic and

3.57 mills for all other traffic. By comparison, the rates as of January 2000 under the BNSF

Settlement Agreement were 2.9 mills for bulk traffic and 3.0 mills for all other traffic, and those

rates are adjusted based on changes in UP’s URCS costs.




Second. BNSF has no basis for claiming that UP has an advantage when BNSF
uses the BNSF Settlement Agreement trackage rights. UP pays all of the same costs to operate
its own trains over the trackage rights that BNSF pays through the trackage rights fee. BNSF
complains that the trackage rights fees have increased faster than UP’s costs because the fees
reflect costs associated with the SP acquisition, but UP pays those acquisition costs as well. The
same 1s true of the initial capacity costs.

Third, BNSF has no basis for claiming that UP has an advantage because the
trackage rights fee represents only a portion of BNSF's total costs for any move. In many cases,
BNSF utilizes a portion of its own existing routes in conjunction with the trackage rights "ine,
and the trackage rights fee represents a fraction of BNSF's fully allocated costs. BNGF is a very
efficient carrier. so its remaining costs of operating over the trackage rights segments arc likely
to be low in all cases, and Iower than UP’s costs in many cases, thus offsctting any alieged
advantage UP may have based on the trackage rights fee.

Finally, BNSF has no basis for claiming that UP has an advantage because, even
if BNSF’s costs were higher than UT s costs for some shippers or routes, UP could never be
certain of its advantage. UP knows BNSF’s trackage rights fees, but it does not know whether
BNSFE’s total costs of moving traffic on any particular route are higher or lower than UP’s costs.
UP thus cannot negotiate with shippers as if it can always undercut BNSF. Moreover, even if
UP knew it had a slight advantage, it would be foolish to try to win away all of BNSF's business
by pricing down to the level of incremental costs, because UP may then be unable to generate a
sausfactory return on its investiment.

The Board need only look to the past five years to see who is correct. BNSF

promised during the merger proceedings that it would be an effective competitor using the




trackage rights lines. BNSF has competed. It has won business. In its final oversight report,
BNSF told the Board that it had excecded its goals. See BNSF-PR-20 at 4. When it was not

trying to convince the Board that it needed lower trackage rights to compete, it told the Board

b=

that it “anticipates the continued customer growth and commercial success of its UP/SP

franchise.” Id. at 7. BNSF’s doomsday claims are refuted by its own success and own

predictions of future success.
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VERIFIED STATEMENT
OF
JAMES V. DOLAN
PAUL A. CONLEY, JR.
AND

JOHN T. GRAY

Our names are James V. Dolan, Paul A. Conley, Jr, and John T. Gray. We were
all deeply involved in the negotiations of the original BNSF Settlement Agreement, the CMA
Agreement, and the Second Supplemental Agreement to the BNSF Settlement Agreemeni. This
statement addresses claims by BNSF and CMA that the parties to the BNSF Settlement
Agreement and the CMA Agreement mutually agreed to adjust the BNSF Settlement
Agreement’s trackage nights fees in order to exclude the impact of (1) purchase accounting for
the UP/SP merger and (2) costs of merger-related capacity improvements that UP agreed to fund
under Section 9(¢)(1) and (1'1) of the BNSF Settlement Agreement.

QUALIFICATIONS

Dolan  T'was UP’s Vice President-Law when the original BNSF Settlement
Agreement, the CMA Agreement, and the Sccond Supplemental Agreement were negotiated and
drafted. I remain in that position today. I was involved in the negotiating sczsions during the
three days in September 1995, when UP and BNSF drafted the original RNSF Settlement
Agreement. [ also attended several preliminary meetings between UP and BN, F that occurred in
late August and September 1995. During the negotiation of the CMA Agreement, 1 was in

constant communication with UP’s outside counsel, the late Arvid E. Roach 11, who was

primarily responsible for communicating with CMA’s representatives. | participated in all of




UP’s internal decisions regarding the content of the CMA Agreement. | reviewed the various
" afts of the CMA Agreement, and I approved the final CMA Agreement. As Vice President-
Law. I also participated in UP’s internal discussions regarding the Second Supplemental
Agreement, | reviev :d the various drafts in order to insure that they reflected the agreements
between and among UP, BNSF, and CMA, and [ approved the final form of the Second
Supplemental Agreement.

Conley: 1 was UP’s Assistant Vice President-Law when the original BNSF
Settlement Agreement, the Ci 1A Agreement, and the Second Supplemental Agreement were
~egotiated and drafted. | am now retired from UP. I attended all of the negotiating sessions
during the three days in September 1995, when UP and BNSF drafted the original BNSF
Settlement Agreement. | personally drafted much of the BNSF Settlement Agreement’s
language. During the negotiation of the CMA Agreement. | was in constant contact with UP’s
outside counsel. the late Arvid E. Roach 11, who was primarily responsible for communicating
with CMA’s representatives, and 1 participated fully in all of UP’s internal decisions regarding
the content of the CMA Agreement. | was also involved in drafting the language n the CMA
Agreement, including the URCS adjustment provision. Finally, I was responsible on behalf of
UP/SP for negotiating and drafting the Second Supplemental Agreement, and 1 exchanged many
drafts and phone conversations with BNSE's Richard E. Weicher during the negotiating and
drafting process.

Gray: 1 was SP’s Vice President-Network and Corporate Development w hen
origiral the BNSF Settlement Agicement, the CMA Agreement, and the Second Supplemental

Agreenent were being negotiated. Today [ am UP’s Executive Director-Interline. [ attended all

of the September 1995 meetings during which the BNSF Settlement Agreement was drafied. |




was also involved in several preliminary meetings in late August and September 1995. 1 signed
the BNSF Settlement Agreement on behalf of SP. During the negotiation of the CMA
Agreement, | regularly communicated with UP’s outside counsel and the other members of the
UP/SP team. Ireviewed the drafts and the final CMA Agreement, and | approved the agreement
on behalf of SP. I also participated in internal UP/SP discussions regarding the Second
Supplemental Agrecement end reviewed all of the drafts in order to insure that they reflected the
agreements between and among UP, BNSF, and CMA. [ signed the Second Supplemental
Agreement on behalf of SP.
STATEMENT

The plain language of the fee adjustment provision in Section 12 of the BNSF
Scttlement Agreement, as amended by the Second Supplemental Agreement, ceflects our
intention of how the provision for adjusting trackage rights fees would apply. (The identical

language 1s incorporated in Section 12 of the Restated and Amended BNSF Settlement

Agreement, which was submitted to the Board on March 1, 2002.) The iee adjustment provision

was intended to implement a procedure proposed by CMA using terms proposed by a CMA
expert. It reflects our understanding of UP’s, BNSE's, and CMA’s agreement in the CMA
Agreement. It reflects our understanding of UP’s and BNSF's agreement in the Second
Supplemental Agreement.

We do not recall any occasion on which BNSF or CMA ever mentioned pur_hase
accounting, “merger premiums,” or anything of that nature in connection with the fee adjustment
provision. We do not recall any occasion on which BNSF or CMA ever suggested that SF’s
purchase costs should be excluded from the trackage rights fee adjustment. We do not recall any

occasion on which BNSF or CMA ever suggested that the fee adjustment should be based only




on post-merger URCS costs. We do not recall any occasion on which BNSF or CMA ever
suggested that the cost of certain merger capacity costs should be excluded from the trackage
rights fee adjustment. We do not recall ever being informed by anyone that BNSF or CMA had
ever raised any of these issues during the negouations of the original BNSF Settlement
Agreement, the CMA Agreement, or the Second Supplemental Agreement. And we do not recal!
any occasion on which BNSF or CMA ever suggested that the plain language of the BNSF
Settlement Agreement did not refiect their intent.

If BNSF or CMA made any assumiptions about modifying UP’s URCS costs or

excluding SP’s purchase cost or certain merger capacity costs from the trackage rights fee

adjustment provision, neither BNSF nor CMA disclosed those assumptions to UP during the
negotiations or drafting of the original BNSF Settlement Agreement, the CMA Agreement, or
the Second Supplemental Agreement. UP’s understanding and intention was that the plain
language of the BNSF Settlement Agreement, as amended by the Second Supplemental

Agreement, provided the procedures for adjusting the trackage nights fees.




VERIFICATION

STATE OF NEBRASKA )

)
COUNTY OF DOUGLAS )

I, JAMES V. DOLAN, Vice President-Law for Union Pacific Railroad Company,
being duly sworn, depose and state that | have read the foregoing Verified Statement,
that | know its contents, and that those contents are true as stated to the best of my

knowledge, information and belief

: LTWAS ’_"\__ ) \‘,N s
Jmegﬁomm
5

SUBSCRIBED AND SWORN TO before me this /7 day of Junie, 2002

/

~A GENERAL NOTARY-State of Nebraska v i d
i MARY R. HOLEWINSK) Notary Public
ew! o My Comm. Exp. Oct 15 2004

My commission expires: _




VERIFICATION

STATE OF NEBRASKA )
)
COUNTY OF DOUG!AS )

I, PAUL A. CONLEY, JR., being duly sworn, depose and state that | have read
the foregoing Verified Statement, that | know its contents, and that those contents are

true as stated to the best of my knowledge, information and belief.

|
[ e =~ ol /

PAULA CONLEY,JR. 77
/

M
SUBSCRIBED AND SWORN TO before e this /4 day of June, 2002,

/ ~ / /
)[(&L{« /(/- /~. e AN ~/< e
s GENERAL NOTARY-Stale of Nebraska Notary ublic
Q NARY R. HOLEWINSKI
endema My Comm. Exp. Oct 15, 2004

. » ‘ ‘J ) )
My commission expires: (¢ f{flu 15, 2LX ‘/




VERIFICATION

STATE OF NEBRASKA )

)
COUNTY OF DOUGLAS )

I, JOHN T. GRAY, Executive Director - Interlinre, for Union Pacific Railroad
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Statement, that | know its contents, and that those contents are true as stated to the
best of my knowledge, information and belief.
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VERIFIED STATEMENT
OF

KEITH A. RHOADES

My name 1s Keith A. Rhoades. | am Director-General Ledgers/Financial
Research for Union Pacific Railroad Company (“UP™). 1 graduated from Brigham Young
University in 1972 with a B.S. in Accounting. I have worked in UP’s Finance Department for 29
vears in a variety of positions of increasing responsibility, including Internal Auditor, Internal
Auditor-Supervisor, Manager-Division Accounting Development, Manager-1 edgers and
Financial Reporting, Assistant Director-Ledgers and Financial Reporting, and Manger-Financial
Research. 1 was promoted to my present position in 1988.

As Director-General Ledgers/Financial Research, I am responsible for research

and analysis concerning accounting issues, policies, principles, and procedures. | am also

responsible for ensuring UP’s accounting and reporting integrity. [ have been personally

mvolved in the accounting for UP’s acquisitions of Missouri-Kansas-Texas Railroad Company,
Chicago & North Western Transportation Company, and Southern Pacific Rail Corporation.

I previously have submitted testimony to the Surface Transportation Board in the
FMC,' WCTL,” and WPL "' cases with regard to UP’s accouniing treatment of its acquisitions. In
cach case, 1 explained UP’s accounting treatment and how that treatment was required by

, FMC Wyoming Corp. v. Union Pacific R.R., STB Docket No. 42022 (STB served May
12, 2000).

)

Western Coal Traffic League v. Union Pacific R.R., STB Finance Docket No. 33726
(STB served May 12, 2000).

! Wisconsin Power & Light Co. v. Union Pacific R.R., STB Docket No. 42051 (S18B
served Sept. 13, 2001).




generally accepted accounting principles (“GAAP™) and the Board’s own railroad ac-~ounting
rules, the Uniform System of Accounts (“USOA™).

In this statement, I address BNSF’s allegations that UP’s accounting and reporting
of the UP/SP merger was improper and unexpected. In particular, 1 address BNSF’s claims
regarding the purchase accounting adjustments necessary to reflect the fair value of the assets
that UP acquired from SP. I show that UP properly accounted for the UP/SP merger in its
Annual Report Forim R-1 for 1997 and that its plans and proposed timing for its merger
accounting shouid have been expected.

After the FMC, WCTL, and WPL cases, | am surprised that anyone would

question UP’s purchase accounting in connection with the UP/SP merger. In cach case, the
Board agreed that UP’s accounting treatment of purchase accounting adjustments conformed to
GAAP and the USOA. In cach case, the Board agreed that UP’s 1997 Annual Report R-1
properly reflected the purchase accounting entries in UP’s books for the acquistion of SP. The
results in those cases were not surprising, because UP had discussed its plans with the Board's
acco ating staff and had receiy ed the staff’s approval for its reporting of the UP/SP merger.

BNSF is mistaken when it suggests that UP should have recorded the effects of
purchase accounting in its 1996 R-1 report rather than in its 1997 R-1 report. GAAP did not
dictate that purchase accounting should be reflected in the railroads™ 1996 financial statements.
UP followed GAAP and the USOA in determining the manner and timing for recording the
purchase accounting adjustments associated with the UP/SP merger.

The UP/SP merger was consummated in September 1996 when Union Pacific

Corporation (“UPC"") acquired Souther Pacific Rail Corporation (“SPR™). As a result of the

acquisition, UPC owned six different railroads, al! of which were distinct corporate entities with




separate books and records -~ Union Pacific Railroad Company (“UP”), Missouri Pacific
Railroad Company (“MP"), Southern Pacific Transportation Company (“SPT"), St. Louis
Southwestern Railway Company (“SSW™), SPCSL Corp. (“SPCSL"), and The Denver & Rio
Grande Western Railroad Company (“DRGW?™).

LUPC accounted for the transaction as a purchase at the parent-company level in
1996, and its books and SEC reports reflected the effects of purchase accounting in 1996. The
railroads themselves remained separate, direct or indirect subsidiaries of UPC. Until SPR’s
railroad subsidiaries were merged or consolidated with UP, the effects of purchase accounting
should not have been included in UP’s R-1.

Ihere were two important reasons why the mergers of the various railroad
subsidiaries could not occur in 1996. First, UP was awaiting a ruling from the IRS to ensure that

the SPR railroad subsidiary mergers would not jeopardize the tax-free status of UPC’s mitial

» % n . i * 4 . -
purchase of SPR. A favorable ruling was not received until 1997.7 Second, UP needed to deal

with minority sharcholders before the SSW merger could be completed. Once these 1ssues were
resolved UP merged the SPR railroad subsidiaries into UP. As a result, UPC should not have

included the purchase accounting in UP’s R-1 unul 1997,

4 . . . . . o .
Had the IRS ruling been unfavorable, UP would have considered different means of

consolidating the SPR railroad subsidiaries into one merged system. See UP/SP-22 at 2
(describing wie possibility that “in licu of such mergers some or all of [the SPR subsidiaries] will
be merged into, or their assets leased to, MPRR or other means used to accomplish their
consolidation into the merged system™).

5

The final merger of subsidiaries, in which UP merged into SPT and SPT changed its
name to Union Pacific Railroad Company, took place in February 1998, but its effects were
appropniately recorded in UP’s 1997 financial statements, because UPC had both the intent and
ability to consummate the merger before issuing UP/SPT financial statements. See AICPA AU
Section 560, Subsequent Events. UPC did not have the intent and ability with respect to SPT or
the other SPR railroad subsidiaries in 1996 because of the tax and sharcholder issues described
above.




[t was no secret that the railroad-level mergers might not occur until sometime
after the Board approved the Merger Applicaiion. UP explained on the second page of the

Application that its “present intent is to merge SPT, SSW, SPCSL and DRGW into UPRR,

although these subsidiaries of SPR may retain their separate corporate existence for a period of

time.” UP/SP-22 at 2. Moreover, the accounting rules governing this type of transaction are
well established; any knowledgeable person reviewing the Application should have recognized
the distinct possibility that purchase accounting might not be reflected in UP’s books until
sometime after the application was approved and the transaction was consummated.

UP never tried to disguise its accounting methodology. UP affirmatively asked
the Board’s staff to approve its proposal for reflecting the UP/SP merger and the associated
purchase accounting adjustments in its 1996 and 1997 R-1 reports. See Letter from UP’s Robert
W. Schmudt, Jr., to STB’s Ward L. Guinn, Jr., dated Sept. 26, 1996 (attached as Exhibit A). The
Board’s staff confirmed that UP and SPT should file separate R-1 reports for 1996 reflecting
cach ranroad’s historical costs and a combined R-1 report for 1997 reflecting the revaluation of
the SPR rail subsidiaries’ assets as a result of purchase accounting. See Letter from STB's Ward
L. Guinn, Jr., to UP’s Robert W. Schndt, Jr., dated Oct. 2, 1996 (attached hereto as Exhibit B)

[ am surprised to see this issue raised at such a late date. If anyone truly thought
that the effects of purchase accounting would be reflected in UP’s 1996 R-1 report and relied on
that accounting occurring in 1996, that report’s publication should have put any such
misimpressions to rest. UP’s 1996 R-1 report reveaied tha: purchase accounting had not
occurred at the railroad level in 1996. The explanatory notes regarding the UP/SP merger state:

The business combination with Southern Pacific has been

accounted for as a purchase, but SP’s resu'ts are not currently
included in UP’s results.




An even more obvious indication that UP’s and SPT’s accounts had not been combined in 1996

was the fact that SPT filed a separate 1996 R-1 report. Finally, if anyone was still under the

misimpression that the 1996 R-1 report reflected UP’s purchase accounting for the UP/SP

merger, they could not possibly still misunderstand the situation after publication of UP’s 1997
R-1. UP’s 1997 R-1 report contained an extensive discussion of purchase accounting and should
have made clear to anyone } recisely how and when UP’s books reflected the purchase

accounting adjustment associated with the UP/SP merger.
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)
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I, KEITH RHOADES, Director - General Ledgers - Financial Research, for Union

Pacific Railroad Company, being duly sworn, depose and state that | have read the

foregoing Verified Statement, that | know its contents, and that those contents are true

as stated to the best of my knowledge, information and belief.
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EXHIBIT A
UNION PACIFIC RAILROAD COMPANY
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September 26, 1996

FINANCE DEPARTMENT
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Mr. Ward L. Ginn
Chief, Section of Costing and Financial Information
Surface Transportation Board

Office of Economics and Environmental Analysis
Room 3219

Washington, D.C. 20423
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Dear Mr. Ginn:

In reference to my conversation with Paul Aguiar and Jeff Warren, of your staff, regarding
reporting requirements of Southern Pacific Transportation Company and Union Pacific Railroad for
third and fourth quar.er 1996 and for 1997 -- below is our understanding of the STB requirements.

We will continue to report as separate ailroads in 1996, and file consolidated reports for 1997

operations. Thus, for 1996, separate Revenue Expense and Income (RE&I), Condensed Balance
Sheet (CBS), Wage Statistics (Forms A and B) and Quarterly Commodity Statistics (QCS) will be
filed for eac’i road. A separate 1996 Annual QCS, Forms A&B and Form R-1 will also be filed for
each railrcad on the same cost basis as has historically been submitted.

Beginning in 1997 we will file combined UP/SP reports for quarterly RE&I and CBS,
quarterly and annual QCS and Forms A and B, and annual R-1. We will include the revaluation of
SP assets and liabilities and all appropriate eliminations.

Please review this request and provide us confirmation of the reporting requirements for the
acquisition of SP. If you have any questions, please call me at (402)271-4269

Very truly yours,

LA S

Robert W. Schmidt Jr.
. Manager, Reporting & Analysis

Mr. James R. Young, Union Pacific Railroad, Omaha, NE
Mr. Fred van Naerssen, Union Pacific Corporation, Bethlehem, PA
Mr. Brian Kane, Southem Pacific Railroad, San Francisco, CA




EXHIBIT B

Surface Transportation Board
Hashington, B.C. 20423-0001

October 2, 1996

Mr. Robert W. Schmidt, Jr.
Manager, Reporting & Analysis
Finance Department

Union Pacific Railroad Company
1416 Dodge Street

Omaha, NE 68179

Dear Mr. Schmidt:

Thank you for your letter of September 26, 1996, regarding the post-merger reporting
requirements of Southem Pacific Transportation Company and Union Pacific Railroad.

Your proposal to file separate reports for 1996 and combined reports for 1997 is
approved. Also, use of the same historical cost basis for the separately filed 1996 annual QCS,
Forms A&B, and Form R-1 is likewise approved.

With respect to the revaluation of SP assets and liabilities reflected in all reports filed for
1997, we would appreciate that you disclose by separate letter the accounting to be performed to
reflect the necessary revaluation. It is also important that UP/SP’s Schedule 250 for the year
1997 be footnoted to disclose any significant adjustments pertaining to the merger.

Your assistance in this matter is greatly appreciated. Please call me at (202) 927-6204 if

you have any questions.
Sinccrcl/,/
” //
"",’ ZW/
(VAR
Ward L. Ginn, Jr. :
Chief, Section of Costing & Financial Information
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VERIFIED STATEMENT
OF

RICHARD F. KAUDERS

My name is Richard F. Kauders. When I retired in September 2001, I was
Manager-Economic Research for Union Pacific Railroad Company ("UP"). 1 was employed by
UP more than 29 years. My responsibilities included the development of cost and related
testimony for use before the Surface Transportation Board ("Board") and its predecessor, the
Interstate Commerce Commission ("Commission"). I hold a B.S. Degree from Cornell
University and the M.B.A. degree from Northwestern University. My experience with UP
consisted principally of work in the regulatory costing area, including mergers, trackage rights,
rate complaints and investigations, and branch line abandonments.

i participated in cost studies and the calculation of benefits in a number of merger
proceedings before the Commission and the Board, including Finance Docket 30000, Union
Pacific -~ Control — Missouri Pacific & Western Pacific; Finance Docket 30800, Union Pacific
Control — Missouri-Kansas-Texas: Finance Docket 32133, Union Pacific - Common Control
Chicago North Western; and Finance Docket 32760, Union Pacific -~ Control & Merger
Southern Pacific.

One of my responsibilities as UP’s Manager-Economic Research was to calculate
the annual adjustment to the trackage rights fees under the BNSF Settlement Agreement. In this

statement, [ address the fee adjustment calculations Mr. Christopher D. Kent presents on behalf

of The Burlington Northern and Santa Fe Railway Company (“BNSF”). I show that significant

flaws invalidate the BNSF modifications to URCS costs for 1995 and 1996 and entirely

undermine BNSF's effort to estimate the difference between UP’s and BNSF’s calculations.




BNSF’s theory is that fee adjustments were to be based on comparisons of only

post-merger URCS costs, beginning with a comparison between UP’s 1996 and 1997 URCS

costs. See BNSF-102 at 8. BNSF purports to “correct” for the fact that the purchase accounting

for the UP/SP merger was first reflected in UF’s 1997 R-1. Mr. Kent makes this “correction™ not
by carrying out the comparison between 1996 and 1997, but by constructing hypothetical URCS

costs for 1995 and 1996.'

He substitutes the investment and depreciation data from UP’s 1997 R-1 for the
actual investment and depreciation data used to calculate UP’s and SP’s 1995 and 1996 URCS
costs. Specifically, he substitutes (i) UP’s 1997 beginning-of-year investment data for the actual
yeor-end investment data used in calculating 1995 and 1996 URCS costs; (i1) UP’s 1997
beginning-of-year accumulated depreciation for the actual year-end accumulated depreciation
data used in calculating 1995 and 1996 URCS costs; and (iii) UP’s 1997 full-year depreciation
charges for depreciation charges used in calculating 1995 and 1996 URCS costs. BNSF-102,
Kent V.S. at 3. His workpapers reveal that he retains UP's and SP’s actual 1995 and 1996
maintenance-of-way operating expenses and gross ton-nu'es.

Mr. Kent then caleulates hypothetical, combined UP/SP 1995 and 1996 URCS
costs. BNSF claims that the results show what UP’s 1995 and 1996 URCS costs would have
been if the UP and 'sP systems had been merged and the results reflected in combined UP/SP

URCS. Id. at 2. BNSF is mistaken.

Apparently to be consistent with BNSF’s notion that the parties intended to compare
post-merger URCS, Mr. Kent moves the purchase accounting back to 1995, a year before it
could have happened. He presumably does this to give BNSF the benefit of substantial cost
reductions on SP and UP between 1995 and 1996 for the first rate adjustment.




BNSF’s Hypothetical URCS Costs Bear No Relationship to the Costs UP Would
Have Incurred in 1995 and 1996

Mr. Kent substitutes UP 1997 investment and depreciation data for 1995 and 1996
data. but he uses actual SP and UP 1995 and 1996 gross ton-miles and maintenance-of-way costs
to calculate URCS costs. This creates numerous apples-and-oranges comparisons that
undermine any effort to provide a meaningful restatement of 1995 and 1996 URCS costs.

Mr. Kent's computations violate the principle of “causality” that underpins URCS
theory. The causality principle means that operating and maintenance expenses, return on
investment, and depreciation costs must al! derive from the same physical plant in the same
reporting period and should be allocated to relevant service units (such as gross ton-miles)
reported for the same period. See Railroad Accounting Principles Board, Final Report, Vol. 1 at
29. Mr. Kent’'s modifications to URCS ignores this principle. His calculations do not reflect the
costs of any railroad that did exist or could have existed.

A few examples help illustrate this basic flaw in Mr. Kent’s methodology:

First, Mr. Kent introduces a fundamental inconsistency when he calculates URCS
costs for return on investment using 1997 beginning-of-year investment levels and 1995 and
1996 gross ton-miles. This results in a calculation with no connection to the real world. UP’s
and SP’s gross ton-miles in 1995 and 1996 reflect the railroads’ physical structure, actual
operations, and competitive relationships in those years. We cannot know how many gross ton-

miles UP would have moved in 1995 and 1996 if the UP and SP systems had been configured as

they were at the beginning of 1997 and the railroads had been merged. We do not know whether

mileage savings from reroutes made possible by the merger (for example, UP rerouted SP’s
Central Corridor traffic to UP’s Wyoming mainline after the merger) and traffic losses to BNSF

from use of its trackage rights would have offset increases in traffic resulting from new business




opportunities. We do know, however, that Mr. Kent’s computations have no connection to
reality, because they are based on investments in a post-merger network, on the one hand, and
gross ton-miles produced by two different pre-merger networks, on the other hand.

Second, Mr. Kent introduces another inconsistency into his 1995 and 1996 URCS
calculations by combining 1997 depreciation data with actual 1995 and 1996 gross ton-miles to
calculate the URCS unit costs for depreciation. This destroys the link between the use of an
asset and its depreciation expense. UP’s 1997 depreciation charges are a function of UP’s use of
its depreciable assets in 1997. For the track accounts at issue in this proceeding, use is measured
by gross ton-miles. When Mr. Kent calculates URCS depreciation costs for 1995 and 1996,
however, he uses UP’s 1997 depreciation expense, which was based on UP’s gross ton-miles in
1997, and he divides it by UP’s gross ton-miles in 1995 and 1996. This produces a disconnect
between depreciation costs and the actual usage. Mr. Kent's URCS cost calculations for
depreciation in 1995 and 1996 thus have no connection to the real world.

Third, Mr. Kent further compounds his errors by mixing UF’s 1997 investment
and depreciation costs with SP’s and UP’s 1995 and 1996 maintenance-of-way expense. This
procedure directly contradicts BNSF’s theory that the parties agreed to use only post-merger
URCS costs. Moreover, it repeats the mistake of improperly combining results based on two
very different sets of circumstances. No one can guess what UP’s maintenance-of-way costs

would have been in 1995 or 1996 if the UP and SP systems were configured as they were at the

beginning of 1997 and the railroads were in fact merged. We know, however, that Mr. Kent’s

computations, which are based on investment and depreciation costs for one network in one year
and maintenance-of-way costs for two different, pre-merger networks in earlier years, do not

reflect the costs of any railroad that did exist or could have existed.




BNSF’s URCS Costs Artificially Mask Changes in UP’s Costs

I'he provision for adjusting trackage rights fees is designed to adjust the fees
based on changes in UP's URCS costs. Mr. Kent's calculations are flawed, because they ignore
changes in UP’s investment and depreciation costs resulting from increased UP and SP
investment unrelated to the disputed SP purchase cost and merger capacity costs. Mr. Kent’s
calculations ignore two significant sources of cost changes by projecting 1997 investment and
depreciation costs back into 1995 and 1996.

First, by projecting the same 1997 beginning-of-year investment level back into
1995 and 1996, Mr. Kent’s calculation implicitly assumes that UP’s and SP’s level of investment
did not increase between 1995 and 1996. Mr. Kent's calculations thus ignore changes in UP’s
URCS costs resulting from all of UP’s and SP’s capital investments in 1996, not just the disputed
merger capacity costs. BNSF accepts that the undisputed investment costs should be included in
UP’s URCS costs, and those are the vast majority of the investments.

In 1996, UP/SP invested approximately $850 milhion in capitahized maintenance

on its lines, none of which involved merger-related expenditures for capacity improvements on

trackage rights lines. In addition, in 1996 UP invested some $110 1aillion as part of its multi-

vear project to expand capacity on its coal corridor in Wyoming, Nebraska, Kansas, and lowa.
By projecting UP's 1997 beginning-of-year investment back into 1995 and 1996, however, Mr.
Kent ignores any change in URCS costs resulting from any capital investments, including those
that BNSF accepts should be counted in computing cost changes.

As a result of capital investments in 1996, UP’s and SP’s 1996 expenses for
return on investment were higher than their 1995 expenses for return on investment. Under Mr.

Kent's calculations, however, the combined UP/SP expense for return on investment in both




1995 and 1996 was based on 1997 investment data, thus ignoring the increase between 1995 and
1996. This in turn would have the effect of artificially reducing the trackage rights fees.

Second, by using the same depreciation charge in 1995, 1996, and 1997, Mr. Kent
implicitly assumes that UP’s depreciation expenses did not change between 1995 and 1996, or
between 1996 and 1997. This is an entirely unrealistic assumption, because depreciation is a
function of a railroad’s investment and gross ton-miles, and both of those factors were different
for UP and SP in 1995 and 1996 than they were for the merged UP in 1997. In particular, UP’s
and SP’s investments in 1996 increased their 1996 depreciation expenses above their 1995
levels, and UP’s investments in 1997 increased its 1997 depreciation expense above its 1996
level. By projecting 1997 depreciation charges back into 1995 and 1996, Mr. Kent does not
simply cancel out increased depreciation resulting from the disputed items, he wipes out all
increased depreciation expense resulting from all of UP’s and SP’s investments, including
ivestments that BNSF agrees should be included in the fee adjustment. This in turn would have
the effect of artificially reducing the trackage rights fees.

BNSF's Calculations Do Not Address Merger Capacity Costs

Mr. Kent never explains how the parties intended to remove the effects of
disputed merger capacity costs from URCS cost calculations. As Mr. Kent recognizes, using
oniy post-merger URCS costs does not address the disputed merger capacity costs, because those
costs occurred in post-merger years. See BNSF-102, Kent V.S, at 4.

Relying on Section 9(c) of the BNSF Settlement Agreement, BNSF objects to the
inclusion of merger capacity costs in the adjustment calculation. Mr. Kent claims that his
adjustment provides a way to address BNSF's objection with respect to merger capacity costs

incurred in 1997. As even Mr. Kent appears to acknowledge, however, shifting investment as of

January 1, 1997 backwards into 1995 and 1996 addresses only those modest merger capacity

e




costs incurred in the last three months of 1996. It fails to address the effect in future years of
merger capacity costs incurred in 1997 and later years, which are the majority of the disputed
capacity costs. Moreover, as | have already explained, Mr. Kent's method of addressing BNSF's
objection affects much more than the disputed costs — it also wipes any impact of all of UP’s
additional imvestment during 1996.

D. BNSF’s Calculations Exaggerate the Size of the Dispute

Even setting aside the conceptual problems wih his efforts to develop combined
UP/SP 1995 and 1996 URCS and his inability to address the affect of the disputed merger
capacity costs, Mr. Kent exaggerates the parties’ dispute. He exaggerates the parties’ dispute by
using yet another apples-and-oranges comparison. He compares (i) the fees under UP’s
adjustments of the trackage rights fecs each year based on the difference in the two preceding

years” URCS costs, with (ii) the fees under BNSF's proposed approach of adjusting the fees

based on the percentage change between the two preceding years’ URCS costs.” 1 understand

that UP and BNSF have agreed to arbitrate their dispute over these two approaches; that dispute
should not have been used to exaggerate the disputed issues before the Board. In the chart
below, | restate the comparison of the BNSF and UP approaches based on a consistent

’ i
computational method.

If Mr. Kent's calculations were consistent with BNSF’s theory, they should have ignored
1995 URCS costs and based the first years’ adjustment on the difference between 1996 and 1997
URCS costs. Apparently Mr. Kent wanted to take advantage of the cost decrease between 1995
and 1996, which is larger than any other cost decrease, in BNSF’s calculation of the first rate
adjustment.

I have also provided for UP’s brief a calculation of what the fees would have been had
the RCAF(U) adjustment provision remained in place.




Comparison of BNSF and UP Approaches to
Adjustment of GTM Mill Rates

| UP Approach

| BNSF Approach s AaEaEE
‘, j Difference
' GTM Unit GTM Unit ‘ | Batween

| Year | Costs | Adjustment  Costs | Adjustment | Fee | Parties

1995 | $0.00178841 | 1 | $0.001,6805 | | |

f'li)?)Ef[5()'[6()‘1‘65)%55_?- 3.1 [$0.00161108 | 31
|

S— et ——— s ————

71997 | $0.00164835 | -0.00009018 | 3.0 | $0.00164835 | -0.00005697 [ 3.0 | 0.0

m———— Y e r———————————————————

-0.00004988 | 3.0 | $0.00164752 | 0.00003727 [3.1 | 0.1

. et —————

1998 [ $0.00164752
1999 S0.00157770 |

- - " . | - o

| 2000 | 1 -0.00006982 | 2.9

0.00000083 (3.0 | $0.00157770 | -0.00000083 | 3.1 | 0.1

-0.00006982 [3.0 [01

— - —— -+
!
|
|

For purposes of ¢btaining a consistent companson, 1 incorporated BNSF’s
approach to calculating 1995 and 1996 URCS costs as set forth in the table in Mr. Kent's
statement. See BNSF-102, Kent V.S. at 4. 1 did not incorporate UP’s approach as set forth in
Mr. Kent's table, because his computations were based on inaccurate data. Mr. Kent’s table does
not correspond to the basis upon which UP actually billed BNSF; instead, it appears to be
derived from a letter UP sent to BNSF as part of the parties’ efforts to compromise their dispute.
That letter contained a typographical error, and possibly other errors.”

The upshot of my comparison between BNSF's position in this proceeding and

UP’s past approach to billing BNSF is that, even accepting Mr. Kent's flawed calculation of

: In its letter, UP attempted to demonstrate what the fee adjustment would be if the parties

adopted BNSF’s proposal to create a combined UP/SP URCS for 1995 and 1996 rather than a
weighted average of UP’s and SP’s 1995 and 1996 URCS costs, but not including BNSF’s
proposal for excluding the effects of purchase accounting. UP’s calculations were only
estimates. Implementing BNSF’s proposal to create a combined URCS requires access to the
Phase 11 URCS model. UP did not have access to the model, so it estimated the impact of
adopting BNSF’s approach. Further research suggests that the trackage rights fees would
actually be higher if BNSF’s approach were adopted.




1995 and 1996 URCS, the difference in trackage rights fees between the parties would be only

0.1 mills, not the 0.2 mills that Mr. Kent claims.’

It is important to stress that even the 0.1-mill difference still overstates the
difference between the parties’ positions. Mr. Kent’s (a) inappropriate substitution oi’ 1997 data
for actual 1995 and 1996 data, (b) mixing and matching of 1995, 1996, and 1997 data, and
(¢) eftort to ignore the effect of changes in invesument and depreciation costs in 1996 and 1997,
all combine to overstate UP’s costs in 1995 as compared to 1996, and cverstate UP’s costs in
1996 as compared to 1997.

Because Mr. Kent's method is invalid, I cannot correct it. The Board can safely
assume, however, that the true difference between the parties’ positions would be even less than

my table indicates.

5

[ calculate the adjusted fees to one decimal place because that is how the fees were
presented in the BNSF Settlement Agreement and that is how UP has billed BNSF, except for
the fee for the Keddie-Stockton trackage rights.
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UP/SP-397
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Finance Docket No. 32760

UNION PACIFIC CORPORATION, UNION PACIFIC RAILROAD COMPANY
AND MISSOURI PACIFIC RAILROAD COMPANY
-- CONTROL AND MERGER --

SOUTHERN PACIFIC RAIL CORPORATION, SOUTHERN PACIFIC
TRANSPORTATION COMPANY, ST. LOUIS SOUTHWESTERN RAILWAY
COMPANY, SPCSL CORP. AND THE DENVER AND
RIO GRANDE WESTERN RAILROAD COMPANY

UP’S REPLY TO BNSF'S AND CMA'S RESPONSES TO ORDER TO SHOW CAUSE
In Decision No. 96, BNSF gained a second chance to prove that UP and BNSF had
mutually agreed to remove certain costs from post-merger URCS calculations when performing

the BNSF Settlement Agreement’s annual trackage nghic fee adjustment.' In its Response, BNSF

abandons that claim. Adopting a new theory of the parties’ intent, BNSF - joined by CMA’

now claims that Ut _.ad BNSF mutually agreed to an entirely different procedure. BNSF now

claims that the true agreement was to adjust fees based only on comparisons of UP’s URCS costs

See Union Pacific Corp. — Control & Merger — Southern Pacific Rail Corp., STB Finance
Docket 32760, Decision No. 96 (STB served Mar. 21, 2002), slip op. at 6 (“[W]e will allow BNSF
a further opportunity to demonstrate that the disputed items should be omitted from the URCS
calculations required to create the Section 12 adjustment factor.”™).

We refer to the American Chemistry Council (formerly the Chemical Manufacturers
Association) by the acronym used throughout these proceedings, “CMA.”




1erger URCS. Instead, it says that the parties intended to adjust fees using post-merger
URCS that should have included e disputed costs.
In adopting this new theory, BNSF again asks the Roard to disregard the BNSF
Settlement Agreement’s plain language, which requires comparisons using pre-merger URCS. It
asks the Board to find a contrary intent that is inconsistent with the Agreement, inconsistent with
the evidence in the merger proceeding, inconsistent with BNSF’s and CMA'’s behavior, internally
inconsistent, and inconsistent with preserving the competitive balance between BNSF and UP.

The parties never agreed to depart from the plain language that they carefully

negotiated for the BNSF Settlement Agreement. Nor is there any competitive justification for

altering the agreed-upon fee adjustment process. BNSF pays trackage rights fees (a) lower than
the rates it onginally negotiated, and which it swore would make it competitive, (b) lower than
i ates the Board would have presc 1bed under its SSW Compensation methodology, and (¢) much
lower than rates BNSF charges UF to remedy the anticompetitive effects of the BN/Santa Fe
merger.

While paying these fees, BNSF's trackage rights traffic has grown “to the size and
scale of a new Class I railroad,” and RNSF has “exceeded [its] goal™ for the trackage rights.

BNSF-PR-20 at 4. BNSF has reported, and the Board has agreed, that the trackage rights have

effectively preserved rail competition in the West. See Union Pacific Corp. — Control & Merger -

Southem Pacific Rail Corp., STB Finance Docket 32760 (Sub-No. 21), Decision No. 21 (STB

served Dec. 20, 2001).
The Board should reject BNSF's ever-changing stories regarding the parties’ intent

and disrmiss BNSF’s Petition with prejudice.




In the following sections, we brie{ly summarize ow arguments and review the
background of the BNSF Settlement Agreement and the CMA Agreement negotiations. In Part {
of our Argument, we demonstrate that BNSF and CMA offer no credible evidence that the parties
intended to depart from the BNSF Settlement Agreement’s plain language. In Part Il we show that
their new theory of intent does not rationally apply to one of the two types the costs that BNSF
and CMA seek (o disregard in the fee adjustment. In Part III we explain why BNSF’s proposed
recalculation of the fee adjustment is unworkable. Finally, in Part IV we show that the trackage
rights fees allow BNSF to be a vigorous coripetitor using its trackage rights and allow UP and
RNSF to compete fairly. This Reply is supported by verified statements from John H.
Rebensdorf, Keith A. Rhoades, and Richard F. Kauders, and by a joint verified statement from
James V. Dolan, Paul A. Conley, Jr., and John T. Gray.

SUMMARY OF ARGUMENT

BNSF and CMA ask the Board to override the plain language of the BNSF
Settlement Agreement — language that adopts a CMA proposal and that BNSF agreed upon with
UP after intensive negotiations. Unable to provide the evidence that the Board invited them to
produce in support of BNSF’s December Petition, L NSF and CMA offer an entirely new theory
never voiced in the six years since UP and SP merged. They argue for the first time that the BNSF
Settlentent Agreement is wrongly drafted, and that the parties had a different but unarticulated
intent. They walk av.ay from their prior theory that the parties intended to remove some of UP’s
costs in adjusting the fees.

The plain language of the BNSF Settle .nt Agreement’s provision for adjusting

trackage rights fees requires the parties to adjust the fees every year based on the difference in

pertinent UP system-average URCS costs for the prior twn years. The language is clear; the




computation is straightforward; and the Agreement contemplates no exceptions or modifications.
BNSF and CMA now claim that the true intent was to use the difference between the current year
(at a ime when URCS costs would not yet be available) and the year before.

The BNSF Settlement Agreement’s plain language carries out the specifications of
a CMA expert witness, Thomas D. Crowley. CMA’s witness specifically urged that the first
adjustment occur in 1997, based on a comparison between UP’s 1995 and 1996 system-average
URCS costs (hence we will call this comparison the “CMA Method”). BNSF and UP then agreed
to use the CMA Method. RNSF and UP faithfully incorporated the CMA Method into the BNSF
Settlement Agreement, and UP has er.oyed it since. Even though the trackage rights fees were
one of tae most contentious and closely watched issues in the UP/SP merger proceeding, no party
ever suggested that BNSF and UP got the language wrong — until BNSF and CMA filed their
Responses last month.

The new BNSF and CMA theory is remarkable not only because 1t lay unexpressed
for half a decade, but also because it points in the opposite directior from the theory that BNSF
advocated only five months ago. In its December Petition, BNSF repeatedly asserted that the
railroads intended to modify UP’s URCS every year to exclude two elements of UP’s costs
associated with the UP/SP merger: (1) the difference between SP’s book value and the higher

amount that UP paid to acquire SP (the “SP purchase cost™) and (2) the costs of certain post-

merger capacity improvements on the trackage rights lines that UP agreed to fund in Sections

9(c)(i) and 9(c)(111) of the BNSF Settlement Agreement (the “merger capacity costs”). BNSF-98
at 12-16.
BNSF and CMA now ignore BNSF's previous claims of intent to exclude these

costs from URCS beginning in 1997. They provide none of the evidence that the Board requested




to support these claims. In their Responses, they instead claim that the parties intended to
compare only post-merger URCS costs. They now argue that the parties intended to adjust fees
using post-merger URCS costs that should have included the disputed items. They claim that the
BNSF Settlemnent Agreement should have expressed that intent. See BNSF-102 at 7-9; CMA-17
at 2.

The Board should reject this new argument for a host of reasons:

The BNSF Settlement Agreement does not restrict fee adjustments to post-
merger URCS costs, but instead requires an adjusiment in 1997 based on two
prior years’ URCS costs.

Not a shred of evidence shows that BNSF, CMA, and UP ever discussed, much
less agreed to, the alleged intent to base fee adjustments on only post-merger
URCS costs.

The BNSF Settlement Agreement accurately adopts the CMA Method
recommended by CMA witnezcs Thomas Crowley.

BNSF and UP jointly adopted the language that implements the CMA Method.

BNSF and CMA have never beore suggested that the BNSF Settlement
Agreement misstates the parties’ intent, even though BNSF and CMA were
intensely interested in this issue during the merger proceedings.

BNSF's and CMA’s new allegat:ons leave them with no theory that explains
how the parties could have intended to avoid reflecting merger capacity costs in
the fee adjustment. The post-merger URCS they want to use reflected those
cost increases as UP incurred them.

As a BNSF witness inadvertently demonstrates, the adjustments BNSF now
wants cannot be performed. They would require illegitimate distortions of

URCS costs and principles.

Finally, the evidence demonstrates that BNSF has been a formidable competitor

using the trackage rights it obtained in the UP/SP merger, as the Board has repeatedly found.

BNSF has repeatedly bragged of competing successfully, despite paying trackage rights fees that it

now claims are too high. The CMA Method has proven highly favorabie to BNSF: As we will

show, BNSF’s trackage rights fees are 10 percent below the fees BNSI would be paying under the

el




RCAF(U) adjustment to which it initially agreed, 19 percent below the fees BNSF charges for

trackage rights that UP received in connection with the BN/Santa Fe merger, and 28 percent below

the fees the Board would have established for similar trackage rights.” There is no competitive

justification for departing from the BNSF Settlement Agreement’s plain language.

BACKGROUND

BNSF and UP established the initial trackage rights fees in the original BNSF
Settlement Agreement through intense, arms-length negotiations. They agreed on rates of 3.0
mills per gross ton-mile for bulk traffic, 3.1 mills per gross ton-mile for most intermodal and
carload traffic, and 3.48 mills per gross ton-mile for intermodal and carload traffic moving
between Keddie and Stockton, California. They initially agreed to adjust those rates from year to
year to reflect seventy percent of increases or decreases in RCAF(U). Responding to concerns
from other participants in the UP/SP merger proceedings, however, UP and BNSF subsequently
amended the BNSF Settlement Agreement by agreeing to adjust the trackage rights fees using
system-average URCS costs instead of RCAF(U). That agreement reduced the fees.

A. The September 1995 Negotiations

In their initial settlement negotiations in September 1995, BNSF and UP bargained
over the rates that they would pay each other for the rights they exchanged. Their negotiations
used as benchmarks trackage nghts fees in their other recent trackage rights agreements. See
Rebensdorf V.S. at 2. The parties negotiated the levels of the trackage rights fees, but they never

discussed costs or exchanged any information about costs. id. As all of UP’s negotiators testify,

See also Decision No. 96 at 5 n.6 (“We note that BNSF has benefited, and competition
over the trackage rights lines has been enhanced, by the change from the RCAF-based fee
adjustment (initially agreed to by BNSF) to the URCS-based adjustment that we imposed, at the
urging of CMA and other parties, as a condition to our approval of the UP/SP merger.”).




neither UP nor BNSF ever mentioned the SP purchase cost or the accounting treatment of the
purchase. Id. at 2-3; Dolan/Conley/Gray V.S. at 3-4.

If BNSF made any assumptions about whether the initial rates reflected the SP
purchase cost or the timing of UP’s accounting for the SP purchase, it never shared them with UP.
Rebensdorf V.S. at 3. UP did not even consider these issues. Id. UP simply sought to establish
rates that the parties and the Board would a-cept and that would cover UP’s operating and
maintenance costs while contributing to its investment costs. Id. The parties adopted an
adjustment based on 70 percent of RCAF(U) because it is commonly used in the industry. Id. at 2.
Under a flat-rate agreement with an RCAF(U) adjustment, the SP purchase cost was irrelevant. Id.
at 3.

UP agreed to use flat rates with an RCAF(U) adjustment to avoid the substantial
clerical work and expense associated with traditional joint facility arrangements. Id. at 4.
Traditional arrangements require annually allocating the actual cost of maintenance and operation
between the parties on the basis of their relative usage, adding appropnate overheads, and then
adding an interest rental factor to provide a return to capital invested in the trackage rights lines.
Using flat rates with an indexed adjustment eliminates the need to monitor separately the
maintenance expenses and capital investments associated with the lines. It also eliminates
uncertainty about what the tenant wili pay. Id.

In sworn testimony, BNSF represented that it could compete effectively using the
original trackage rights compensation provisions. In 1995 BNSF’s Executive Vice President and
Chief Operations Officer, Carl Ice, testified: “With respect to the level of compensation for

trackage nghts under the agreement, the terms of the agreement were the subject of intense arms-

length negotiation. From BN/Santa Fe’s perspective, they are at a level at which we believe we




can offer competitive pricing . . . and will not place BN/Santa Fe at a disadvantage in competing
with the landlord railroad UP/SP.” BN/SF-1, Ice V.S. at 12. BNSF’s latest position in this
proceeding, and Mr. Ice’s new testimony, cannot be reconciled with Mr. Ice’s swom testimony in
BN/SF-1.

B. The Revised Adjustment Mechanism

BNSF's confidence in 1995 notwithstanding, other participants in the merger
proceeding raised concerns that the RCAF(U) fee adjustment mechanism might eventually place
BNSF at a competitive disadvantage. CMA, among others, argued that RCAF(U) reflected
changes in prices but not changes in prod»~tivity. If UP’s productivity improved, they worried,
UP’s costs associated with maintaining and operating the trackage rights lines might fall even as
RCAF(U) increased, leaving BNSF at a competitive disadvantage. See, e.g., CMA-7 at 14,

Although UP disagreed with those concerns, UP agreed to adopt the URCS

adjustment mechanism proposed by its critics. Rebensdorf V.S. at 5-6. In fact, UP agreed to

adopt the URCS adjustment mechanism exactly as proposed by Thomas D. Crowley, a witness for

CMA. On behalf c“CMA, Mr. Crowley argued that “the proper measure for the adjustment
mechanism is cost changes,” and he supplied an exhibit showing which system-average URCS
components should be included in the adjustment calculation. CMA-7, Crowley V.S. at 57 & Ex.
(TDC 11). Crowley also stated that the adjustment “should reflect a !-year lag so that the 1997
adjustment would be based on the change in costs between 1995 and 1996.” Id., Crowley V.S. at
57.

BNSFI and UP adopted CMA s formula as Mr. Crowley had proposed it. UP
specifically agreed that the fee adiusiment would reflect a one-year lag, so that the 1997

adjustment would be based on the difference between 1995 and 1996 URCS costs, as Mr. Crowley




had recommended. Rebensdorf V.S. at 6. The parties recognized that the Board’s URCS
calculations were typically not available until several months after the end of the yea in question,
so the annual adjustment had to include a lag period to be workable, exactly as Mr. Crowley had
suggested. Id. at 6-7. This is the mechanism BNSF and CMA now attack.

In its negotiations with UP, CMA never suggested that UP’s URCS costs should be
modified to exclude the SP purchase cost or the merger capacity costs, or that the CMA Method
required the use of only post-merger URCS costs. Id. at 7; Dolan/C-nley/Gray V.S. at 3-4.
BNSF, also a party to the CMA Agreement, never raised these issues with UP either. Rebensdorf
V.S. at 7; Dolan/Conley/Gray V.S. at 3-4. Neither CMA nor BNSF ever told UP that they
understood that the initial trackage rights rates already included the anticipated effects of the SP
purchase cost. Rebensdorf V.S. at 7; Dolar ‘Conley/Gray V.S. at 3-4.

The URCS adjustment first appeared in section 7 of the CMA Agreement, which
provided that “BN/Santa Fe’s trackage rights fees shall be adjusted upward or downward each

vear by the difference between the year in question and the preceding year in UP/SP’s system

average URCS costs for the categories of maintenance and operating costs covered by the fee.”

UP/SP-219, CMA Agreement, § 7. Although this language is subject to multiple interpretations,
UP promptly announced that it had agreed to the CMA Method as specified in Mr. Crowley’s
statement. Just eleven days after the CMA Agreement was signed, on April 29, 1996, UP’s John
Rebensdorf testified:

[W]e have decided to address the concemns leveled at the adjustment
provision by amending Section 12 to provide that trackage rights
fees shall be adjusted upward or downward July 1 of each year by
the difference for the two preceding years in UP/SP’s system
average URCS costs for the categories of maintenance and operating
costs (including depreciation and return on investment) covered by
the trackage rights fee.




UP/SP-231, Rebensdorf R.V.S. at 10. Mr. Rebensdorf™s testimony reinforced three points that
were clear from the parties’ discussions and Mr. Crowley’s testimony for CM4.: (1) the
adjustment would be made on July 1 of each year based on the difference between the two prior
vears’ URCS costs; (ii) the adjustment would necessarily include a lag period, so the “year in
question” would be the full calendar year before each year’s annual adjustment; and (iii) the
relevant maintenance and operating costs included depreciation and return on investment. Id.; see
also Rebensdorf V.S. at 7. Neither CMA nor BNSF ever suggested (until their May 22, 2002
Responses) that Mr. Rebensdorf™s testimony incorrectly reflected the parties’ agreement of a few
days before.

On June 27, 1996, some two months after Mr. Rebensdorf’s testimony and after
extensive negotiations between BNSF and UP, the two railroads filed the Second Supplemental
Agreement to the original BNSF Settlement Agreement. This filing incorporated the CMA
Method. Section 9 of the Second Supplemental Agreement amended the original fee adjustment
provision to reflect the CMA Agreement. It provided:

All trackage rights charges under this Agreement shall be subject to

adjustment upward or downward July 1 of each year by the

difference in the two preceding years in UP/SP’s system average

URCS costs for the categories of maintenance and operating costs

covered by the trackage rights fee. “URCS costs™ shall mean costs
developed using the Uniform Rail Costing System.

UP/SP-266, Second Supplemental Agreement, § 9. This is the language that was before the Board

when it approved the UP/SP merger.® It cal's for adjustments based on URCS costs for two prior

years.

B

The identical language is incorporated in Section 12 of the Restated and Amended BNSF
Settlement Agreement, which was submitted to the Board on March 1, 2002. See UP/SP-393;
BNSF-100, Joint Submission of Restated and Amended BNSF Settlement Agreement, § 12.




UP and BNSF exchanged multiple drafts of the Second Supplemental Agreement.
In several of those drafts, they focused specifically on the fee adjustment provision. Rebensdorf
V.S. at 8-9. BNSF never suggested that UP’s system-average URCS costs should be modified to
exclude the SP purchase cost or the merger capacity costs (BNSF’s and CMA’s original theory).
Id. at 9; Dolan/Conley/Gray V.S. at 3-4. Nor did BNSF ever suggest that the parties would use
only post-merger URCS in the fee adjustment process or that the Second Supplemental Agreement
incorrectly reflected the CMA Agreement’s fee adjustment process (BNSF’'s and CMA’s new
theory). Rebensdorf V.S. at 9; Dolan/Conley/Gray V. S. at 3-4. If BNSF harbored any such
beliefs or intentions, it withheld them from UP.

BNSF considered the URCS adjustment provision an improvement to already
acceptable trackage rights fees. BNSF’s Carl Ice told the Board: “I testified in my first Venfied
Statement that the trackage rights compensation levels included in the Original Agreement were
established at a level at which BN/Santa Fe believes it can offer competitive pricing. . . . To the
extent that shippers have expressed concern about the effect of the negotiated compensation level
on BN/Santa Fe's ability to compete, the CMA Agreement’s favorable revision of the rate
escalator clause should alleviate much of that concern.” BN/SF-54, Ice V.S. at 7-8.

L The Effect of Adopting CMA’s URCS Adjustment Mechanism

BNSF implies that the trackage rights fees exceed the amount it was willing to pay
if the URCS adjustment includes the SP purchase cost and the merger capacity costs. See BNSF-
102 at 4; id., Ice V.S. at 10. As the Board has already recognized, however, this impression is

false The URCS adjustment using the CMA Method reduced the fees that BNSF said would let it

compete. See Decision No. 96 at 5 n.6. BNSF now seeks further advantage.




In order to appreciate how much BNSF has already benefited, one need only
compare the changes in trackage rights fees that would have occurred using the original RCAF(U)
adjustment with the changes using the CMA Method. Chart 1 provides this comparison using the
3.1 mills per gross ton-mile fee for intermodal and carload traffic. As Chart 1 shows, the rates
BNSF pays have never increased above their initial levels, and they are now below the ori ginal
rates. In contrast, under the RCAF(U) adjustment, the rates would have increased above their

original levels beginning with the very first adjustment, and they would have climbed even higher

. 5
In recent years.”

The benefits BNSF has obtained from the CMA Method are also apparent from the
higher fees that BNSF charges UP. Chart 2 compares the fees that BNSF pays under the CMA
Method with the fees that UP pays to BNSF for rights over BNSF between Pueblo and Ft. Worth.
BNSF granted SP rights betwecu Pueblo and Ft. Worth in order to remedy competitive losses
caused by the BN/Santa Fe merger. As Chart 2 shows, the rates BNSF pays UP under the BNSF
Settlement Agreement are far below the rates that UP pays BNSF for its rights between Pueblo
and Ft. Worth. Moreover, the rates BNSF pays under the BNSF Settlement Agreement actually
decreased between 1996 and 2000, while the rates UP pays to use BNSF’s lines between Pueblo
and Ft. Worth increased by 3 percent between 1996 and 2000. If the UP/SP trackage rights fees

compromise BNSF’s ability to compete, UP is at an even greater disadvantage.

5

The UP data do not reflect the parties’ recent agreement to calculate 1995 and 1996 URCS
by creat'ng combined UP/SP URCS rather than weighting each railroad’s separate 1995 and 1996
URCS. See Kauders V.S. at 8. BNSF had argued that the parties should use a combined URCS.
and UP agreed as part of a compromise of several other outstanding issues. Ironically, UP’s
preliminary calculations suggest that BNSF’ s proposal will actually result in higher fees in certain
years. If that turns out to be the case, UP remains willing to use the weighted average URCS
methodology it originally proposed.




As a final means of placing BNSF’s claims in perspective, we note the Board’s
conclusion that under its SSW Compensation capitalized earnings methodology, the trackage rights
fees would have been at least 3.84 mills per gross ton-mile — much higher than the rates BNSF

pays. See Union Pacific Corp. — Control & Merger — Southern Pacific Rail Corp., 1 S.T.B. 233,

415 (1996). The Board concluded that “because the agreed levels are lower than [the Board]
would set under SSW Compensation, they are reasonable.” Id. at 414. BNSF’s rates six years

later remain far below the levels that would be reasonable under the Board’s SSW Compensation

methodology. We provide this comparison in Chart 3.

ARGUMENT

BNSF AND CMA OFFER NO CREDIBLE EVIDENCE THAT THE PARTIES
INTENDED TO DEPART FROM THE BNSF SETTLEMENT AGREEMENT’S
PLAIN LANGUAGE

The BNSF Settiement Agreement’s plain language requires an annual fee
adjustment based on the difference in the two preceding years in UP’s system-average costs
developed using the Boaid’s URCS. In this proceeding, however, BNSF has offered twc
different, inconsistent theories for calculating the fee adjustment using a modified URCS. BNSF
initially claimed that the parties intended to calculate the fee adjustment by deducting costs from
URCS. BNSF and CMA now claim that the parties intended to calculate the fee adjustment using
post-merger URCS costs only and assume that all the disputed costs were included in URCS costs
before 1997

Without providing any contemporary evidence tc support their new theory, BNSF
and CMA try to explain how this supposed intent was defeated. BNSF and CMA argue that (i) UP
misled BNSF aid CMA by altering the CMA Agreement’s language in the BNSF Settlement

Agreement, see BNSF-102 at 9; CMA-17 at 2-3; and (i1) in “a development that was not and could




not have been anticipated,” UP’s recorded the SP purchase cost in 1997 rather than 1996, see
BNSF-102 at 8. Both claims are demonstrably wrong.

BNSF never explains its sudden shift in its position. Neither BNSF nor CMA
credibly accounts for its failure to mention its new theory for more than half a decade. Neither
BNSF or CMA provides any evidence that the parties mutually intezded to do anything other than
adjust the trackage rights fees based on system-average URCS costs for two prior years as
specified by BNSF Settlement Agreement’s plain language. Neither BNSF nor CMA provides
any evidence that UP’s accounting for the SP purchase cost was incorrect or unexpected.

A. BNSF Altered Its Claims About the Parties’ Intent

In its December Petition, BNSF claimed that UP and BNSF had agreed to deduct

the SP purchase cost and merger capacity costs from URCS when calculating the BNSF

Settlement Agreement’s annual trackage rights fee adjustment. BNSF-98 at 16. CMA filed a

statement supporting BNSF. CMA-15 at 2 5. The Board was not persuaded, but it gave BNSF
and others who supported it December Petition a second chance “to demonstrate that the disputed
items should be omitted from the URCS calculations.” Decision No. 96 at 6.

BNSF failed to do what the Board authorized. It presented no evidence of any
intent to exclude costs from URCS. Instead, its Response offers a new, inconsistent version of the
parties’ intent, adopted by CMA as well. Rather than argue that the parties intended to exclude the

disputed items from post-merger URCS, it now argues that *he parties intended to adjust the fees

4]

In its D2cember Petition, BNSF asked the Board to clarify that “(i) in the app'ication of the
adjustment metnod slogy, the combined UP/SP 1997 URCS costs must exclude any amounts
attributable to the purchase premium paid by UP for SP; and (ii) the separate 1996 UP and SP
URCS costs as well as the combined UP/SP URCS costs for 1997, 1998, and any applicable
subsequent years must exclude any merger-related capital expenditures relating to the trackage
rights lines for which UP has sole responsibility under Section 9¢ of the BNSF Settiement
Agreement.” BNSF-98 at 16.




based on post-merger URCS costs only, using 1996 and 1997 URCS costs that included the

disputed items.” BNSF never even acknowledges this abrupt reversal in position.

B. The Parties Never Agreed to Use Only Post-Merger URCS Costs

BNSF and CMA provide absolutely no evidence that the parties to the CMA
Agreement or the BNSF Settlement Agreement ever discussed using — much less agreed to use -
only post-merger URCS costs to calculate trackage rights fee adjustments.

1. CMA Proposed Adjustments Based on Companng Pre-Merger and
Post-Merger URCS Costs

As we explained above, the URCS adjustment provision incorporates CMA’s
demand in the merger proceedings. CMA’s witness, Mr. Crowley, called for an URCS adjustment
provision that would include “a 1-year lag so that the 1997 adjustment would be based on the
change in costs between 1995 and 1995 CMA-7, Crowley V.S. at 57. L March 1996, when
CMA made its submission, it surely understood that the SP purchase cost could not be reflected in
UP’s pre-merger 1995 URCS. BNSF and UP then agreed on language for the BNSF Settlement
Agreement that closely tracks Mr. Crowley’s language. See pp. 13-14, above.

Neither CMA nor BNSF provides any evidence that, despite Mr. Crowley’s
recommendations and the carners’ adoption of the CMA Method, the parties to the CMA
Agreement mutually agreed to adjust the trackage rights fees based only on post-merger URCS

costs. CMA admuts that its negotiations were “[blased on Mr. Crowley’s recommendations.” See

See BNSF-102 at 8 (“the CMA Agreement provided for an annual adjustment mechanism
in which URCS costs from one post-merger year would be compared with URCS costs from
another post-merger year”); id. at 9 n.6 (“it was BNSF’s expectation and understanding that the
language [of the Second Supplemental Agreement] would be interpreted and applied in such a
manner that all comparisons of URCS costs would be between post-merger years™); id. at 9
(“‘Accordingly, if pre-merger years are to be used . . . appropniate adjustments must be made to the
URCS costs in such years . . . .").




CMA-17, Schick V.S. at 3. None of CMA’s or BNSF’s witnesses claims to have discussed the
alleged intent with UP. UP’s witnesses did not discuss the issue with CMA or BNSF. Rebensdorf
V.S. at 7; Dolan/Conley/Gray V.S. at 3-4. Neither CMA nor BNSI produced a single document
reflecting the parties’ discussion of or supposed intention to use only post-merger URCS costs,
and UP’s documents lack any such evidence.

The CMA Method is consistent not only with Mr. Crowley’s specific testimony,
but also with the thrust of CMA's concerns. CMA was concerned that the original mechanism for

adjusting the trackage rights fees would “not include the cost savings projected by UP/SP as one

of the benefits of the merger.” CMA-17, Schick V.S. at 3. An adjustment provision that begins

by comparing pre-merger and post-merger URCS is consistent with CMA’s effort to capture cost
savings resulting from the merger; an adjustment that takes only post-merger years into account
would violate CMA’s intent by failing to reflect any initial cost savings.” An adjustment provision
that begins by comparing 1995 costs to 1996 costs is also consistent with the adjustment
mechanism in the original BNSF Settlement Agreement, which used 1995 as the base year for the

RCAF(U) adjustment.'

’ BNSF had the same concern. See BNSF-102, Ice V.S. at 2 (“UP/SP had projected
substantial improvements in efficiency, and it was important to BNSF that reductions in the costs
of the merged entity should be passed on to BNSF in the form of lower rates for trackage rights.”).

v

UP and SP costs declined substantially from 1995 to 1996, thereby reducing the trackage
rights fee under the CMA Method. If UP had based the adjustment on post-merger years only, one
suspects that BNSF and CMA might be before the Board pointing to Mr. Crowley’s testimony and
the BNSF Settiement Agreement’s plain language and arguing that UP was violating the parties’
clearly expressed intent.

” The original adjustment mechanism provided: *“All trackage rights charges . . . shall be

subject to adjustment annually beginning as of the effective date of this Agreement . . . . UP/SP-
22 at 337, BNSF Settlement Agreement, § 12 (emphasis added). The Agreement was made
“effective upon execution,” in September 1995. 1d. at 336, BNSF Settlement Agreement, § 11.




The CMA Agreement’s fee adjustment language provides that the fees shall be
adjusted upward or downward “each year by the difference between the vear in question and the
preceding year in UP/SP’s system average URCS costs.” The CMA Agreement does not state that
the “year in question” and the “preceding year” are the two years preceding the yearly adjustment,
but that is the only reasonable reading. Moreover, CMA’s witness specifically proposed that the
two preceding years be compared, and that was certainly UP’s intent. See CMA-7, Crowley V.S.
at 57; Rebensdorf V.S. at 6-7. UP accepted a one-year lag because it was unavoidable: Based on
past practice, everyone recognized that the Board could not publish the 1997 URCS costs untl
1998. If there was to be an annual adjustment during 1997, it would have to be made using a
comparison of 1996 (the “year in question”) and 1995 (the “preceding year”). Rebensdorf V.S. at
g

If there were ever any doubt about the CMA Agreement’s meaning, UP resolved it
just eleven days after the CMA Agreement was signed. On April 29 1996, John Rebensdort
testified that “that trackage nghts fees shall be adjusted upward or downward July 1 of each year
by the difference for the two preceding years in UP/SP’s system average URCS costs for the
categories of maintenance and operating costs (including depreciation and return on investment)
covered by the trackage rights fee.” UP/SP-231, Rebensdorf R.V.S. at 10. Neither BNSF nor

CMA suggested at that time, or at any time before their May 22, 2002 filings, that Mr.

Rebensdorf’s statements misrepresented the intent of the parties to the CMA Agreement. "’

) CMA misleadingly suggests that it did not have time to catch to the alleged misstatement

of the CMA Agreement in the BNSF Settlement Agreement, because the Second Supplemental
Agreement was filed on the last business day before oral argument in the UP/SP merger
proceeding. CMA-17 at 2. Mr. Rebensdorf’s testimony, which tracks the langrage of the fee
adjustment provision contained in the Second Supplement Agreement, was served on CMA more
than one month before CMA filed its Brief in the UP/SP merger proceedings on June 3, 1996, see
(continued...)




BNSF Agreed to Adjustments Comparing Pre-Merger and Post-Merger
URCS Costs

Less than two months after Mr. Rebensdorf’s testimony, and after meticulous
negotiations, BNSF and UP adopted the CMA Method in the Second Supplemental Agreement to
the original BNSF Settlement Agreement. Section 9 of the Second Supplemental Agreement
provided for an adjustment upward or downward “each year by the difference in the two preceding
vears in UP/SP’s system average URCS costs for the categories of maintenance and operating
costs covered by the trackage rights fee.” UP/SP-266, Second Supplemental Agreement, § 9.

That language, still in effect, reflects both Mr. Crowley’s method and Mr. Rebensdorf™s
endorsement of that method of adjusting fees. BNSF never even hinted at a concern that the
Second Supplemental Agreement had altered the CMA Agreement’s terms, as BNSF and CMA
now claim. Rebensdori V.S. at 9; Dolan/Conley/Gray V.S. at 3-4."

3. BNSF's and CMA'’s Past Actions and Inaction Belie Their Current Claims

Both BNSF and CMA now claim that they believed in 1996 that the language of
the BNSF Settlement Agreement -~ which BNSF jointly proposed with UP - departed from the

intent of the CMA Agreement. These assertions are inconceivable and should not be credited.

(footnote cont’d)
CMA-12, and almost two months before the Second Supplemental Agreement was filed with the
Board on June 28, 1996.

" Moreover, while UP and BNSF were negotiating the Second Supplemental Agreement,

they were also negotiating individual implementing agreements for each segment of trackage
rights granted under the BNSF Settlement Agreement. Each of the implementing agreements
contained the fee adjustment provision. The implementing agreements provide that the first fee
adjustment would take place in July 1997, based on “the difference in the two (2) preceding years
in UP/SP’s system average URCS costs,” thus confirming that a comparison between pre-merger
and post-merger URCS would be required. See, e.g., UP/SP-266, Denver, CO to Stockton and
San Jose, CA Trackage Rights Agreement, § 3(c); id., Houston, TX to Valley Junction, IL
Trackage Rights Agreement, § 3(c). Again, no one suggested that this language was incorrect.
Rebensdorf V.S. at 9 n.3.




CMA admits that it never mentioned the alleged misinterpretation to UP or the
Board. CMA says that it understood the perceived difference between the CMA Agreement and

the BNSF Settlement Agreement to be a “technical amendment™ that would have no practical

3

effect. CMA-17, Schick V.S. at6."" Yet CMA protected its interests in the UP/SP merger

proceeding with fervent intensity, raising serious questions about whether it would have accepted
any “technical amendment.” In any event, CMA provides no proof whatsoever of any agreement
with UP to depart from the BNSF Settlement Agreement’s plain language, which tracks the
testimony of CMA’s own witness.

BNSF itself negotiated and adopted the revised language of the BNSF Settlement
Agreement. BNSF considered the initial fee and the fee adjustment provisions to be among the
most important aspects of the September 1995 negotiations. See BNSF-102, Ice V.S. at 2. The
new fee adjustment provision was one of the most significant changes in the Second Supplemental
Agreement. The language BNSF and UP negotiated faithfully implemented the recommendation
of CMA’s expert. The Board can only conclude that the Second Supplemental Agree.~ent and
implementing agreements accurately reflected the intent of the parties to the CMA Agreement.

Until its Response, BNSF never raised the claim that the BNSF Settlement
Agreement failed to carry out the CMA Agrecment. BNSF did not raise this claim in its final
progress report to the Board. See BNSF-PR-20. BNSF did not raise this claim in the recently
concluded proceeding to develop a final version of the BNSF Settlement Agreement, which BNSF

and UP worked on for months. See UP/SP-393; BNSF-100. BNSF did not raise any claims at all

" Mr. Schick correctly describes the reasons for the one-year lag, but incorrectly suggests

that UP and not CMA’s own witness was the source of the one-year lag in the fee adjustment
provision. See id.




about the fee adjustment provision until 2000. When it then brought its claims to the Board, it
made a different argument. See BNSF-98 at 16. BNSF’s newest argument about the parties’
intent in 1996 is imaginative, but it is not credible.

94 The Purchase Accounting Was Properly Reported in 1997 and Its Timing
Was No Secret

Even if the BNSF Settlement Agreement’s fee adjustment provision had departed
from the CMA Agreement’s language, BNSF and CMA could not prevail. BNSF and CMA argue
that they expected to compare 1996 URCS costs with 1997 URCS costs. Even under that theory,
though, the first annual fee adjustment would still have involved a comparison between pre-
merger (1996) and post-merger (1997) URCS costs.

BNSF dances around this problem by asserting that UP caught BNSF off guard.
BNSF mistakenly asserts that UP’s purchase accounting in 1997 “could not have been
anticipated,” and that the parties understood that 1996 and 1997 would both be post-merger years.
BNSF-102 at 8. The second page of the UP/SP Merger Application proves that BNSF is
mistaken.

UP had explained on the second page of the Merger Application that its “present

intent [was] to merge SPT, SSW, SPCSL and DRGW into UPRR, aithough these subsidiaries of

SPR may retain their separate corporate existence for a period of time.” UP/SP-22 at 2 (emphasis

added). Due to the uncertainties regarding the IRS rulings and SSW shareholder issues, UP did

not know when the legal mergers at the railroad level would occur. Rhoades V.S. at 3-4.'* UP
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Union Pacific Corporation (“UPC”) acquired Southern Pacific Rail Corporation (“SPR™)
on September 12, 1996, following STB approval of the UP/SP merger. The railroads themselves
remained separate direct and indirect subsidiaries of UPC. The railroad-level mergers did not
begin until 1997. Before the railroad-level mergers could vccur, UP needed to obtain certain tax
rulings from the IRS, and it needed to deal with minority shareholders of SSW. Id. at 3-4. The
(continued...)




never told BNSF or CMA that the railrrad mergers and the consequent purchase accounting would
occur in 1996 as opposed to 1997. Rebensdorf V.S. at 7, 9. Neither BNSF nor CMA ever asked
when the mergers wovld occur. Id. at 7, 9. BNSF and CMA cannot claim to have been misled, as
the Application put them on notice that the railroad-level mergers might not occur until some time
after the UP/SP merger was approved.

UP’s accounting for the SP merger was dictated by tax and shareholder
considerations and by STE accounting rules, not ulterior motives. Rhoades V.S. at 2-3. UP did
not “elect” to make the purchase cost adjustment in 1997 rather than 1996, as BNSF claims. See
BNSF-102 at 3. It followed well-established accounting rules. Its cccounting was reviewed and
approved by the STB staff. UP’s accounting was proper and public. Rhoades V.S. at 4-5.

Moreover, BNSF recognized in subsequent years that the purchase accounting for

the UP/SP merger had occurred in 1997 vet said nothing. UP’s accounting for the SP merger in its

1997 R-1 was the subject of a hard-fought Board proceeding brought by Western Coal Traffic

League. This challenge was common knowledge. AAR participated as an amicus, and BNSF's
witness Weicher appeared on the pleadings in support of UP’s purchase accounting. 1f BNSF or
CMA had been surprised that the purchase accounting occurred in 1997 rather than 1996 — and 1f
the timing mattered to them — one would have expected them to object years ago.
S e
BNSF and CMA provide no evidence to support their claims that the BNSF

Settiement Agreement’s plain language fails to reflect the parties’ intent when they agreed upon

(footnote cont’d)

timing of UP’s purchase accounting followed from the timing of the railroad-level mergers. Id. at
3. Until the railroad subsidiaries themselves could be merged or consolidated, UPC could not
allocate the SPR purchase accounting to UP’s property accounts. 1d.




the URCS adjustment provision. Nor do they provide any support for their complicated
explanation of how UP defeated the parties’ supposed intent by altering the CMA Agreement’s
language and engaging in undisclosed accounting tricks.

II. BNSF’S AND CMA’S NEW VERSION OF THE PARTIES’ INTENT CONTRADICTS
THEIR POSITION ON MERGER CAPACITY COSTS

BNSF's and CMA’s new claim that the parties intended to compare only post-
merger URCS costs creates a logical inconsistency in their position. UP’s post-merger URCS cost
reflected UP’s increasing merger capacity costs as UP incurred them. If trackage rights fees are to
be adjusted based on changes in post-merger URCS costs, as BNSF and CMA now claim., the
adjusted fees would increase to reflect the merger capacity costs, as UP invested the money in
1996, 1997, into 1998, and beyond. BNSF and CMA cannot have it both ways: they cannot claim
an intent to use post-merger URCS costs but deny that UP’s post-merger URCS costs increased
over time as UP incurred merger capacity costs.

BNSF and CMA have no theory whatsoever to explain how the parties intended to
use post-merger URCS costs but disregard the merger capacity costs in performing the fee
adjustment. BNSF and CMA offer no explanation of how the BNSF Settlement Agreement
language can be reconciled with any intent to modify UP’s post-merger URCS costs. They know
well that the parties never agreed to disregard the merger capacity costs in the aunual fee
adjustment.

In the BNSF Settlement Agreement, the parties agreed that BNSF would not have
to pay its own funds for capacity improvements on the trackage rights lines that were necessary to

achieve the benefits of the merger. BNSF Settlement Agreement, § 9(c)(1). In order to minimize

disputes about which capacity improvements were necessary to achieve the merger’s benefits, UP

agreed that it would fund any capacity improvements on the trackage rights lines for 18 months




following the merger. Id., § 9(c)(ii1). After the 18-month period, the parties would determinc on a
case-by-case basis whether a particular capacity improvement on a trackage rights line was
necessary to achieve the merger’s benefits or whether BNSF would fund the improvements in
accordance with its relative usage. Id., § 9(c)(ii). UP and BNSF agreed that BNSF would not be
required to pay the initial merger capacity costs, but they never agreed to try to modify the impact
of those costs on the fee adjustment when they adopted the CMA Method. Rebensdorf V.S. at 5.
BNSF and CMA are unable to supply either a theory or a shred of evidence for the
assertion that the parties mutually agreed to disregard these merger capacity costs in the annual fee
adjustment. Under BNSF’s and CMA’s own theory that the fee adjustment should be based on
post-merger URCS costs, merger capacity costs would be reflected in the fee adjustment. BNSF's

argument reveals an explicit but erroneous assumption. BNSF assumes that every UP URCS

beginning in 1996 would have included the merger capacity costs. BNSF-102 at 9. This

assumption 1s demonstrably wrong. By definition, the merger capacity costs could only be
incurred over time after the merger.'® As UP incurred merger capacity costs in post-merger years,
UP's URCS costs for those years would increase to reflect the new investment, and the trackage
rights fee would rise.

UP could not have included all the merger capacity costs in its early post-merger

URCS even if it had wanted to. UP had made few of the investments by 1997 when the first fee
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BNSF incorrectly assumed that both the SP purchase cost and the merger capacity costs
“would be included in all post-merger years.” Id.

" BNSF and CMA were on notice that merger capacity costs would be incurred over a four-

year period. UP said so n the Anplication, where it anticipated that merger investments would
occur over four years. See UP/SP-24 at 114.




adjustment occurred. The amount and timing of the futvre investments was then unknowable.
The Board cannot conclude that the parties agreed to perform an impossible adjustment.

This glaring defect alone destroys the new BNSF and CMA argument, because it
demonstrates that BNSF and CMA cannot offer a consistent theory to support the result they seek.

[II.  BNSF’S PROPOSED METHOD OF PERFORMING THE ¥EE ADJUSTMENT
VIOLATES URCS PRINCIPLES AND IS UNWORKABLE

BNSF presents Christopher D. Kent’s testimony to quantify the differerce between
the CMA Method and BNSF's approach to the fee adjustment and to suggest how the fees could

be recalculated in accordance with BNSF's theory of the parties’ intent. He does so using a

method that departs from the newly alleged intent of the parties to use post-merger URCS." A

review of Mr. Kent’s calculations demonstrates that there is no practicable way to recalculate the
fees. Mr. Kent’s efforts suffer from three major conceptual flaws. They also exaggerate the
amount in dispute.

First, Mr. Kent’s URCS costs bear no relationship to the actual costs UP and SP
would have incurred in 1995 and 1996 had the railroads been merged. In order to calculate fee
adjustments under BNSF’s theory, Mr. Kent purports to “correct” for the fact UP’s purchase
accounting occurred in 1997 by shifting UP’s 1997 investment and depreciation data into UP’s
and SP’s actual 1995 and 1996 duia, and then calculating hypothetical, combined UP/SP 1995 and

1996 URCS costs. BNSF claims that the results show what UP’s 1995 and 1996 URCS costs

o BNSF argues that the first annual fee adjustment was supposed to be based on a

comparison of 1996 and 1997 URCS costs. See BNSF-102 at 8. Mr. Kent compared 1995 and
1996 URCS costs. See id., Kent V.S. at 4. Mr. Kent apparently generated a modified 1995 URCS
because UP’s costs decreased sharply between 1995 and 1996. He therefore departed from
BNSF's theory and based the first annual fee adjustment on a comparison of 1995 and 1996
URCS costs. Kauders V.S. at 7 n.2.




would have been if the UP and SP systems had combined and the results reflected in a combined
UP/SP URCS. BNSF-102, Kent V.S. at 2-3. BNSF is mistaken.

While Mr. Kent substitutes UP 1997 investment and deprec ation data for 1995 and
1996 data, he still uses actual UP and SP 1995 and 1996 gross ton-miles and maintenance-of-way
costs to calculate URCS costs. He thus creates several apples-and-oranges comparisons that
undermine any effort to provide a meaningful restatement of 1995 and 1996 URCS costs.

For example, when Mr. Kent calculates URCS costs for return-on-investment using
1997 beginning-of-year investment levels and 1995 and 1995 gross ton-miles, he disconnects the
physical network from the ton-miles it produced. UP’s and SP’s gross ton-miles in 1995 and 1996
reflect the railroads’ physical structure, actual operations, and competitive relationships in those
years. We cannot know how many gross ton-miles UP would have moved in 1995 and 1996 if the
UP and SP systems had been coifigured as they were at the beginning of 1997 and the railroads
had been merged. We do not kncw whether mileage savings from reroutes made possible by the
merger (for example, UP rerouted SP’s Central Corridor traffic to UP’s Wyoming mainline after
the merger) and traffic losses to BNSF from its use of its trackage rights wouid have offset
increases in traffic resulting from new business opportunities. We do know, however. that Mr.
Kent’s computations have no connection to reality, because they are based on investment in a
post-merger network and gross ton-miles produced by two different, pre-merger networks.
Kauders V.S, at 3-4.

Mr. Kent creates a similar inconsistency by combining UP’s 1997 investment and

depreciation costs with SP’s and UP’s maintenance-of-way costs for 1995 and 1996.'* Once

” This procedure directly contradicts BNSF’s theory that the parties agreed to use only post-

merger URCS costs.




again, no one can guess what UP’s maintenance-of way costs would have been in 1995 and 1996
had the UP and SP systems been configured as they were at the beginning of 1997 and had the
railroads been merged. We know, however, that Mr. Kent’s computations are based on investment
and depreciation costs for one network in one year and maintenance-of-way costs for two
different, pre-merger networks in different years. Id. at 4.

Mr. Kent creates yet another inconsistency by combining 1997 depreciation data
with actual 1995 and 1996 gross ton-miles to calculate the URCS unit costs for return on
investment and depreciation. UP’s 1597 depreciation expense is a function of UP’s gross ton-
miles in 1997, which are used to measure use of the track assets in question. When Mr. Kent
calculates URCS depreciation costs for 1995 and 1996, however, he uses UP’s 1997 depreciation
expense and divides it by UP’s and SP’s gross ton miles in 1995 and 1996. This produces a
disconnect between depreciation costs and the assets used. 1d.

Mr. Kent’s computations violate the principle of “causality” that underpins URCS

theory. The causality principle means that operating and maintenance expenses, return on

investment, and depreciation costs must all derive from the same physical plant in the same
reporting period. See Railroad Accounting Principles Board, Final Report, Vol. 1 at 29. Mr.
Kent's modifications to URCS ignore this principle. His railroad and its costs are developed using
data from various different periods. Kauders V.S. at 3-4. Mr. Kent’s calculations cannot be used
to provide a meaningful comparison of costs.

Second, Mr. Kent's calculations artificially mask changes in UP’s costs. The
provision for adjusting the trackage rights fees is designed to adjust the fees based on changes in

UP’s URCS costs. Mr. Kent’s calculations are flawed because they ignore changes in UP’s




investment and depreciation costs resulting from increased UP and SP investment unrelated to the
disputed SP purchase cost and merger capacity costs.

By projecting the same 1997 beginning-of year investment level back into 1995
and 1996, Mr. Kent's calculation implicitly assumes that UP’s and SP’s level of investment did
not increase between 1995 and 1996. Mr. Kent's calculations thus ignore changes in UP’s URCS

costs resulting from all of UP s and SP’s capital investments in 1996, not just the disputed merger

capacity costs. 1d. at 5.'” In 1996, UP invested hundreds of millions of dollars in capital projects,

such as the triple mainline between Gibbon and North Platte, Nebraska. As a result of capital
investments in 1996, UP’s and SP’s 1996 expenses for return on investment were higher than their
1995 expenses for return on investment. Under Mr. Kent’s calculations, however, the combined
UP/SP expense for return on investment in both 1995 and 1996 was based on 1997 investment
data, thus eliminating the increase between 1995 and 1996. This in turn has the effect of
artificially reducing the trackage rights fees. Id. at 5-6.

Similarly, by using the same depreciation charge in 1995, 1996, and 1997, Mr.
Kent implicitly assumes that UP’s depreciation expense did not change between 1995 and 1996, or
between 1996 and 1997, This is a false assumption, because depreciation is a function of a
railroad’s investment and gross ton-miles, and both of those factors were different for UP and SP
in 1995 and 1996 than they were for UP in 1997. In particular, UP’s and SP’s investments in 1996
increased their 1996 depreciation expenses above their 1995 levels, and UP’s investments in 1997

increased its 1997 depreciation expenses above its 1996 levels. By projecting 1997 depreciation

. BNSF claims that capital expenditures for capacity improvements on trackage rights lines

necessary to achieve the merger’s benefits should be excluded from URCS cost calculations, but it
accepts that UP’s other capital expenditures should be included in URCS costs.




charges back into 1995 and 1996, Mr. Kent wipes out all increased depreciation resulting from all

of UP’s and SP’s investments, including investments that BNSF agrees should be included in the

fee adjustment. This in turn has the effect of artificially reducing the trackage rights fees. Id. at 6.
Third, Mr. Kent did not even try to address merger capacity costs. As Mr. Kent

recognizes, BNSF theory that the parties intended to use post-merger URCS costs does not address

. . . i
the merger capacity costs issue, because those costs occurred in post-merger years.”” Mr. Kent

claims that his calculations provide a way to address BNSF’s claims with respect to merger
capacity costs incurred in 1997. BNSF-102, Kent V.S. at 4 n.4. As even Mr. Kent appears to
acknowledge, however, shifting 1997 beginning-of-year investment back into 1995 and 1996
addresses only those modest merger capacity costs that were incurred in the last four months of
1996. It fails to address merger capacity costs incurred in 1997 and later years. Moreover, it also
wipes out any impact of all of UP’s additional investments in 1996, even though BNSF has
accepted that such investments should be considered in performing the fee adjustment. Kauders
V.S. at 6-7.

Finally, Mr. Kent’s calculations exaggerate and distort the amount in dispute by
using an unrelated dispute between the parties to accentuate the apparent magnitude of the issues
before the Board. BNSF and UP disagree about whether one calculates the fee adjustment by
calculating the difference or computing a percentage change between two years of URCS costs.

The financial impact is significant. UP and BNSF agreed to arbitrate their disagreement between
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As Mr. Kent recognizes, trying to untangle the accounting for each of the merger capacity
projects in order to exclude those costs from URCS calculations, which was BNSF’s original
theory, would be exceedingly difficult. BNSF-102, Kent V.S. at 4. BNSF requested and received
discovery from UP on this issue, and it sought and received thirty additional thirty days from the
Board to analyze the material UP provided, but it apparently concluded that it could not make
significant inroads on this problem. See Union Pacific Corp. — Control & Merger — Sou hern
Pacific Rail Corp., STB Finance Docket 32760, Decision No. 97 (STB served Apr. 16, 2vu2).




the “difference” and “‘percentage change” approaches. BNSF specifically disclaimed any intent to
submut this issue to the Board. See BNSF-98 at 2 n.3.

Mr. Kent compares (i) the fees under UP’s adjustments each year based on the
difference in the two preceding years’ URCS costs with (ii) the fees under BNSF’s proposed

approach of adjusting the fees each year based on the percentage change between the two

preceding years’ URCS costs. However one views the merits of the parties’ dispute between the
“difference” and “percentage change™ approaches, Mr. Kent’s use of two different computational

" If Mr. Kent’s calculations are corrected to use a consistent method. the

methods is misleading.’
apparent difference between the parties’ position on URCS costs is cut in half, to 0.1 mills per

gross ton-mile. See Kauders V S. at 7-9.%

V. THE ADJUSTED FEES HAVE FOSTERED VIGOROUS COMPETITION

BNSF devotes a substantial portion of its Response to arguing that the CMA
Method places BNSF at a competitive disadvantage. The short answer to BNSF’s complaints 1s
the one the Board already identified: BNSF pays lower fees under the URCS adjustment than it
would have paid under the RCAF(U) adjustment, which it initially told the Board would allow it
to compete successfully. See Decision No. 96 at 5 n.6. BNSF also pays lower fees under the
BNSF Settlement Agreement than UP pays for trackage rights between Pueblo and Ft. Worth,
even though both sets of nghts were designed to preserve pre-merger competition. See p. 15,

above.

M
i

This 1ssue is not before the Board for resolution because it is being arbitrated. UP expects
to introduce extensive evidence on this issue, and we expect BNSF to do the same

o UP calculates the adjusted fees to one decimal place. The fees were presented in the BNSF
Settlement Agreement using one decimal place, and UP has billed BNSF using fees calculated to
one decimal place, except for the fee for the Keddie-Stockton trackage rights, which was initially
presented using two decimal places. Id. at v n.5.




BNSF tries to show that a 0.2-mill difference in its fee provides UP with a $25-to-
$50-per-car advantage, and that this advantage could meaningfully effect competition. See BNSF-
102, Smith V.S. at 4. Even ignoring the many flaws in Mr. Kent’s calculations, the actual
difference is only 0.1 mill. More importantly, BNSF’s arguments are based on several false
claims regarding BNSF’s ability to compete with UP.

A. UP Has No Cost Advantage over BNSF

UP has no cost advantage over BNSF, because it pays all of the disputed costs.
UP’s costs encompass the same operating and maintenance costs that BNSF pays through the
trackage rights fee. UP thus pays the SP purchase cost and the merger capacity costs. BNSF pays
a fixed fee while UP’s actual costs vary based on the specific lines involved, but neither railroad is
systematically advantaged or disadvantaged.

BNSF and CMA claim that the CMA Method tilts the competitive playing field in
UP’s favor. They claim that the CMA Method creates a double count and thus deprives BNSF of
a level playing field on which to compete. BNSF's and CMA's new approach, however, is the
one that would tilt the playing field, but in BNSF's favor. The CMA Method does not create a
double count, and unless the fee adiustment mechanism reflects UP’s increased costs as a result of
the SP purchase cost and the merger capacity costs, BNSF will gain an unfair competitive
advantage over UP.

BNSF and CMA incorrectly claim that including SP purchase costs in the fee
adjustment produces a double count. BNSF-102 at 3; CMA-17 at 3. There is no double count

because the initial trackage rights fee could not have included the purchase costs. Evidence

presented during the merger proceeding demonstrates that the initial rates did not reflect purchase

costs, and the Board agreed. During the merger proceeding, the Board found that including the

purchase costs would have increased the initial trackage rights compensation to at least 3.84 mills

v33-




per gross-ton mile. See Union Pacific Corp. — Control & Merger — Southern Pacific Rail Corp., |

S.T B. at 415. The initial trackage nights rates of 3.0, 3.1, and 3.48 mills per gross-ton mile were
thus 28 percent, 24 percent, and 10 percent, respectively, lower than they would have been had the

fees been derived based on UP’s full costs, including the cost of acquiring SP. The rates remain

far below the 3.84 rate today.™

Because the initial trackage rights fees did not reflect the SP purchase cost, the
annual fee adjustment must be calculated using pre-merger and post-merger URCS in order to
preserve a level playing field between UP and BNSF. BNSF repeatedly asserts that comparing
pre-merger and post-merger URCS is inconsistent with the parties’ statement in Section 12 of the
BNSF Settlement Agreement that “[i]t is the intention of the parties that the rates and charges for
trackage rights and services under this Agreement reflect the same basic relationship to operating
costs as upon execution of this Agreement.” See, e.g., BNSF-102 at 6-7, id., Ice V.S. a! §; id.,
Weicher V.S at 3, 8 & 10. BNSF's approach, however, is the one that would distort the parties’
intentions, because it would disregard real changes in UP’s URCS costs after the September 1995

execution of the BNSF Settlement Agreement that resulted from the SP purchase cost. The BNSF
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BNSF and CMA argue that the SP purchase cost was included in the onginal fee because
UP described the trackage rights fee as “comprehensive.” See BNSF-102 at 5;1d., Ice V.S. at 4;
CMA-17, Schick V.S. at 6 n.3. As Mr. Rebensdorf explained at the time, the rates were
“comprehensive” in the sense that BNSE would not have to pay additional fees to conduct routine
trackage rights operations — there were no separate fees for maintenance and operations,
overheads, or return to capital. See UP/SP-22, Rebensdorf V.S. at 308; see also Rebensdorf V.S.
at 4. Arannual adjustment calculated using UP’s ¢ “tual system average costs is not an additional
type of fee. Rebensdorf V.S. at 4.

BNSF also argues that an adjustment based on RCAF(U) would not have included the SP
purchase cost, so the URCS adjustment should not include the purchase price adjustment either.
See BNSF-102, Weicher V.S. at 9. This argument is a red herring. The two adjustment
provisions rely on entirely different approaches to approximating changes in UP’s costs, and thus
they rely on different underlying data. If BNSF would prefer to return to the RCAF(U) adjustment
and pay UP millions of dollars in higher fees to avoid the supposed double count introduced by the
URCS adjustment, UP will agree.




Settlement Agreement as written therefore preserves the basic relationship of the fees to UP’s

operating costs, as the Agreement specifies. BNSF suggests that the SP purchase cost does not
represent actual costs, see BNSF-102, Weicher V.S. at 6, but the Board has already rejected that
argument: “URCS costs, when calculated in the required manner, reflect actual costs: that. in fact.
is what URCS is all about.” Decision No. 96 at 5.

B. BNSFE Does Not Have to Match UP’s Costs to Provide Meaningful Competition

Even if UP had a slight cost advantage, it would be irrelevant. BNSF does not have
to match UP’s costs to provide the competition the Board expected it to provide. The Board did
not expect BNSF to replicate UP’s costs. The Board expected BNSF to step into SP’s shoes and

thus to match or better SP’s costs. See Union Pacific Corp. — Control & Merger — Southern

Pacific Rail Corp., 1 S.T.B. at 423. BNSF once recognized this. It understood that the BNSF
Settlement Agreement was designed to allow it to replace the competition SP provided, not to
match UP’s costs. In its December Petition, BNSF noted that “the purpose of the trackage rights
conditions was, in effect to put BNSF in the * hoes of SP’ as a competitor so that BNSF could
replace the competitive service that would otherwise have been lost when SP was absorbed into
UP.” BNSF-98 at 6-7.

BNSF does not have to match UP’s costs to step into SP’s shoes. As BNSF has
told the Board, comparisons between BNSF and UP costs “are misguided, because they focus on
UP — rather than SP, the less efficient carrier.”” BN/SF-54 at 7. BNSF's experts, including Mr.
Kent, testified during the merger proceeding that the relevant issue was whether BNSF's costs

would be lower than SP’s costs, not whether they would be lower than UP’s costs. See BN/SF-55,




Klick & Kent V.S. at 43-44.** In fact, Messrs. Klick and Kent presented data showing that BNSF

expected its variable costs for traffic moving over the trackage rights lines to be far more than $25

to $50 above UP’s costs. See id. at 50 (Table 6).>° Yet BNSF argued that it would be highly

competitive using the<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>