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Dear Secretary Williams:

Enclosed for filing in the above-captioned matter are the original and 10 copies of
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Reply Evidence and Argument. The second set, also consisting of three identical CDs, .
contains the electronic workpapers supporting BNSF’s Reply Evidence and Argument. The
CDs in this second set containing workpapers are being filed under seal, as indicated on the
label of the CDs, because they contain information subject to the Board’s protective order in
this proceeding. 1

Please date stamp the extra copy and return it with our messenger.

Anthony J. LaRokca
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cc:  Counsel for Complainant
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SURFACE TRANSPORTATION BOARD

STB Docket No. 42054

PPL MONTANA, LLC
V.

THE BURLINGTON NORTHERN AND SANTA FE RAILWAY COMPANY

DEFENDANT’S REPLY EVIDENCE AND ARGUMENT ON REOPENING

Pursuant to the Board’s March 24, 2003 decision in the above-captioned matter, k
defendant The Burlington Northern and Santa Fe Railway Company (“BNSF”) hereby submijits
its Reply Evidence and Argument in this reopened proceeding. |

In this Reply Evidence and Argument, BNSF demonstrates that the Board correctly
determined in its August 20, 2002 decision that the complaint filed by PPL Montana, LLC
(“PPL”) should be dismissed. In that decision, the Board correctly found that PPL’s SAC
evidence was fundamentally flawed because it was based on an impermissible cross-subsidy.

i
{
i
i

This conclusion was challenged by PPL in a September 30, 2002 request for reconsideration. In

|
response to PPL’s request, the Board, on March 24, 2003, concluded that it had incorrectly |
1
|

calculated certain operating costs in carrying out its cross-subsidy analysis. However, the Board

|
also found that it could not determine based on the existing record whether this error had a
material effect on the outcome of its cross-subsidy analysis. It therefore reopened this |
]
1

proceeding for the limited purpose of determining “what, if any, effect the error had on our

ultimate determination in this case.” PPL Montana, LLC v. The Burlington Northern and San‘L‘a
1
|
|
|
i
|
|
|



Fe Ry. Co., STB Docket No. 42054, slip op. at 6 (served March 24, 2003) (“March 2003
Decision™).
In its opening evidence on reopening, submitted on May 23, 2003, PPL argued that the

Board’s calculation error in the August 2002 Decision did make a difference in the result of the

cross-subsidy analysis and it presented an alternative analysis purporting to show that PPL’s ;
SAC evidence did not rely on a cross subsidy. However, PPL reached this conclusion by i
manipulating the calculation of operating costs for purposes of the cross-subsidy analysis in a}
way that is fundamentally inconsistent with the SAC test. As explained further below and ingthe
attached verified statement of Messrs. Kent and Klick, PPL’s use of URCS variability |
percentages in the calculation of operating costs improperly reduced the attributable costs of JE[he:
relevant traffic and therefore distorted the results of the cross-subsidy analysis. BNSF |
demonstrates in this Reply Evidence and Argument that when the cost adjustments based on
URCS variability percentages are eliminated, but no other changes are made to PPL’s '
calculations, it is clear that the Board’s original finding of an impermissible cross-subsidy in |

PPL’s SAC evidence was correct.

BACKGROUND

This reopened proceeding relates to an August 20, 2002 decision by the Board dismissjng
PPL’s complaint. In that decision, the Board found that PPL’s SAC evidence could not support
PPL’s claim for relief because PPL had relied on a cross-subsidy that is inconsistent with
Constrained Market Pricing (“CMP”) principles and the SAC test. PPL Montana, LLC'v. Ih;
Burlington Northern and Santa Fe Ry. Co., STB Docket No. 42054 at 10-13 (served Aug. 20,
2002) (“August 2002 Decision”). The overwhelming majority of traffic on the stand-alone

railroad posited by PPL was cross-over traffic that moved only a short distance on the north-

D

south portion of the SARR. This traffic shared at most only a few miles of track with the issue
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traffic and with other traffic moving on the east-west portion of the SARR. BNSF argued thtt

the north-south traffic on PPL’s SARR was impermissibly subsidizing the east-west traffic and

urged the Board to dismiss PPL’s complaint because PPL’s reliance on cross-subsidies in the
presentation of SAC evidence was inconsistent with the SAC test. The Board agreed, althou}gh it

reached this conclusion using a cross-subsidy analysis suggested by PPL’s expert rather thad the
analysis proposed by BNSF. ‘

i

Specifically, BNSF’s cross-subsidy analysis focused on the extent to which revenues|

generated by the north-south traffic exceeded the costs necessary to provide service to the no%rth—
|

south shippers. PPL proposed instead that the existence of an impermissible cross-subsidy ]
should be determined by examining the traffic supposedly being subsidized -- the east-west :
traffic -- and by determining whether the revenues generated by that traffic covered its |
“attributable cost.”! If not, it would be proper to conclude that the east-west traffic was receiéving
a subsidy from other traffic on the SARR. |

To carry out the analysis suggested by PPL’s witness, the Board compared the revenui;es
generated by the east-west traffic to the costs directly attributable to the east-west traffic, i.e.,gthe
road property and operating costs that would have been avoided by eliminating the east-west :
traffic. As to revenues, the Board accepted without revision or modification the revenues tha’é
PPL claimed would be contributed by the east-west traffic to the SARR. BNSF had argued t}gat
PPL overstated SARR revenues, but the Board did not need to address the issue regarding thei

proper revenue because it found a cross-subsidy to exist even using PPL’s revenue assumptio#s.

1
|
Il

As to road property costs, the Board first resolved certain disputes between the parties

regarding the type and cost of assets needed for construction of the east-west line and used a

1
!
)
)
|
|
1
|
|
|
|

! See Borts Rebuttal V.S. at 10 (filed May 7, 2001).




restated construction cost estimate. As to operating costs, the Board started with PPL’s estiﬂ‘late
of SARR operating costs and allocated those costs between the east-west and north-south traifﬁc.
It did not address BNSF’s evidence that PPL’s operating assumptions understated operating icosts
because the Board ultimately found that a cross-subsidy existed even using PPL’s cost |
assumptions. Since neither party had proposed a methodology for allocating the cost of
operating managers, G&A, loss and damage or maintenance of way (“MOW™) to the east—weist
traffic, the Board aliocated only the remaining operating costs (e.g., crews, locomotive
ownership, locomotive and railcar maintenance and operating expense). The Board allocate(ii
those costs between the east-west and north-south traffic using a ratio proposed by BNSF tha%t
was based on relative traffic volumes over the two line segments. The Board then ran these %ast-
west revenue and cost assumptions through the Board’s discounted cash flow model and fourfhd
that the east-west traffic did not generate revenues sufficient to cover the attributable costs oti'
that traffic. Based on this analysis, the Board dismissed PPL’s complaint. |
PPL sought reconsideration of the Board’s August 20, 2002 decision on several groun%ds.

Among other things, PPL asserted that the Board incorrectly carried out the cross-subsidy

y
i

analysis by overstating the operating costs associated with the east-west traffic. PPL argued ﬂxat
|

the ratio used by the Board to assign operating costs to the east-west traffic was incorrect

i
1
)

because it was based on the mix of north-south and east-west traffic set out in PPL’s opening !

)
i
t

evidence. PPL had changed its traffic assumptions on rebuttal, which resulted in a somewhatg

higher traffic volume on the north-south line and a lower volume of traffic on the east-west lirile.

Use of the ratio developed from PPL’s opening traffic configuration overstated the operating ﬁ

costs associated with the lower traffic volumes on the east-west line on rebuttal. w:
|




In its March 24, 2003 decision, the Board agreed with PPL that the ratio used in the :

|
Board’s cross-subsidy analysis to allocate PPL’s operating costs between the east-west and |

north-south traffic was incorrect. However, the Board could not “determine, on the existing|

1
record, whether the overstatement of operating expenses due to our mismatching error was SO
large as to alter the outcome of our analysis, nor whether it would be offset by the

understatement resulting from the omission of four expense categories.” March 2003 Decisipn at

6. The Board therefore reopened the record in this case for the limited purpose of determining

“what, if any, effect the error had on our ultimate decision in this case.” Id. Tt specifically cé,lled
upon the parties to present a corrected allocation of operating expenses between the IlOI’th-SOélth
and east-west traffic and, if necessary, to assess the impact on the cross-subsidy analysis of the
four operating expenses that had been excluded from the original analysis. Id. ‘

In its opening evidence and argument, PPL repeated at length its position that “the
Board’s cross-subsidy test is bad law, bad policy and procedurally indefensible as applied to i:his
rate case.”® These issues have already been thoroughly addressed in two requests for
reconsideration filed by PPL and in any event they are outside the scope of this limited
reopening. PPL also presented in its opening evidence an analysis by its witness Mr. Crowlefz
purporting to make two evidentiary showings: (1) that a correction of the Board’s allocation
error relating to the operating costs that were included in the original cross-subsidy analysis
results in a finding that east-west traffic generates revenues in excess of attributable costs; anci
(2) that the inclusion of operating costs in the four areas that were not originally considered m
the cross-subsidy analysis -- operating managers, G&A, loss and damage and MOW -- does nipt

change this result.

|
% See Opening Evidence and Argument of PPL Montana, LLC in Reopened Proceediné,
STB Docket No. 42054 at 8 (filed May 23, 2003).




As explained below and in the attached verified statement of Messrs. Kent and Klick,
when PPL’s cross-subsidy analysis is carried out in a manner that is consistent with the SAd test,
without making any other changes in the costs that PPL includes in that analysis, it is clear that
the Board’s August 20, 2002 finding of an impermissible cross-subsidy in PPL’s SAC evideijlce

'

was correct.

ARGUMENT

The issue on reopening is limited: Did the Board’s use of an incorrect ratio to allocaﬁ;e

operating costs between east-west and north-south traffic have a material effect on its conclusion

that the east-west traffic on PPL’s SARR was receiving an impermissible subsidy from the ngl')rth-

south traffic? The answer is no. This would seem obvious from the incremental nature of thé:
Board’s original analysis. In carrying out the cross-subsidy analysis, the Board resolved |
disputed evidentiary issues only to the extent necessary to determine that a cross-subsidy exisited,
The Board needed only to restate PPL’s construction cost estimates before it became clear thaztt a
cross-subsidy existed even if PPL’s assumptions on revenues and operating costs were accepﬁed
without change. Any restatement of PPL’s evidence on revenues and operating expenses WOlJilld
have increased the amount of the cross-subsidy substantially. The effect of a relatively small%
error in the allocation of operating costs between the east-west and north-south traffic would l;;be
more than offset by the changes in revenue and operating costs required to correct PPL’s one-é
sided assumptions on these issues.

It is still not necessary to consider PPL’s underlying revenue and operating cost
assumptions because the evidence submitted by PPL on reopening, based on its original revenue
and operating cost assumptions, confirms the Board’s conclusion that a cross-subsidy exists. 1

1
PPL’s evidence on reopening shows that any decrease in the east-west operating costs brought

about by correcting the Board’s allocation error is substantially outweighed by increases in the

|
-8- !
|
|
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east-west operating costs that result from including the costs associated with operating managers,
|
G&A, loss and damage and MOW that were excluded from the Board’s original analysis. Pi’L
tries to obscure this obvious conclusion, which is reflected in its own data, by urging the Bozyirrd
to make unwarranted and inappropriate adjustments to the costs that PPL itself calculates. %en
the effect of those improper adjustments is eliminated, it is clear that a cross-subsidy exists.
PPL’s witness Mr. Crowley presented two analyses on reopening. First, Mr. Crow]ejir
purported to correct the allocation of operating costs between east-west and north-south traff;c
that the Board carried out in its August 20, 2002 decision using a flawed ratio. Instead of rel‘fying
on an allocation of operating costs based on relative traffic volumes on the two line segmentsj;,
Mr. Crowley directly calculated the operating costs of the east-west traffic using the output oiif the
string program that PPL used in its original evidence to produce operating statistics for the )
SARR. Using the string program, PPL thus identified specific operating statistics for the eastff-
west traffic such as crew starts, locomotive unit hours and locomotive unit miles, and then usied
those statistics as the basis for calculating operating costs. See Exhibit_(TDC-23). Consistenét
with the Board’s original analysis, Mr. Crowley did not include any costs for operating |
managers, G&A, loss and damage and MOW. In Exhibit (TDC-25), Mr. Crowley shows tha:t
when operating costs for the east-west traffic (other than the four excluded costs) are developciéd
using the string program, no revenue shortfall exists for the east-west traffic. |
BNSF has stated in this and other SAC proceedings that the string program developed%by

Mr. Crowley’s firm is incapable of accurately measuring operating statistics. Its simplistic and

i
pervasively flawed program code invariably results in an understatement of operating statistic%s

|

and therefore operating costs. Notwithstanding these problems with the string program, BNSF

will accept the use of the string program output as the starting point for its revised cross-subsidy




analysis here. As explained below, when the costs for operating managers, G&A, loss and |

damage and MOW that PPL itself allocates to the east-west traffic are added to the operating‘

costs generated using the string program, it is clear that a cross-subsidy exists. |

Mr. Crowley’s second analysis addressed the four excluded costs -- operating ma.nagiers,

G&A, loss and damage and MOW. However, to obscure the effect of adding these costs to t;he
|

costs already identified in his first analysis, Mr. Crowley added a new step in the calculation%of

east-west operating costs. Specifically, he determined the operating costs associated with thé::
east-west traffic and then reduced those costs by applying to them variability percentages ,
embodied in the Board’s URCS program. For the costs associated with train and engine |
personnel, locomotive lease expense, locomotive maintenance expense, locomotive operatingi
expense, railcar lease expense, railcar maintenance expense, materials and supply, ad valoren;
tax and MRL trackage rights, Mr. Crowley started with the same costs used in his first analysis.?
For the costs associated with operating managers, Mr. Crowley developed an allocation of total
costs based on train-miles for the east-west traffic.* For the costs associated with G&A, loss bnd
damage and MOW, Mr. Crowley developed an allocation based on relative density.” He 1:hen§
reduced these costs by applying to them the URCS variability percentage that corresponds to

each cost category.®

PPL’s rationale for using the URCS variability percentage is clearly misplaced. PPL

claims that only a portion of the operating costs that it attributed to the east-west traffic actualgﬁy
|

> Compare Exhibit_(TDC-24) with Exhibit_(TDC-27). ;
* Exhibit_(TDC-27) at page 4 of 6. ;
> Id. at pages 5 and 6 of 6. !

® In the case of MRL trackage rights, use of the URCS percent variable eliminated this
cost altogether.
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vary with traffic volumes. It assumes that the rest of those costs would be incurred whether ‘the

|
cast-west traffic were handled or not. PPL’s theory is that only the variable portion of those}
costs would be avoided by not handling the traffic, so only the variable portion of the costs
should be included in the cross-subsidy analysis.

|
i
The fundamental problem with PPL’s logic is that it confuses variable costs developéd

i

using the Board’s URCS program and operating costs developed using SAC procedures. UliCS
|

1
is a top-down costing methodology designed to allocate a portion of BNSF’s historical, system-
wide expenses to individual movements. The approach used to estimate the variable portiongof
these expenses for purposes of URCS necessarily reflects this top-down, system-average |

1

perspective. By contrast, SAC operating costs, including the costs developed by PPL using tbe

string program, are built from the ground up. By identifying operating statistics for specific

|
!
1
%
{
trains or specific movements, SAC operating costs include only the costs that are directly |

attributable to the traffic at issue. Applying the top-down URCS approach to bottom-up SAC

|
costs confuses two analytically distinct methodologies and produces an unwarranted reduction in

il

attributable costs.”

Take, for example, the calculation of crew costs. Stand-alone crew costs are based 1
directly on the number of crew personnel required to operate the specific east-west trains
identified in the string program. The total amount of crew costs that PPL calculated for east- x
west traffic using the string program is attributable to the east-west trains, and the total amoutit

of those costs must be included in the cross-subsidy analysis. The same reasoning applies to :%111

|
|
1
7 Messrs. Kent/Klick note that in early applications of the SAC test operating costs we)‘re
expressed using variable cost methodologies, but adjustments were required to compensate for
the differences between variable cost and SAC methodologies. See Kent/Klick V.S. at n.4. U;sc
of a variable cost methodology has long been abandoned in favor of the more precise bottom-tip

SAC calculations.
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of the other operating costs that PPL calculated using the output of the string program, i.e., 41l of

the operating costs included in Mr. Crowley’s first analysis. Those costs were all developed

from the ground up, based on operating statistics for the particular east-west movements at issue,

consistent with SAC methodology. If those movements were excluded from the SARR network,

the total amount of the SAC costs attributed to those movements in Mr. Crowley’s first analysis

would be avoided by the SARR. Application of a variability percentage to those costs would
inappropriately reduce the costs directly attributable to the east-west movements. ®

The development of SAC costs for operating managers, G&A, MOW and loss and
damages is somewhat different from the development of the other operating costs that Mr.
Crowley based on the output of the string program. These four cost categories are generally |

1

developed on a system-wide basis and are not built from the bottom up using the operating

statistics corresponding to specific movements. Nevertheless, these costs can be allocated using

the underlying operating statistics. Indeed, Mr. Crowley did use the underlying statistics, such as

locomotive unit miles and gross ton miles, to allocate these expenses between the north-south

|
and east-west traffic. There was no need or justification for applying the URCS-based variability

percentages to the costs developed from the underlying operating statistics. In their attached 1
statement, Messrs. Kent and Klick show that when the amounts that Mr. Crowley allocated to
east-west traffic for these four cost categories are added to the costs calculated by Mr. Crowle
in his first analysis for the other operating costs, it is clear that a cross-subsidy exists.

PPL argues that it would not be fair to consider the impact of the four excluded cost

categories on the cross-subsidy analysis because BNSF did not address those costs in its

¥ Messrs. Kent/Klick explain in the attached statement that Mr. Crowley’s URCS-base
approach is fundamentally inconsistent with the Board’s cross-subsidy analysis because it fail

account for capacity-related expenses that would be avoided if the west leg of the SARR were

not constructed and operated. See Kent/Klick V.S. at 8-9.
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evidence below.” PPL’s fairness argument is that the Board did not permit PPL to submit néw
SAC assumptions in response to the cross-subsidy analysis contained in the Board’s August 20,
2002 decision, so BNSF should not be permitted to present any evidence relating to the four,
costs that were not addressed in BNSF’s original cross-subsidy evidence. But there is a
fundamental difference between the presentation of a new SARR configuration, which PPL i
sought to do in response to the Board’s cross-subsidy analysis, and the evaluétion of the SA(E
assumptions already in the record, which is the purpose of this reopened proceeding. The
analysis contained in PPL’s opening evidence and argument in this reopened proceeding andi the
reply evidence and argument contained in this pleading are based entirely on the SAC
assumptions that PPL chose to submit as the basis for its SAC presentation. The Board is
obviously entitled to carry out a full evaluation of those assumptions, and it is entitled to
consider both parties” views on the relevant issues.
CONCLUSION

It is not necessary to carry out an extensive or complex analysis on reopening to confirm

the Board’s August 20, 2002 determination that PPL’s SAC evidence relied on an impermissible

cross-subsidy. PPL’s own evidence on reopening demonstrates the existence of a cross-subsidy.

When the effect of PPL’s improper use of an URCS variability percentage is eliminated from

PPL’s analysis, it is clear that the revenues generated by east-west traffic on PPL’s SARR do inot

cover the attributable costs of that traffic. PPL’s complaint should therefore be dismissed.

i
|
|
|
I
i
I
1
!
i
)
|
|
I

¥ PPL’s assertion that BNSF “agreed that none of these expenses should be attributed to
the western part of the [SARR]” is patently false. See PPL’s Argument on Reopening at 6.
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VERIFIED STATEMENT

OF

CHRISTOPHER D. KENT and JOHN C. KLICK

L INTRODUCTION

We are Christopher D. Kent and John C. Klick. We are Senior Managing
Directors of FTI’s Financial Consulting Division, with offices at 1201 Eye Street, N.W.,
in Washington, /D.C. We submitted testimony on behalf of the defendant The Burlington
Northern and Santa Fe Railway Company (BNSF) in this proceeding on the sufficiency
of complainant’s stand-alone cost evidence. We also submitted testimony responding to
PPL Montana’s Petition for Reconsideration of the Board’s August 20, 2002 decision that

dismissed PPL’s complaint on the basis of an impermissible cross-subsidy."

H
i

In its March 24, 2003 decision addressing PPL’s motion for reconsicieration, the |
Board ordered a limited reopening of the proceeding to address issues relating to the
assignment of expenses to the western leg of the WMC stand-alone railroad.>2 We have
been asked by BNSF to review PPL’s May 23, 2003 opening evidence, along with its
argument on reopening, and to address specifically the expense allocations proffered by
PPL’s witness Mr. Crowley.

In its PPL I decision, the Board found that revenues generated by traffic using the

western part of the WMCRR would not be sufficient to cover its attributable costs — even

! STB Docket No. 42054, PPL Montana, LLC v. The Burlington Northern and Santa Fe Railway Company

(“PPL I”), decision served August 20, 2002.
% STB Docket No. 42054, PPL Montana, LLC v. The Burlington Northern and Santa Fe Railway Company
(“PPL II), decision served March 24, 2003.
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if PPL’s evidence on most of the disputes regarding the revenues and costs of the
WMCRR were accepted. In its motion for reconsideration, PPL alleged that the Board
erred in its implementation of the cross subsidy test. The Board’s PPL II decision
rejected most of the issues raised in the PPL petition, but did acknowledge that it erred in
its calculation of western leg expenses by failing to consider that certain of the traffic
assumed by PPL to traverse the western leg in its opening evidence — which the Board
relied upon in developing its expense assignment -- was rerouted on rebuttal to the north:
south leg. By failing to eliminate expenses associated with this traffic, the Board J
ostensibly overstated expenses for the western leg. However, the Board also
acknowledged an offsetting understatement in its analysis of the expenses attributable to
i
the western-part traffic resulting from the omission of certain types of expenses that vary
with the size of a carrier’s system. Specifically, the Board identified operating managers

general and administration expenses, loss and damage and maintenance of way as types

of expenses that its analysis did not assign at all to the western leg. The Board thus

reopened this proceeding for the limited purpose of refining the calculation of the
operating expenses attributable to serving the traffic posited for movement over the
western leg of the stand-alone WMCRR system. Specifically, the Board explained:

We cannot determine, on the existing record, whether the overstatement of the
operating expenses due to our mismatching error was so large as to alter the
outcome of our analysis, nor whether it would be offset by the understatement
resulting from the omission of four expense categories. Therefore, we will reopen
the record for the limited purpose of obtaining the necessary evidence to enable us
to correct our error and determine what, if any, effect the error had on our 1
ultimate determination in this case. On this limited reopening, the parties should
submit evidence as to the split of operating expenses between traffic using the
western part and traffic using the north-south part, based on the traffic volumes
used on rebuttal. In addition, the parties may submit evidence on the proper
allocation of the four categories of operating expenses that were omitted from our
prior analysis [operating managers, general administrative staff, loss and damage

i
|
i
i
1
|
i
i
|
I
1
]
|
|
1
|
i
|
i
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and maintenance of way], so that our final cross-subsidy analysis will be as

complete as possible.

As this passage indicates, the Board is asking two relatively straightforward
questions in this reopening:

1. For those operating expense categories that the Board determined to be
attributable to the traffic using the western part in PPL I, what is the correct split
taking into account traffic rerouted off the western leg by PPL on rebuttal?

2. What portion of the expense categories not addressed by the Board in PPL I —
operating managers, general and administration, loss and damage and
maintenance of way — are attributable to the western leg, and how does the

assignment of those costs to the western leg affect the cross-subsidy analysis?

II. PPL’S ARGUMENTS ON REOPENING

In his opening testimony, Mr. Crowley purports to answer these questions with two
separate analyses from which he concludes, not surprisingly, that there is no cross-
subsidy from traffic moving over the north-south segment of the WMCRR to the
western-leg. As we will show in the remainder of this statement, M. Crowley’s results
are misleading and fundamentally at odds with the substance of the Board’s straight-

forward test for cross-subsidy.

In his first analysis, Mr. Crowley responds to the first of the Board’s PPL II
questions, i.e., how to compute western leg attributable costs after eliminating the traffic
rerouted by PPL on rebuttal. In place of the ratio method used by the Board, Mr.

Crowley uses his string program to compute operating statistics associated with the

18



movements on the western leg. Based on this analysis, Mr. Crowley derives (1) the
number of locomotives that would need to be acquired specifically to move the western
leg traffic, (2) the number of train crew employees that would need to be hired, (3) the
number of freight cars that would have to be acquired, and (4) the number of locomotive
unit miles and freight car-miles that would be incurred in moving this traffic. Mr.
Crowley multiplies these operating statistics by the operating expense unit costs he
sponsored in his PPL rebuttal evidence to arrive at revised western leg operating
expenses. He then runs these revised western leg operating expenses through the DCF
model developed by the Board in PPL I, and reports that stand-alone revenues for the
western leg exceed stand-alone costs for the western leg, over the 20-year DCF period, by
approximately $38.0 million. Although Mr. Crowley concludes that these results
demonstrate no cross subsidy, because the western leg operating expenses do not include
any costs for operating managers, general and administration, loss and damage or

maintenance of way, any such claim here is premature.

As the Board has recognized in other proceedings, the string program that Mr.
Crowley has relied upon in this proceeding is difficult or impossible for third parties to
run, and is flawed in several fundamental ways. It is likely to understate substantially the
resources required to operate the west leg. However, the Board’s calculation of
attributable costs in PPL I conservatively assumed that PPL’s costing techniques and
assumptions are appropriate — seeking, in effect, to determine whether PPL has made
even a prima facie showing that the western leg was economically viable without cross

subsidy by the north/south leg. In this limited context, BNSF does not dispute Mr.
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Crowley’s use of the string program to establish the operating statistics associated with

operations over the west leg.

To respond to the second question posed by the Board, i.e., how to reflect stand-

alone expense categories not included at all in the Board’s PPL I decision in its

development of operating expenses for the western leg (operating managers, general and
administration costs, loss and damage and maintenance of way), Mr. Crowley relies upon
the “correction” of what he claims is a “conceptual mismatch” in order to artificially

reduce expenses on the western leg.

Expenses associated with train crew wages, locomotive and freight car costs, ad

1
valorem taxes and operating supplies are developed in a stand-alone analysis by
reflecting the actual needs of the traffic under study. In contrast, expenses for operating
managers, general and administration, loss and damage and maintenance of way are
typically determined for the rail system as a whole and are not directly based on the level
of particular operating statistics. Thus, while some level of expenses in each of these
categories is obviously associated with the western-leg of the WMCRR, no “bright line”
can be derived from the underlying expense build-up for performing this assignment. In
his analysis, Mr. Crowley chooses to allocate expenditures in these categories to the

western leg using various ratios of operating statistics. Specifically, he computés the

ratio of western-leg train-miles and gross ton-miles to total WMCRR train-miles and

gross ton-miles. He then uses the gross ton-mile ratio to allocate general and

administration and maintenance of way expenses to the western leg, and uses train-miles
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to allocate operating manager expenses to the western leg.3 We have reviewed Mr.,
Crowley’s approach to assigning cost from these expenses categories to the western leg,
and have accepted them — and the specific level of expenses that Mr. Crowley has
assigned to the western leg on the basis of those operating statistics — for the purposes of]

this cross-subsidy analysis.

Had Mr. Crowley stopped at this point — as we believe he should have — he would

=3

have confirmed the Board’s initial findings in PPL I, i.e., that the annual costs of building
and operating the western leg would exceed the revenues generated by the traffic that
moves over the western leg. In order to achieve the opposite result, Mr. Crowley
contends that it is only the so-called “variable portion” of stand-alone operating expenses
that should be included in the development of costs attributable to the western leg and
compared to the revenues that would be produced by the western leg traffic. He
estimates the “variable portion™ of these costs by using the output and capacity regression
coefficients that the Board employs in its Uniform Railroad Cost System (“URCS”)
regulatory costing process, and computes variability percentages for the full WMCRR.
He then applies these system-wide, URCS-based variabilities to the total expenses in
each of the stand-alone expense categories that he has allocated to the western legin
order to calculate the “variable portion” of these expenses. Table 1 summarizes the level
of expenses Mr. Crowley has directly assigned to the western leg of the WMCRR before

he applies his URCS based variabilities, and the level of those expenses after application

of the URCS variabiltities.

* Mr. Crowley does not allocate any cost for loss and damage to the western leg.
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Table 1
Comparison of Crowley Western Leg Operating Expense
Before and After Application of URCS Variability Percentage

Crowley Western Leg  Crowley Western Leg

Allocation (Before Allocation (After
Item Variability) Variability)

1. Train & Engine Personnel $4,424218 $3,739,852
2. Locomotive Lease Expense $2,151,163 $2,151,163
3. Locomotive Maintenance Expense $2,117,235 $1,613,13p
4. Locomotive Operating Expense $5,319,848 $5,123,875
5. Railcar Lease Expense $459,225 $459,225
6. Railcar Maintenance Expense $1,018,438 $875,857
7. Material & Supply Operating $85,495 $70,081
8. Ad Valorem Tax $1,036,573 $0
9. Operating Managers 1/ $1,886,414 $1,546,302
10. General & Administration 1/ $2,692,821 $2,361,556
11. Revenue Division - Non-Indexable $430,626 $

12. Trackage Rights - Non-Indexable 31,972 $20,813
13. Loss and Damage 2/ $0 $

14. Insurance $850,163 $698,569
15. Maintenance of Way 1/ $3.546.491 $2.745.125
16. Annual Costs $26,050,682 $21,405,55(

1/ These expenses, plus $64,922 in Materials and Supply Operating expenses that Mr. Crowley attributes
to Operating Managers, totaling $8,190,648, are not included in Mr. Crowley’s first analysis.

2/ Mr. Crowley did not attribute any expense for loss and damage to the western leg in either of his
analyses. Based on Mr. Crowley’s loss and damage cost per ton and the tonnage moving over the western
leg, loss and damage expenses of $45,209 are directly attributable to the western leg.

The process for developing stand-alone operating expenses in general, and the

string program used by Mr. Crowley in particular, build from the bottom-up the number

of train crew employees, locomotives, locomotive unit miles, the number of freight cars
and operating supplies that are needed and will be consumed in serving the western leg

traffic. For this reason, the stand-alone operating expense categories that have already
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been allocated to the western leg by the Board (which are the same categories employed‘
by Mr. Crowley in his first analysis), and the expenses in each of those categories

assigned to the western leg by Mr. Crowley prior to application of the percents variable,
already reflect the level of those expenses that would be avoided if the western leg were
not built and operated. As a result, it is inappropriate to reduce these operating expenses

by multiplying by percents variable.

Moreover, Mr. Crowley’s procedure for applying the URCS regressions to stand-
alone operating expenses is flawed. As noted earlier, the URCS regressions use two
independent variables, one is a capacity variable — designed to reflect the size of the plant
in terms such as route miles or track miles — and the other is an output variable —
designed to reflect the effects of changes in the level of output in terms of gross ton-
miles, train-miles, car-miles, etc. For an individual railroad, the Board calculates the

percent variable for expense category “i” as follows:

Coefficient

ouput X T Otalquantity

output

PercentVariable, =

Coeﬁ{icientguwixT otalquantityouwi + Coeﬁicientwpac,,yixT otalquantitympaa.%

This approach — which is the one adopted by Mr. Crowley here — is meaningful as
a percent variable only if one implicitly assumes that during the relevant costing period,
the capacity of the rail system for which unit costs are being developed will stay
essentially unchanged. For the Board’s normal applications of URCS, that is generally
the case. But here, where we are investigating whether the western leg would exist at all
without cross-subsidy, we are seeking to determine the costs that would be avoided if

measures of both output and capacity on the western leg were reduced to zero — a fact
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v

that the Board and Mr. Crowley explicitly recognize when they correctly include 100 \

percent of the road property investment in the avoidable costs associated with the WesteIJP

leg. Mr. Crowley’s approach implicitly assumes that the only expenses that would be |
avoidable are those that would be saved by reducing output to zero — it fails to reflect at
all expenses that would be saved because capacity on the western leg would also be

reduced to zero.*
III. MODIFICATION OF CROWLEY ANALYSIS

As noted above, for the purpose of this analysis, we have accepted Mr. Crowley’
answer to the first of the two questions posed by PPL II, i.e., how much expense should
the Board have allocated to the western leg to reflect the rerouting of traffic off of the i
western leg in PPL’s rebuttal evidence. The result of Mr. Crowley’s analysis produced ]
stand-alone revenues that exceed stand-alone cost over the 20-year DCF period by a total
present value of approximately $38 million. That result, however, does not reflect the
effects of costs associated with those operating expense categories that were not assigned

at all to the western leg by the Board in PPL I, i.e., expenses associated with operating

managers, general and administration, loss and damage and maintenance of way. These |
|
|

four expense categories are significant. For the first year of WNCRR operations, these

four expense categories were calculated by PPL to be approximately $16.9 million, or 49

* In early applications of the stand-alone cost test, the Interstate Commerce Commission developed stand-
alone operating expenses by computing the Rail Form A operating expenses attributable to the issue traffic,
and adjusting the variable costs up to the fully-allocated cost level (based on the ratio of full cost to variable
cost implicit in Rail Form A). See, for example, Ex Parte No. 347(Sub No. 1), Coal Rate Guidelines
Nationwide, slip opinion served February 24, 1983 at Appendix F, page 2, step 10. This is the functional
equivalent of including the effects of both the output and capacity components of total cost, as we discuss
above. It therefore offers no support for Mr. Crowley’s efforts to reflect only so-called variable costs —
which only reflect the effects of reducing the output component of costs to zero. In any event, the Board
has long since rejected use of Rail Form A- or URCS-based unit costs to develop stand-alone operating
expenses and has, instead, relied upon the more accurate, bottom-up development of operating expenses.
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percent of total WMCRR operating expenses of $34.8 million. Mr. Crowley’s opening
statement in this phase of the proceeding determined that $8.2 million of expense in three
of these four categories is attributable to the western leg, before the application of any

URCS based percents variable.’

Using the DCF submitted by Mr. Crowley to develop the present value “margin”
estimate of $38 million, we have determined that an increase of approximately $4.0
million in annual stand-alone expenses would produce a present value for stand-alone
costs for the western leg that would be greater than present value of the stand-alone
revenues over the 20-year DCF period. This means that substituting Mr. Crowley’s
estimate of $8.2 million in annual western leg expenses for operating managers, general
and administration and maintenance of way would produce stand-alone costs for the
western leg that would have a present value above the corresponding present value of
stand-alone revenues available from traffic moving over the western leg, thus confirming

the Board’s prior finding of cross subsidy.6

IV. CONCLUSION

In restating Mr. Crowley’s analysis, we have pursued a conservative approach

designed to minimize the issues that the Board must deal with. To that end, for the
purposes of this proceeding we have adopted in its entirety Mr. Crowley’s estimate of the

effects of recognizing the rerouting of certain traffic — that occurred in PPL’s rebuttal

* Mr. Crowley calculated no loss and damage expenses for the western leg. Even after application of the
URCS percents variable, Mr. Crowley allocates over $6.8 million of expenses for operating managers,
general and administration and maintenance of way to the western leg.

® This does not include loss and damage for which Mr. Crowley attributed no cost to the western leg.
Adding loss and damage costs to the western leg would further push stand-alone costs above available
revenues.
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evidence — on the operating expenses that the Board calculated for the western leg in PPT
L. In addition, we have adopted in its entirety Mr. Crowley’s calculation of expenses for‘

|
operating managers, general and administration and maintenance of way expenses

associated with the western leg. The only change we have made to Mr. Crowley’s

calculations is to eliminate his application of the percents variable in their entirety, for th

[¢)]

reasons outlined above. As shown in Attachment 1, this yields stand-alone costs for the

western leg that, on a present value basis, exceed stand-alone revenues for the western le

uQ

by about $39 million. This confirms that the findings made by the Board in PPL Lie.,

that PPL’s SAC evidence cannot support PPL’s claim for relief because it relies upon a

cross-subsidy from the north/south leg to the western leg used by the issue traffic, in

violation of Constrained Market Pricing principles.
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