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PART I
COUNSEL’S ARGUMENT AND SUMMARY OF EVIDENCE
In accordance with the procedural schedule established in this case by the December 26, 2002
order of the Surface Transportation Board (“STB” or “Board”), Complainant, Otter Tail Power
Company (“OTP”)," hereby submits its Reply Evidence and Argument in response to the Opening
Evidence submitted on June 13, 2003 by the Defendant (“BNSF Op.”), The Burlington Northern and
Santa Fe Railway Company (BNSF”). This submission adheres to the format prescribed in the

Board’s March 12, 2001 decision in STB Ex Pérte No. 347 (Sub-No. 3), General Procedures for

Presenting Evidence in Stand-Alone Rate Cases (“General Procedures™).

A. INTRODUCTION AND SUMMARY OF LEGAL ARGUMENT

In this proceeding, OTP has challenged the common carrier rates published by BNSF in
BNSF’s Common Carrier Pricing Authority No. BNSF 90062, and supplements thereto,” for the
transportation of coal in unit trains from thirteen mines® in the Powder River Basin of Wyoming
(“PRB™) to the Big Stone Generating Station (“Big Stone”), near Big Stone, South Dakota. In its
Opening Evidence, OTP presented evidence of BNSF’s quantitative and qualitative market

dominance over the Big Stone coal transportation and presented evidence of a maximum reasonable

! OTP is the Operating Agent for the Big Stone Generating Station, which OTP co-owns with MDU

Resources Group, Inc. and Northwestern Energy (formerly Northwestern Public Service Company). As the Operating
Agent, OTP is prosecuting this Complaint on behalf of all three co-owners.
2 See Exhibits I-A-1 and I-A-2 in OTP’s Opening Evidence.

3 The thirteen mines are Buckskin, Rawhide, Eagle Butte, Dry Fork, Fort Union, Clovis Point, Caballo,
Belle Ayr, Caballo Rojo, Cordero, Coal Creek, Jacobs Ranch, and Black Thunder.
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rate for this transportation using the Stand-Alone Cost (“SAC”) constraint of Constrained Market

Pricing, as adopted in Coal Rate Guidelines Nationwide.*

OTP’s Reply Evidence addresses BNSF’s opening evidence on the issue of “quantitative
market dominance,” i.e., whether the rates OTP has challenged are more than 180% of BNSF’s
variable costs of transporting unit trains of coal from the PRB to the Big Stone Station. In addition,
OTP responds to BNSF’s improper attempt to inject its system-wide revenue inadequacy into this
SAC proceeding.

The purpose of a rail carrier’s opening evidence in a rate reasonableness proceeding is to
calculate the revenue/variable cost (“R/VC”) ratio of the issue traffic in order to determine if the rail
carrier possesses quantitative market dominance over the issue traffic.’ If the R/VC ratio equals or
exceeds 180%, quantitative market dominance exists.* BNSF freely concedes that it possesses
quantitative market dominance over the Big Stone traffic, with R/VC ratios ranging from 216-236%;
but even so, BNSF has understated its true variable costs for the Big Stone traffic. In this Reply
Evidence, OTP shows that the true R/VC ratio for the issue traffic ranges from 255%-277%.

Although BNSF concedes its quantitative market dominance over the Big Stone traffic, its
opening evidence does not stop there. BNSF engages ina lengthy discourse on its revenue adequacy
and Big Stone’s elasticity of demand, which are entirely immaterial to the issue of BNSF’s

quantitative market dominance. Rather, because it is revenue-inadequate on a system-wide level and

4 1 L.C.C. 2d 520 (1985), aff’d sub nom. Consolidated Rail Corp. v. U.S., 812 F. 2d 1444 (3d Cir.
1987) (“Coal Rate Guidelines™).

5

Ex Parte No. 527, Expedited Procedures for Processing Rail Rate Reasonableness, Exemption and
Revocation Proceedings (served Oct. 1, 1996). See also, General Procedures, supra.

6 49 U.S.C. §10707(d)(2).
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because Big Stone’s demand for coal is highly inelastic, BNSF tries to assuage any concerns the
Board may have over even BNSF’s own under-stated calculation of a very high R/VC ratio on the
Big Stone traffic. But, such arguments are superfluous to a SAC determination of a maximum
reasonable rate.

BNSF ignores the fact that its revenue-adequacy and Big Stone’s demand elasticity already
are factored into CMP principles. Moreover, BNSF’s focus on its firm-wide revenue-adequacy is
entirely inappropriate in a SAC analysis, wherein OTP is not required to subsidize BNSF services and
facilities from which the Big Stone movement does not benefit. Therefore, BNSF is not permitted
to differentially price the Big Stone traffic to cover those costs, regardless of how inelastic Big
Stone’s demand may be.

BNSF’s evidence of Big Stone’s highly inelastic demand for rail transportation of coal,
however, does demonstrate that BNSF possesses qualitative market dominance over the Big Stone
movement, in addition to BNSF’s concession of quantitative market dominance. Therefore, the
Board clearly has jurisdiction to determine the reasonableness of the rates in BNSF 90062. The
Board’s examination of variable cost evidence in this proceeding, thus, is for the purpose of
determining the appropriate jurisdictional threshold below which a maximum reasonable rate may not
be prescribed.

B. ALTHOUGH BNSF CONCEDES QUANTITATIVE MARKET DOMINANCE, IT

STILL SIGNIFICANTLY OVERSTATES ITS VARIABLE COST OF PROVIDING
SERVICE TO BIG STONE.

BNSF concedes that it possesses quantitative market dominance over the Big Stone

movement with R/VC ratios that BNSF calculates to range from 216% to 236% on movements
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originating at the Belle Ayr and Eagle Butte Mines.” Even these high R/VC ratios, however, are
significantly understated. In Part IL.A.1 of this Reply Evidence, OTP identifies the numerous
empirical and methodological errors in BNSF’s Opening Evidence that overstate BNSF’s variable
costs, which in turn understate the R/VC ratios. OTP also makes adjustments to its own calculation
of variable costs from OTP’s Opening Evidence in order to reflect certain information from BNSF’s
Opening Evidence and to reflect agreements reached with BNSF leading up to and at the Technical
Conference with Board staff on July 16, 2003.%

| By far, the single greatest factor contributing to the differences in the parties’ calculation of
variable costs is road property return and depreciation expenses. OTP discusses this factor in detail
at Part LA.1.c.i. of this Reply Evidence. While OTP has made movement-specific adjustments to
BNSE’s system average costs in order to reflect the economies of unit train operations and the
movement-specific characteristics of the Big Stone movement, BNSF inappropriately defaults to its

system average costs. BNSF resurrects claims that it first made in TMPA? that its road property and

depreciation data are unreliable for movement-specific adjustments. The Board, however, rejected

7 BNSF Op. at I-2 and Ex. II-A-1. BNSF has calculated variable costs only for the Belle Ayr and Eagle
Butte Mines from 1Q02 through 1Q03, since those mines were the source of most of the coal transported to Big Stone
over that period. OTP, however, has challenged the reasonableness of the rates in BNSF 90062 as they apply to all
thirteen mines in the tariff. Therefore, OTP’s opening evidence also calculated variable costs for the Cordero and
Caballo Rajo Mines in 4Q02, since coal actually moved to Big Stone from those mines in that quarter, and for all
thirteen mines in 1Q03. OTP Op. at [I-A-4 and Exhibits I[I-A-7 through II-A-19.

8 The July 16™ Technical Conference was the first such conference held with Board staff under the
procedural rules adopted in Ex Parte No. 638, Procedures to Expedite Resolution of Rail Rate Challenges to be
Considered Under the Stand-Alone Cost Methodology, served April 3, 2003. In that conference, OTP and BNSF
reached agreement on all of the traffic and operating characteristics for the movement of coal from the Belle Ayr and
Eagle Butte Mines to Big Stone. Exhibit II-A-23, infra, shows the restated traffic and operating characteristics agreed
upon at the Technical Conference, along with OTP’s traffic and operating characteristics for the other eleven mines
listed in BNSF 90062.

9

Docket No. 42056, Texas Municipal Power Agency v. The Burlington Northern and Santa Fe Ry.
Co., decision served March 24, 2003.
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BNSEF’s arguments and accepted TMPA’s movement-specific adjustments.'® Contrary to the Board’s
admonition, in General Procedures at 6, not to relitigate settled issues without new evidence or
different arguments, BNSF persists in repeating the same arguments in this proceeding. "

In Part L.A.1.c.ii. of this Reply Evidence, OTP explains why BNSF improperly relies upon
system average locomotive maintenance costs. In contrast, OTP used locomotive maintenance
agreements for the actual locomotives used in Big Stone service. Although the Board rejected similar
evidence in TMPA at 58, it did so because it believed that TMPA’s evidence failed to address many
“non-routine” repair costs that were not covered by the maintenance agreements. In this proceeding,
OTP has addressed “non-routine” repair costs in its evidence. Because the locomotives used to serve
Big Stone are much newer than system average locomotives and because they experience a higher
level of utilization, they need repairs far less frequently and they experience far less maintenance per
gross ton-mile and locomotive unit-mile than system average.

In Part LA.1.c.iii. of this Reply Evidence, OTP details the factors that contribute to the
parties’ difference in locomotive capital costs. Because BNSF draws locomotives for Big Stone

service from a pool, the costs of the locomotive pool is used to determine variable costs. OTP then

10 Id. at 56-57.
i BNSF submits one additional challenge to OTP’s movement-specific adjustments that the Board
declined to address in TMPA at 56, note 94. This challenge is made in the Verified Statement of John C. Klick, which
was aitached to BNSF’s “Reply to Complainant’s First Motion to Compel Production of Documents,” filed on May 1,
2002, and incorporated into BNSF’s Opening Evidence at page [I-44. Mr. Klick challenges OTP’s underlying logic
that there are economies of density for road property investment. But, Mr. Klick’s argument previously was rejected
by the Board in its November 15, 2002 decision in this proceeding, granting OTP’s Motion to Compel BNSF to
produce its road property investment and depreciation data. If the Board had found any merit to Mr. Klick’s
arguments, it would have denied OTP’s Motion as irrelevant. In addition, Mr. Klick’s argument was rejected long ago
in Ex Parte No. 431 (Sub-No. 1), Adoption of the Uniform R.R. Costing System as a General Purpose Costing System
for all Regulatory Costing Purposes, 5 I.C.C. 2d 894, 919-20 (1989)(rejecting similar arguments made by the AAR
to alter the default 50% variability factor for road property investment). Therefore, this argument also violates the
Board’s admonition against relitigating settled issues.
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REDACTED

has reflected the usage percentages for each type of locomotive in the pool used in Big Stone service
to determine all locomotive cost factors, including spare margins, capital costs, and maintenance
costs. Inexplicably, BNSF has used a different groups of locomotives for each of these
determinations. For capital costs, BNSF correctly adopted locomotive usage percentages. But, for
spare margins, it adopted only the spare margin requirements for SD70MACs (and did so
incorrectly), and for maintenance costs, BNSF used system average. This has allowed BNSF to game
the system, for example, by using new and expensive SD70MACs with very little accumulated
depreciation to determine capital costs, but then using the 12-year system average age of locomotives
to determine maintenance costs, thereby inflating both cost categories above actual levels for
locomotives used in Big Stone service.

BNSF also uses an incorrect spare margin and, contrary to WPL'?, BNSF also bases its special
study of locomotive capital costs on the average annual life lease rates as opposed to the lease rates
actually paid in 2002 and 2003. The parties’ difference in spare margins exists because BNSF
determined spare margins incorrectly (see Part ILA.1 .c(3)(b), infra) and because BNSF used only
SD70MACs from the Alliance Pool, as opposed to the actual mix of locomotives used in Big Stone
service. BNSF also failed to reflect the terms of its locomotive maintenance contracts,

The Board accepted these contracts as evidence of the
appropriate spare margin in TMPA at 64. In addition, BNSF attempts to redefine “spare margin” in

a way that repeatedly has been rejected by the Board."

12 Docket No. 42051, Wisconsin Power and Light Co. V. Union Pac. R.R. Co., served Sept. 13, 2001,
at 57-58.

13 See, Increased Rates on Coal, BN, Montana To Superior, WI, 362 1.C.C. 625, 661 (1980); ICC
Docket No. 37667S, Central Louisiana Elec. Co. v. Burlington Northern R.R,, served Feb. 25, 1983; ICC Docket No.
37021, Annual Volume Rates on Coal - Rawhide Jct., Wyoming to Sergeant Bluff, Jowa, served Aug. 24, 1981; Omaha
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OTP also uses actual maintenance of way costs, in contrast to BNSE’s use of system average.
Therefore, OTP’s roadway maintenance costs are demonstrably superior to BNSF’s. See Part

ILA.l.c.iv,, infra.

In Part .A.1.c.v. of this Reply Evidence, OTP describes how BNSF has overstated crew
wage expenses. First, BNSF’s attempt to “refine” the “mark-up” by presenting separate non-train
related mark-ups by type of service, rather than using methodology repeatedly accepted by the Board
and used by OTP, actually shrinks the wage sample on which the mark-up calculation is based and
distorts the results by counting the same wages multiple times in different types of service. Second,
OTP has identified numerous errors in the BNSF payroll system and it has adjusted special study crew
wages where Big Stone trains performed work for other BNSF shippers. Third, OTP has determined
that BNSE’s determination of the average wages for helper crews is in error because BNSF failed to
update an Excel table by using the “Refresh” command. Fourth, OTP’s use of BNSF’s Train Activity
Reports to calculate road switch crew wages is superior to BNSF’s special study that is based on
general statements by local field workers that are subjective and unsubstantiated observations.
Finally, OTP has identified an error in the BNSF payroll system related to loading crew wages.

In Part IL.A.1.c.vi.,, OTP identifies a small difference in the parties’ calculation of switching
costs, which arises because BNSF used too few years of normalization in its development of the

Switch Engine Minute unit cost.

Pub. Power Dist. v. Burlington Northern R.R., 3 [.C.C. 2d 123, 152 (1986); ICC Docket No. 36719, Arkansas P & L
Co. v. Burlington Northern R.R., at 4-5, served May 13, 1987.
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The remaining areas of difference between OTP’s and BNSE’s determination of variable costs
are addressed in Part I.A.1.c.vii. These areas are (a) carloads originated and terminated; (b) loss and
damage; (c) end-of-train devices; and (d) helper service costs.

After correcting BNSF’s empirical and methodological errors and updating OTP’s opening
evidence based on the Technical Conference and information obtained from BNSE’s opening
evidence, OTP has recalculated the R/VC ratios for all thirteen mines covered by BNSF 90062. The
updated calculations are presented in Table II-A-17, infra. For the two principal mines from which
Big Stone currently receives coal, the R/VC ratios from 1Q02 to 1Q03 range from 255% to 270%
for Belle Ayr and from 255% to 277% for Eagle Butte. For the remaining eleven mines, the
challenged rates produce R/VC ratios from 253% to 270%.

C. BNSFATTEMPTS TO ELEVATE REVENUE ADEQUACY TO ANINDEPENDENT

AND PARAMOUNT MEASURE OF RATE REASONABLENESS THAT
CONFLICTS WITH THE SAC CONSTRAINT.

BNSF attempts to justify the extremely high R/VC ratios on the Big Stone traffic as consistent
with the goal of revenue adequacy and the policy of differential pricing based on demand elasticities.
This argument, however, disregards the fact that both objectives already are reflected in the CMP
guidelines and the SAC constraint. Instead, BNSF would overlay a new, over-riding standard of
firm-wide revenue adequacy on top of the SAC constraint’s narrower focus on the revenue needs of
a least cost, efficient competitor. This standard wrongly would elevate revenue adequacy and
differential pricing above the other CMP objectives that focus on honest, economical and efficient
management. Furthermore, in advocating for this over-riding standard of system-wide revenue

adequacy, BNSF conveniently ignores its solid financial condition in the real world.
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1. CMP and the SAC Constraint Expressly Address Revenue Adequacy.

Contrary to BNSF’s assertions, there is absolutely no need to consider the Big Stone R/VC
ratios in the context of revenue adequacy, because CMP and the SAC constraint already address
revenue adequacy in their determination of a maximum reasonable rate. BNSF’s position would
grossly distort the proper role of revenue adequacy under CMP by elevating it to primary, if not
paramount, importance.

Revenue adequacy is just one of four key CMP objectives that the Interstate Commerce
Commission (“ICC”) set forth in the Coal Rate Guidelines. These objectives are as follows:

1. A captive shipper should not be required to pay more than is necessary for the carrier
involved to earn adequate revenues;

2. A captive shipper should not pay more than is necessary for efficient service;

3. A captive shipper should not bear the costs of any facilities or services from which it
derives no benefit; and

4. Responsibility for payment for facilities or services which are shared (to the captive
shipper’s benefit) by other shippers should be apportioned according to the demand
elasticities of the various shippers."*

The first and fourth objectives encompass BNSF’s revenue adequacy and differential pricing
arguments. But, the second and third objectives restrict BNSF’s ability to differentially price its
services to achieve revenue adequacy. Thus, in addition to providing carriers the opportunity to earn

adequate revenues, CMP protects captive shippers from rates that are influenced by carrier

inefficiencies and monopoly pricing."

14 Coal Rate Guidelines, 1 I.C.C. 2d at 523-24.

15 1d. at 524 (“Taken together, these constraints should ensure that a carrier does not use its market

dominance to charge its captive coal shippers more than they should have to pay for efficient rail service.”).
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The ICC adopted four CMP constraints on the pricing freedom of railroads that carefully

balance all of these objectives. These four constraints are commonly referred to as (1) the stand-
alone cost constraint, (2) the revenue adequacy constraint, (3) the management efficiency constraint,
and (4) the phasing constraint. The first three constraints are alternative means to accomplishing the
four objectives of CMP.!® According to the Coal Rate Guidelines, “[t]hey represent different means
of approaching the same basic issue, i.¢., the extent of unattributable costs to be covered through
differential pricing and the portion that can be charged to the shipper involved.”"” These three CMP
constraints thus may be used individually or in combination, at the option of the complainant, to
analyze whether the rate at issue is unreasonably high.'®

CMP explicitly was adopted to meet the “dual objectives of providing railroads the real
prospect of attaining revenue adequacy while protecting captive coal shippers from ‘monopolistic’
pricing practices.”” While the ICC expressed its “commitment to the concept of demand-based
differential pricing, whereby the carrier may price its services according to the varying demand

20 it also placed an upper limit on the extent to which it would permit a carrier

elasticities for them,
to exploit differential pricing by holding that “a captive shipper need not bear the costs of any facilities

or services from which it derives no benefit.”?' Thus, a carrier does not have unfettered discretion

16 The “phasing constraint” is an independent constraint relating not to the reasonableness of the

ultimate rate level, but to the reasonableness of collecting it immediately. Id. at 547, note 72.

17 Id. at 547.
18 Id. at 548.
19 Id. at 524-25.
2 Id. at 523.
2 Id. at 528.
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to differentially price its services to captive shippers up to the point that the carrier is revenue

adequate, if such pricing would require the shippers to subsidize other parts of the carrier’s system
that do not benefit the shippers or that otherwise reflect inefficiencies in the carrier’s system. In this
way, the statutory goal of revenue adequacy already is reflected in, and satisfied by, CMP and the

SAC constraint.?

2. BNSF’s Emphasis on Its System-Wide Revenue Adequacy is Immaterial to a
AC Analysis.

BNSF’s revenue adequacy argument also erroneously focuses on system-wide revenue
adequacy, which is immaterial to a SAC analysis. As demonstrated in the previous section, the first
three CMP constraints are alternative means of resolving two basic issues: (1) the extent of
unattributable costs to be covered through differential pricing, and (2) the portion that can be charged
to the captive shipper.”® Although revenue adequacy is relevant to the first issue of determining the
extent of unattributable costs to be covered through differential pricing, a SAC analysis purposefully
does not consider system-wide revenue adequacy.

The first three CMP constraints offer two different approaches for determining the revenue
requirements of an efficient carrier. The revenue adequacy and management efficiency constraints
calculate a carrier’s revenue requirements on a system-wide basis.** Alternatively, the SAC constraint
hypothesizes the revenue requirements of a least cost, efficient carrier.”> The resulting reasonable rate

may be different between the two approaches, since the revenue adequacy and management efficiency

z Consolidated Rail Corp. v. U.S., 812 F. 2d 1444, 1450 (3" Cir. 1987).

B Coal Rate Guidelines at 547.
4 Id. at 534.

25 Id,



constraints recover the total unattributable costs of the carrier’s entire system via differential pricing,
whether or not the captive shipper benefits from all of the system’s services and facilities.”® By
contrast, if the captive shipper does not directly utilize all of the facilities and services on a rail system
and does not benefit from joining together with shippers who do utilize those other facilities and
services, the captive shipper can have those costs segregated.”” The SAC constraint offers a
procedure for separating costs and treating them on the basis of identifiable subsystems, rather than
on a firm-wide basis.?® Through a SAC analysis, the complainant may specify the level of service
provided and, therefore, the costs for which it is responsible.”’ In fact, the ICC explicitly advised
complainants to consider this difference when deciding which constraint to use.”

BNSF’s emphasis on its system-wide revenue adequacy effectively would nullify OTP’s
decision to employ the SAC constraint to determine a maximum reasonable rate for the Big Stone
movement. In addition to examining a carrier’s revenue needs, CMP evaluates its efficiency. The
SAC constraint considers both factors by “approximat[ing] the full economic costs, including a
normal profit, that need to be met for an efficient producer to provide service to the shipper(s)
identified.”! A core CMP objective underlying this determination is that captive shippers should not

pay for facilities or services from which they clearly derive no benefit.”> Thus, the SAC constraint

% Id. at 534, note 35.
7 Id. at 539, note 47.
28 &

» Id. at 534, note 35.
30 Id.

A id. at 529.

2 Id. at 523-24, 538.
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determines the pool of unattributable costs to which the shipper must contribute by designing a stand-

alone system for maximum efficiency and to generate revenues not exceeding an adequate level

Any attempt by BNSF to inject its system-wide revenue inadequacy into this analysis neutralizes the
cartier efficiency objective and undermines the Board’s purpose for developing, and OTP’s rationale
for selecting, the SAC constraint, which purposefully does not consider system-wide revenue
adequacy.

3. BNSEF’s RSAM Analysis is a New Rate Standard Based on System-Wide
Revenue Adequacy that would Overlay and Undermine the SAC Constraint.

In order to justify the extremely high R/VC ratios on the Big Stone movement, BNSF
inappropriately resorts to the Revenue Shortfall Allocation Method (“RSAM”) that the Board
adopted in Rate Guidelines -- Non-Coal Proceedings.”* BNSF Op. at I-5 to 6. In its most recent
RSAM calculation, the Board determined that BNSF would need to earn average revenues between
213% and 289% of its variable cost on all traffic that generates revenue in excess of 180%, in order
for BNSF to be revenue adequate as determined under 49 U.S.C. 10704(a)(2).”> BNSF, therefore,
contends that “the Board should not be troubled that the rate charged to Otter Tail, a highly demand-
inelastic shipper, yields R/VC ratios in the range of 220-235 percent.” BNSF Op. at I-6. But, as

demonstrated in Part I A.3(c)(4), infra, BNSF’s RSAM analysis would create a new standard for

assessing the reasonableness of a rail rate and, in so doing, completely would undermine the SAC

constraint.
3 Id. at 547, note 73.
34 1 S.T.B. 1006 (1996) (“Non-Coal Guidlines”).

3 Rate Guidelines -- Non-Coal Proceedings, STB Ex Parte No. 347 (Sub-No. 2)(served April 21, 2003).
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The RSAM cannot be, and never was intended to be, used to justify a rail rate under CMP
principles. The RSAM was but one of three R/VC benchmarks adopted by the Board, which
concluded that “none of the r/vc measures alone provides a sufficient, all-purpose test of rate
reasonableness, and that, even in combination, these measures can only provide a starting point for
what must become a more particularized analysis.”*® In adopting the three R/VC benchmarks, the
Board acknowledged that this was a “cruder method” than CMP, but that “because precision must
be sacrificed for simplicity, any simplified procedures will necessarily be very rough and imprecise.”’
The Board also concluded, however, that “CMP pfovides the only economically precise measure of
rate reasonableness and therefore must be used wherever possible.”®

The RSAM is particularly inconsistent with the SAC constraint because it measures revenue
adequacy only on a system-wide basis. As discussed in the previous section, SAC determines the
revenue needs of a least cost, efficient competitor. In this way, SAC eliminates management
inefficiencies by ensuring that captive shippers, in accordance with CMP objectives, do not pay for
services and facilities that they do not use. SAC also ensures that the rates for all rail service, whether
or not the service benefits the captive shipper, at least cover the variable costs of providing the rail
service. Under CMP, it is improper to require OTP to pay rates on the Big Stone traffic that
subsidize this shortfall in order to make BNSF revenue adequate on a system-wide level.

Thus, BNSF’s reference to the RSAM effectively creates a new over-riding standard of rate

reasonableness, based on system-wide revenue adequacy, that undermines the CMP objectives and

36 Non-Coal Guidelines, 1 S.T.B. at 1020.
37 Id. at 1008, 1021.
38 Id. at 1021 [emphasis added].




conflicts with the SAC constraint by benchmarking R/VC ratios against the RSAM, which improperly
reflects carrier inefficiencies and facilities that do not benefit the captive shipper. For these reasons,
it is inappropriate for BNSF to use the RSAM as a comparison point to assess the reasonableness of
the high R/VC ratios on the Big Stone movement.

4. BNSF Is Revenue adequate in the Real World.

BNSF portrays its revenue-adequacy argument simply as an attempt to place its R/VC
evidence into context. In other words, because BNSF is not revenue adequate and Big Stone’s
demand is highly inelastic, BNSF contends that it is appropriate, under differential pricing, to charge
a rate for Big Stone that yields such a high R/VC ratio. As demonstrated in Parts I.C.1 through 3,
supra, BNSF’s system-wide revenue inadequacy is immaterial to, and conflicts with, a SAC analysis.
If BNSF is allowed, contrary to CMP principles, to inject its system-wide revenue adequacy into a
SAC analysis simply to provide context to its evidence, then it would be no less appropriate to
consider BNSF’s evidence in the context of its real-world financial condition.

In Part I.A.3.a., infra, OTP has examined various indicia of BNSF’s financial health that are
used in the real world to conclude that BNSF is in sound financial condition and continually
improving. For example, Exhibit [I-A-29 shows that, over the last three years, the total return on
BNSF stock has increased nearly 32% while the S&P 500 has declined by nearly 30%, and that the
stock of BNSF and its predecessors has outperformed the market as a whole over the last 20 years.
Similarly, BNSF’s bond ratings havé improved since the merger between BN and ATSF. According
to BNSF’s SEC filings, it has had no trouble obtaining financing through cash from operating
activities, access to the capital markets, or credit agreements. Industry analysts also are upbeat about

BNSF and the railroad industry as a whole.
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BNSF’s behavior is consistent with its sound and improving financial condition. Its capital
expenditures are at significantly greater levels than they were before the merger of BN and ATSF.
In addition to maintaining its existing infrastructure, BNSF has expanded and modernized it. BNSF
also has increased its annual dividend to sharcholders three times since the late 1990's, from 40 cents
to 60 cents per share, most recently in July 2003. This fact demonstrates BNSF’s confidence that its
future earnings will be more than sufficient to fund the company’s future growth. This is not the
behavior of a revenue inadequate company.

D. BNSFEF’S DEMAND ELASTICITY ANALYSIS IS FLAWED AND INCOMPLETE.

In tandem with its revenue-adequacy argument, BNSF also attempts to demonstrate that Big
Stone’s demand for the rail transportation of coal is highly inelastic. Therefore, BNSF concludes
that, under Ramsey principles of differential pricing, it is entitled to charge OTP a substantially higher
rate than non-captive shippers in order to make BNSF revenue adequate. While OTP does not
dispute that its demand is highly inelastic and that differential pricing based on demand elasticity is
an objective of CMP, both BNSF’s analysis of Big Stone’s demand elasticity and BNSE’s current

pricing of coal traffic do not comport with Ramsey pricing principles.

1. BNSFK’s Demand Elasticity Analysis Proves Only that BNSF is Market
Dominant.

BNSF’s Opening Evidence expends a substantial amount of effort to prove a truism for any
shipper that requires regulatory rate protection: that demand for rail transportation is highly inelastic.
A complainant that has economically viable alternatives to rail cannot have a highly inelastic demand
for rail transportation, and thus, there would not be qualitative market dominance and the Board

would not have jurisdiction over the challenged rate. Consequently, the only relevance and true
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significance of BNSF’s evidence on the elasticity of Big Stone’s demand for rail transportation of coal
is to prove that BNSF possesses qualitative, in addition to quantitative, market dominance over the

Big Stone movement.

2. BNSF Has Not Shown that the Big Stone Rates are Consistent with Ramsey
Pricing.

Although BNSF invokes Ramsey pricing to support the high R/VC ratios for the Big Stone
rates, it has not made any showing that those rates have been set consistent with Ramsey pricing
principles. BNSF, with barely any analysis, concludes that Ramsey pricing permits it to charge
relatively high rates for transportation of coal to Big Stone that feﬂect Big Stone’s inelastic demand.*
But, Big Stone’s highly inelastic demand and high R/VC ratios, by themselves, do not prove that
BNSEF’s rates to Big Stone are consistent with Ramsey pricing principles.

BNSF incorrectly asserts that the high R/VC ratio on the Big Stone movement “is not a
matter of BNSF charging Xcel [sic] an abusive or monopoly price [but rather] is a matter of BNSF
engaging in the sort of demand-driven pricing the Coal Rate Guidelines recognize to be essential to
railroad financial health.”* Apparently, BNSF believes that, because Big Stone’s demand for rail
transportation is highly inelastic, Ramsey pricing entitles BNSF to differentially charge OTP any rate
up to the point at which BNSF becomes revenue adequate on a system-wide basis. But, Ramsey
pricing does not require a single captive shipper to bear that entire burden, and instead, assigns that
burden to all shippers based on their demand elasticities. As demonstrated in Part 1.C., supra,

BNSF’s position would require OTP to cross-subsidize both BNSF’s inefficiencies and BNSF’s

¥ BNSF Op. at I-5-6.
40 T.
BNSF Op. at II-60.
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facilities and services that do not benefit the Big Stone traffic, in violation of the CMP objectives.
Precisely because the Big Stone demand is highly inelastic, OTP must be protected from BNSF,
which would freely exploit its market dominance absent the regulatory constraints in the Coal Rate
Guidelines.

As previously discussed in Part 1.C.2., supra, the first three CMP constraints are different
means of determining the extent of unattributable costs to be covered through differential pricing and
the portion that can be charged to the complainant.* Ramsey pricing, based on demand elasticity,
is relevant only to the latter issue. As described in Coal Rate Guidelines, “‘Ramsey pricing’ is a
widely recognized method of differential pricing, that is, pricing in accordance with demand.”*
Under Ramsey pricing, unattributable costs are allocated among shippers in inverse relation to their

demand elasticity.”

In the Coal Rate Guidelines, however, the ICC determined that pure Ramsey pricing is not

practical because the amount of data and degree of analysis required is overwhelming.** Therefore,
the ICC adopted CMP as an alternative. Under CMP, carriers are not required to calculate the
precise elasticity of demand for every movement, but they are expected to use the market demand that

they observe as the basis for their pricing.* Therefore, in order to show that the Big Stone rate is

4 Coal Rate Guidelines at 547.
“ Id. at 526.

s Id. at 527.

44 Id.

45 Id
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consistent with Ramsey pricing, BNSF should demonstrate that the rate at least is comparable to the

rate of shippers with similar demand elasticities. BNSF has not even attempted to do so.

3. BNSF has not Priced the Big Stone Coal Traffic Consistent with Ramsey
Pricing.

BNSF’s pricing of Big Stone traffic does not reflect Ramsey pricing. Because Ramsey pricing
requires BNSF to price inversely to its customers’ elasticities of demand, the Big Stone rates should
be comparable to the rates paid by other captive shippers, and especially other captive coal shippers.
In reality, however, OTP pays substantially higher rates for rail transportation than comparably
situated shippers.

OTP Witness Crowley has compared the Big Stone rail rate to the rates that BNSF charges
other captive coal shippers on OTP’s stand-alone railroad, the Otter Tail Railroad (“OTRR”), in Part

I1.A.3.d(2), infra. The average R/VC ratio of other captive coal shippers on the OTRR is

compared to a Big Stone R/VC ratio of 2.83.* This tremendous rate differential among similarly
situated shippers of the same commodity cannot possibly reflect demand elasticities.

Mr. Crowley also compared BNSF’s revenue from the Big Stone rail rate to BNSF’s system

average coal revenue in Part IL.A.3.d(2)(a) and Exhibit II-A-33, infra. Big Stone’s revenue
contribution to BNSF has exceeded the average revenue of all BNSF coal movements, since 1999,
and the gap steadily has increased to the point that OTP currently pays 50% more in revenue to

BNSF, under the challenged rate, than BNSF’s average PRB coal shipper currently pays.

46 This average R/VC ratio for coal traffic reinforces OTP’s determination in its opening evidence that

the SAC rate is below the jurisdictional threshold of 180%.
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As Mr. Crowley demonstrates in Part II.A.3.d(2)(b) and in Exhibit I-A-34, infra, while Big

Stone’s rates have been increasing, rail costs have decreased. For example, the 1Q01-1Q02 increase

in the Big Stone rate was while the RCAF-A declined 3.5% and the RCAF-U declined 0.8%.
BNSF’s extraordinarily and comparatively high rates to Big Stone also have been

extraordinarily compensatory. InPart ILA.3.b. and Exhibit Ii-A-30, infra, Mr. Crowley examines the

implicit rates of return on the Big Stone rates. While the 2002 railroad cost of capital was 9.8%,
BNSF’s after-tax return on investment from the Big Stone rates was This return

the railroad industry’s cost of capital substantially overcompensates BNSF for the services
provided to OTP and is indicative of monopolist pricing. Because these rates also greatly exceed the
rates of other captive coal shippers, they do not reflect Ramsey pricing.

4. BNSF Presents a Flawed Analysis of Big Stone’s Demand for Rail
Transportation.

Although Big Stone’s demand for rail transportation of coal is inelastic, it is not quite as
inelastic as BNSF portrays it to be. OTP Witness Crowley has reviewed the demand analysis of
BNSF Witness Slater in Part ILA.3.c.(5), infra, and points out multiple deficiencies in that analysis.

First, Mr. Slater’s analysis is limited to only five years of data, which demonstrates only a
short-run inelasticity of demand. Because Big Stone is a large, base-load generating unit, it does not
possess the operational flexibility to shut down in response to changes in fuel costs. Mr. Slater has

not assessed Big Stone’s long run demand elasticity vis-a-vis changes in rail transportation rates.
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Furthermore, even within the five-year period evaluated by Mr. Slater, Mr. Crowley shows

that Big Stone’s capacity factor has changed in an inverse relationship to changes in its delivered price
of coal.”” Thus, there clearly has been some impact upon Big Stone’s demand.

Mr. Slater’s analysis also focuses only on delivered fuel costs. He ignores the myriad of other
factors that also influence a utility’s decision to generate electricity.

Finally, through Mr. Slater’s testimony, BNSF has attempted to downplay the magnitude of
its unreasonably high rail rate to Big Stone by pointing out that an increase in coal costs over the
same time period contributed more significantly to an increase in Big Stone’s total delivered cost of
fuel. BNSF Op. at I-5. But, while Big Stone’s coal costs have increased recently, those costs were
set in a highly competitive coal supply market. By contrast, Big Stone’s rail rates are set in a
monopoly market where regulation is the only constraint on BNSF’s market power. Furthermore,
the rate comparisons discussed in Part 1.D.3., supra, which focus just on rail transportation rates, not
total delivered costs, amply illustrate the unreasonably high level of the Big Stone rate vis-a-vis other
captive coal shippers. For these reasons, changes in Big Stone’s cost of purchasing coal are entirely
irrelevant to the reasonableness of BNSF’s rail rates.

E. CONCLUSION.

For all of the reasons set forth herein and in the remainder of OTP’s Reply Evidence in this
proceeding, the Board should conclude that BNSF possesses market dominance over the movement
of coal from PRB mines to the Big Stone Station and that the rates for these movements in BNSF
90062 are unreasonably high. As such, OTP requests that the Board prescribe maximum reasonable

rates for this transportation at the levels described in OTP’s Opening Evidence, as modified by this

4 OTP Reply Exhibit II-A-32.




Reply Evidence, and award OTP reparations for the amounts BNSF has overcharged OTP since

January 1, 2002, when the challenged rates became effective, plus interest and any other appropriate

relief.
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PART 11
MARKET DOMINANCE

1. A. QUANTITATIVE MARKET DOMINANCE

Otter Tail’s Opening Evidence developed BNSF’s variable costs of handling Otter Tail’s coal
traffic from mines in the PRB to the Big Stone Station” The methodology followed by Otter Tail
in developing BNSF’s variable costs is consistent with the procedures and findings of the ICC and
the Board in numerous prior coal and other maximum rail rate cases, as described at pages II-A-1
to 3 and II-A-18 to 42 of Otter Tail’s Opening Narrative.”

Otter Tail’s calculation of variable costs for the Big Stone coal movements was based on the
Board’s 2002 BNSF Uniform Railroad Costing System (“URCS”) formula. Variable cost
restatements in this Reply are based on the same URCS formula. Base year 2002 URCS costs were
indexed to each quarter First Quarter 2002 (“1Q02") through First Quarter 2003 (“1Q03”) wage and
price levels, and adjusted to reflect the actual characteristics of the Otter Tail coal movements using
data provided by Otter Tail, data reported by BNSF to the Board, and information provided by BNSF
during discovery.

Inits Opening Evidence, BNSF concedes that “the variable costs of the issue traffic movement
under the challenged rates exceed the 180% jurisdictional threshold of revenue to variable costs.”

However, BNSF’s Opening Evidence also attempts to demonstrate that the variable costs of the Big

BNSF’s variable cost presentation consisted of the verified testimony of five (5) witnesses: Mr. Richard C. Ellis,
BNSF’s Assistant Vice President Unit Train Operations (describing operations), FTI Consulting’s (“FTI[’s”) Mr.
Benton V. Fisher, BNSF’s principal variable cost witness; FTI's Mr. Robert J. Plum III (describing switching
activities); Mr.Wilbert Kissner, Trainmaster at Aberdeen, South Dakota; and Mr. Howard A. Tait, Trainmaster at

Forsyth, Montana.

¥ Case name abbreviations included in this Reply are the same as those used in Otter Tail’s Opening Evidence.

BNSF Opening Evidence at [-3.
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Stone movement result in the R/VC ratios ranging from 216% to 236%.* In this Reply, Otter Tail

demonstrates that BNSF made numerous methodological and empirical errors that led BNSF to

significantly overstate the actual variable costs of providing unit train coal service to the Big Stone

Station.”

Consequently, the correct weighted average variable costs per ton and revenue-to-variable cost

ratios at 1Q02 wage and price levels for the PRB origin rates established in BNSF’s Pricing

Authority No. 90062 (and 90062-A) are as follows:

Table 1I-A-12 ¢
Variable Costs and R/VC Ratios
PRB Mines to Big Stone Station - 1002

1. Rate $13.49 per ton
2. Variable Cost ” $4.96 per ton
3.  R/VC Ratio 272%

1. Variable Costs

a. Summary

As is explained in detail in the following sections of this Reply, Big Stone Station coal

movement variable cost calculations presented by BNSF through its witness Fisher are overstated

and in error for numerous reasons. The principal flaws in his approach are as follows:

4/

5/

6/

7!

Id. at [-2.

BNSF calculated variable costs for 1Q02 through 1Q03. While stated relative to BNSF’s 1Q02 costs, the errors
and overstatements outlined by Otter Tail in this Reply apply more generally to BNSF’s methodology, regardless
of the time period to which the methodology was applied.

Tables [I-A-1 through [I-A-11 were included in Otter Tail’s Opening Presentation.

See Table 1[-A-17. Weighted average calculations are included in reply electronic file “Var Cost Summary
Restated.123".
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[93)

BNSF’sroad property investment return and depreciation costs are overstated because it used
system average costs and made no adjustment for the service-specific, line segment-specific
gross investment and depreciation data by valuation section provided by BNSF in discovery;

BNSF’slocomotive maintenance variable costs are overstated because they do not reflect the
actual maintenance costs that may be derived from BNSF’s leases and other related
agreements; :

BNSF’s locomotive capital costs are overstated because BNSF did not use current lease
payment rates, overstated spare margins, and did not reflect the Alliance locomotive pool,
the pool of locomotives from which the Otter Tail service locomotives are drawn;

BNSEF’s Roadway Maintenance Costs are overstated because it used URCS system average
maintenance-of-way costs, not those calculated using actual maintenance of way data
provided by BNSF in discovery;

BNSF’s helper service costs are overstated because BNSF used incorrect frequencies of
helper service;

BNSEF’s variable crew wage costs are overstated due to a) its charging loading crew wages
100% to Otter Tail even though those loading crews serve multiple utilities and b)
application of an incorrect markup ratio to the wage data developed in a special study;¥

BNSF’s switching costs are inflated because they include switching by non-Otter Tail road
crews including related locomotive and crew costs;

BNSF’s loss and damage costs are overstated because it relied on system averages rather
than specific cost information available from and produced by BNSF in discovery; and

BNSF erred by using an URCS formula that was not develéped in accordance with the
Board’s rules and procedures.

Exhibit II-A-21% compares the rates, variable costs and R/VC ratios included in Otter Tail’s

Reply and BNSF’s Opening (Restated to Incorporate Agreed -Upon T&O) Evidence for 1Q02

BNSF’s crew wages included additional modifications. Otter Tail incorporates these additional modifications into
its crew wage calculations in this Reply (see Otter Tail’s treatment of crew wages, infra).

Exhibit II-A-1 through II-A-20 were included in Otter Tail’s Opening Evidence.
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through 1Q03.'” The balance of this Reply demonstrates why BNSE’s proffered variable cost
calculations are not credible and should be rejected.

b. Restated Traffic and Operating Characteristics

As a preliminary matter, Otter Tail and BNSF participated in Technical Conference meetings
and have agreed on all of the traffic and operating characteristics (“T&0”) of the Big Stone
movements from Belle Ayr and Eagle Butte mines. Exhibit I[-A-23 shows the restated traffic and
operating characteristics agreed to by the parties in Technical Conference, along with Otter Tail’s
traffic and operating characteristics for the other eleven mines listed in BNSF’s Pricing Authority
No. 90062 (and 90062-A).

c¢. BNSF’s Flawed Variable Costs Calculation

In this section, Otter Tail contrasts its development of variable costs with Mr. Fisher’s

" Otter Tail also discusses the

development of variable costs in BNSF’s Opening Evidence."!
difference between the standard 2002 BNSF URCS formula that Otter Tail used and the altered one
used by BNSF’s Mr. Fisher, which affects inter alia, the overhead ratios.

As noted in previous sections, BNSF calculated variable costs only for coal originated from

Eagle Butte and Belle Ayr for the time period 1Q02 through 1Q03, whereas Otter Tail calculated

variable costs for coal originated from those two mines and also from Cordero and Caballo Rojo for

" Otter Tail included costs for the four mines originating Otter Tail coal from 1Q02 through 1Q03, that is, Eagle

Butte, Belle Ayr, Cordero, and Caballo Rojo (Cordero and Caballo Rojo originated coal only in 4Q02). The
common carrier rates under challenge in this proceeding apply to shipments from each of these mines as well as
9 (nine) other BNSF served mines in the PRB. Otter Tail’s evidence in Opening at page I[-A-2 “.__supports a
finding by the Board that the quantitative threshold is met for all of the 13 mines listed in Pricing Authority No.
90062 and 90062-A.”” BNSF offered an estimate of costs solely for shipments from Belle Ayr and Eagle Butte from
1Q02 through 1Q03.

"' Mr. Benton V. Fisher is BNSE’s primary variable cost witness.
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the time period 4Q02 and 1Q03 and the other nine origin mines listed in BNSF’s Pricing Authority
No. 90062 and 90062-A for the time period 1Q03.

The results of Otter Tail’s Reply and BNSF’s Opening variable cost calculations are compared
in Exhibit II-A-21. Both parties’ costs reflect the agreed traffic and operating characteristics.
Exhibit [I-A-22 examines these variable cost comparisons and identifies the multiple factors giving
rise to the differences in variable cost results. For simplicity, the following analyses of the
differences cited for specific cost categories will refer to those set out in Exhibit II-A-22, page 1 of
23, for aluminum shipper cars originating in 1Q02 from the Belle Ayr Mine. However, an inspection
of the electronic files covering other mines and time periods will show that the comparisons made
and the conclusions drawn from Exhibit II-A-22, page 1 of 23 apply with equal force to other traffic,
time periods and to steel cars.

Since the parties agreed on traffic and operating characteristics at the Technical Conference,
Otter Tail has restated BNSF’s Opening variable costs to reflect the agreed T&O characteristics.
Restatement of BNSF’s costs was carried out using BNSE’s spread sheet.'” Exhibit II-A-22 and
Table II-A-13 reflect differences remaining subsequent to the Technical Conference agreement.

The parties’ cost component estimates differ by the largest magnitude for the cost categories
listed in Table II-A-13. Table II-A-13 also lists the magnitude of the difference for each cost

category and its share of the total variable cost difference between Otter Tail and BNSF.

2 BNSF opening electronic file “BNSF OTP OPEN PRG. 123" with modified T&0 saved as “BNSF OTP OPEN PRG
with Agreeed T&0O.123”.
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Tail’s Opening Evidence to reflect information obtained for the first time from BNSF’s evidence.'”
Below, in the discussion of individual cost components, Otter Tail will identify the changes adopted
in this Reply and quantify the impact of that change on each cost component. Table II-A-15 that
follows the discussion of the cost components will compare Otter Tail’s Reply costs with BNSF’s
Restated Opening costé for the move covered in Table II-A-13, that is, the movement of coal in unit

trains of shipper-owned aluminum cars from Belle Ayr Mine to the Big Stone Station for 1Q02.

REDACTED

Table II-A-13

Comparison of Otter Tail Opening and Reply and
BNSF Modified Opening Variable Costs Belle Ayr to Big Stone Station - 1Q02 -
Aluminum Cars Cost Component Differences of Largest Magnitude ($/Carload)”

Otter Tail Otter Tail Reply
Cost Component Opening” Reply” BNSF¥  v. BNSF¥ % of Total¥
¢y @ 3) 1C)) ) (6)
1. Road Property Capital 44.3%
2. Loco Maintenance 20.0%
3. Loco Capital 15.7%
4. MofW 14.2%
5. Helpers 3.5%
6. Crew 1.0%
7. Switching 0.2%
8. Other 1.1%
9. Total 100.0%

Totals may not match due to rounding.

=

[

Otter Tail’s Reply and BNSF’s Opening costs reflect the agreed traffic and operating characteristics.
Opening Exhibit II-A-7, Page 1 of 12 and electronic file “VC Difs Open 1Q02 Belle Ayr.123”.
Source: Exhibit [I-A-21, Page 1 of 8 and “VvC Difs Reply 1Q02 Belle Ayr.123”.

In certain instances in this Reply, Otter Tail is adopting BNSF’s evidence or modifying Otter

13/

While examining the differences between the parties’ costs, Otter Tail discovered an inadvertent error in its
calculation of fuel costs. This error has been corrected removing almost all the difference between Otter Tail’s and

BNSF’s fuel costs.
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Discussion of each parties’ development of individual cost components will be grouped into

the following categories:

1. Return on Road Property and Depreciation Expense

2. Locomotive Maintenance

3. Locomotive Capital

4. Roadway Maintenance (MOW including Joint Facilities)
5. Crew Wages

6. Switching

7. Other Costs (including Helper Service Costs)

8. Indices

i. Return on Road Property and Depreciation Expenses

BNSF has improperly overstated its variable costs by using system average road property return
and depreciation data despite the presence of reliable and accurate movement specific data. More
particularly, Exhibit II-A-22, page 1 of 23, Line 6(d) compares Otter Tail’s Opening Road
Depreciation cost calculation with BNSF’s comparable calculations. Exhibit II-A-22, Line 6(e)
makes that same comparison for Return on Road costs. Column (16) of that Exhibit shows that the

total difference between the parties is

At the jurisdictional threshold level, per ton equates to per ton (that is, times
1.8). On an annual basis, per ton for the of coal that Otter Tail consumes at
Big Stone equates to almost just for this
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one cost component. In the time period between San Antonio'” and WTU,'” BNSF presented Road

Depreciation and Return on Road on a movement-specific basis in rate cases brought under the Coal
Rate Guidelines. (Otter Tail’s Exhibit II-A-25 shows the results of BNSF’s WTU calculations.)
Now, however, BNSF, through its witnesses Mr. Fisher, Mr. Klick and Ms. Elliott, claims that BNSF
no longer maintains road property investment return and depreciation data on a segment-specific
basis. While Otter Tail shows below that BNSF’s claims regarding its road property data base are
not valid, the fact that BNSF would adopt such a tactic is a cause for larger concern.

Table II-A-13 shows that differences in this cost category are more significant than the cost
differences from any other category and contribute 44.3% of the total cost difference between the
parties. Column (5) through Column (15) of Exhibit II-A-22 detail the factors causing or
contributing to these differences. In the case of Road Depreciation and Return on Road, the causal
factor for almost the entire difference is Otter Tail’s use of a line segment-specific special study of
return on and recovery of road property investment, compared with the system average costs used
by BNSF’s Mr. Fisher.

(a) Procedural Differences: Otter Tail v. BNSF

Otter Tail includes all URCS road investments in its Road Depreciation and Return on Road
costs. Otter Tail’s Opening Exhibit II-A-4 explains how the URCS road investments are divided into

two categories: (1) those road investments that receive a line-specific adjustment (that is, “Adjusted

4" See San Antonio, 1 1.C.C. 2d at 584-86.

15 gee West Texas Utilities, | S.T.B. at 724.
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Road Property Ownership Costs”); and (2) those that remain in Otter Tail’s costs on a system
average basis.'

For the “Adjusted Road Property Ownership Costs” portion, Otter Tail calculated return on
road property investment and depreciation expenses attributable to the Big Stone coal movements
using BNSF’s own recorded line segment-specific gross investment and annual depreciation data by
valuation section, which was produced in response to Otter Tail’s discovery requests.'” Otter Tail’s
analysis showed that line-segment specific cost per gross-ton-mile for return on road property is
approximately of BNSF’s 2002 system average unit cost developed in URCS, and that
depreciation expenses per gross-ton-mile ranged from of 2002 system average,
depending on the mine origin." The recognition that line specific road property costs are less than
system average is consistent with the Board’s findings in other western coal rate cases involving
long-haul movements via BNSF, including WTU.

BNSE’s witness Fisher did not use the Otter Tail route-specific line segment investment data
that was provided by BNSF in discovery. Instead, Mr. Fisher used system average costs. Mr.
Fisher’s treatment of road property return on and depreciation of investment is not in keeping with

the Board’s long-standing preference for service-specific costs over system average costs. Costs

19 The property investment accounts that are assigned on a specific basis are determined by the accounts flowing into

the URCS unit costs for road depreciation (D1L234C10) and road return (D1L251C10). Those accounts are 2
Land, 3 Grading, 4 Other ROW, 5 Tunnels and Subways, 6 Bridges, Trestles & Culverts, 7 Elevated Structures,
8 Ties, 9 Rails & OTM, 11 Ballast, 13 Fences, Snow Sheds & Signs, 17 Roadway Buildings, 27 Signals &
Interlockers and 39 Public Improvements. All other road property accounts are included in URCS, but not on a
Gross Ton-Mile basis, so they are included in Otter Tail’s costs on a system average basis. Account 37 Roadway
Machines is also included in the URCS unit costs

1 See Otter Tail’s Opening Narrative at I1-A-26 through 11-A-28, Exhibit II-A-4, and computer file “Road Inv OTP

Open.123".
18/ Id.
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tailored to the transportation characteristics and costs per unit of a particular movement (i.e., specific
costs) generally are preferred over system average costs whenever they can be shown to be
“demonstrably superior to system average costs” as Otter Tail has done here."” The Board’s
preference for specific costs over system average costs in the area of road property investment return

20/

and depreciation costs was specifically affirmed in WT1J** and San Antonio*”. Mr. Fisher’s use of

system average costs is particularly egregious in the case of coal traffic road property return and
depreciation, because those costs, stated on a per gross ton-mile basis, long have been recognized
as being so much lower on the routes used by coal traffic than the routes used by general freight
traffic. Significant economies of scale are realized on BNSF’s coal lines in general, and the PRB
to Big Stone Station coal line in particular. While BNSF has made substantial road property
investments in coal lines, the carrier also has been able to increase traffic volumes over those lines
to such an extent that the cost per unit is much less than it is on the routes used by general freight
or system average traffic. There is no justification for Mr. Fisher’s failure to reflect these economies
of scale.

Mr. Fisher’s explanation for his use of system average road property investment and

depreciation costs and his failure to use line-specific costs is as follows:

¥ See FMC at 48 (“Because a carrier’s systemwide average costs are not necessarily representative of the costs of

providing a particular service, however, movement-specific adjustments are sometimes made to better reflect the
costs attributable to providing a particular service”). Also see the Board’s September 25, 2002 decision in STB
Docket No.42057, Public Service Company of Colorado D/B/A Xcel Energy v. The Burlington Northern and Santa
Fe Railway Company (Xcel) in which, in response to Xcel’s motion to compel BNSF to provide line segment-
specific road property data, the Board quoted a decision in TMPA on this issue “...adjustments to a defendant
carrier’s system-average costs are appropriate to reflect the economies and efficiencies that are associated with
high-volume, repetitive movements such as ...unit-train service...” Also see the Board’s November 15, 2002
decision in this proceeding in response to Otter Tail’s motion to Compel the Board referenced Xcel and stated ...
that same reasoning applies here.”

See WTU, 1 S.T.B. at 724.

2" See San Antonio, 1 1.C.C. 2d at 574-75, 584-86.
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“As explained in BNSF’s Response to Otter Tail’s Motion to Compel
which is incorporated herein by reference, BNSF’s road property data
cannot be used to develop a reliable line-specific adjustment to system-
average road ownership costs. Nor does BNSF maintain data that would
support the development of a movement-specific adjustment for
maintenance-of-way (“MOW?”) variable costs..”?* (Emphasis added.)

In Exhibit II-A-24, Otter Tail responds in detail to the road investment points raised by BNSF

in its Response to Otter Tail’s Motion to Compel.

(b) Restatement to Reflect Recently-Provided BNSF Data

In Otter Tail’s Opening Narrative, system average URCS unit costs for road return and

depreciation were adjusted based on the ratio of the line-specific values to system average costs.”

As discussed above, BNSF’s witnesses claim that the FADB data relied on by Otter Tail did not

account for all of the gross investment reported in the BNSF’s 2002 R-1. Inaddition, BNSF claimed

that the accumulated depreciation in the FADB data exceeded accumulated depreciation as reported

in the BNSF 2002 R-1.2

22

23/

24/

BNSF Opening Narrative at II-44. BNSF’s statement that they do not *“...maintain data that would support the
development of a movement-specific adjustment...” is totally inconsistent with BNSF’s general position that once
AFE’s are closed, they are assigned to specific line segments. At page 24 of her verified statement attached to the
May [, 2002 “Defendant’s Reply to Complainant’s First Motion to Compel Production of Documents” (included
as Otter Tail Reply workpapers 4827-4840), Ms. Elliott explains that road property investments once put into
service are placed into a data base called Property In Service Not Unitized - “PISNU”. Funds then reside in the
PISNU data base until all expenditures covered by the corresponding AFE have been made and the AFE is closed
out. At that time, the funds are unitized, or assigned to specific valuation sections in the Fixed Asset system. These
funds are either directly assigned to specific line segments or they are allocated to line segments on a reasonable
basis.

The development of the adjustment ratios and unit costs were shown in Exhibit II-A-4 and the spreadsheet “Rd Inv
OTP Open.123" submitted as part of Otter Tail’s Opening workpapers.

BNSF does not show that the accumulated depreciation for any specific line segment traversed by Otter Tail’s coal
trains is misstated.
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On September 18,2003, BNSF submitted supplemental workpapers responsive to Otter Tail’s
Fourth Request for Workpapers related to the Verified Statement of Ms. Elliott™ to identify, by road
property account for the BNSF system, the unallocated gross investment monies, and the
accumulated depreciation in the FADB data for the system. Although the data provided by BNSF
were only in summary form and were only for the year 2000, Otter Tail’s Reply variable cost
calculations incorporate the data provided by BNSF on September 18, 2003.

The gross investment data provided by BNSF identified the total monies, by account, in the
FADB data base for the BNSF system and the FADB monies that are not assigned directly or

allocated to any valuation section.?®

The BNSF supplemental workpapers also identified, by
account, the PISNU monies not included in the FADB data base but claimed to be in the BNSF R-1
reported gross investment.””

Specific detail was not provided by BNSF to identify which of the non-allocated monies relate,
in any way, to the line segments utilized by Otter Tail’s coal trains. For example, the unallocated
monies may be related to BNSF intermodal yards, or signalling systems in service areas far away
from Otter Tail’s coal route. Therefore, in order to make a proper comparison of the line specific

unit costs in the FADB data to the BNSF’s system average costs, the system values were adjusted

to be comparable to the FADB line-specific values.

! Incorporated by reference at page I1-44 of BNSF’s Opening evidience.

w0 A copy of the summary provided by BNSF is included in Otter Tail’s Reply Workpapers, p. 4859.

¥ A copy of the summary provided by BNSF is included in Otter Tail’s Reply Workpapers, Vol. 1, p. 4859. When

the FADB monies plus the PISNU monies plus the ATSF “write-up” monies (see BNSF/OTP 18370-71 included
in Otter Tail’s Reply Workpapers Vol. 1, pp. 4855-4856) are summed, the total exceeds the R-1 values by $127
million. Therefore, to tie the BSNF data to the R-1 totals, the PISNU has been adjusted to equal the R-1 totals (See
Otter Tail’s spreadsheet “Rd Inv OTP Reply. 123", level “Reconciliation” submitted with the workpapers to support
this Reply Narrative).

II-A-12




REDACTED
The adjustment to make the values comparable was accomplished in the following steps.?

(a) Step I -- the URCS system gross investment was adjusted to exclude the monies related to
PISNU and FADB Unassigned monies.

(b) Step 2 -- the accumulated depreciation in the BNSF R-1 was replaced with the accumulated
depreciation shown in the FADDB data base for the BNSF system. This has the effect of
increasing accumulated depreciation and decreasing the system average net investment unit
cost to be compared with the line-specific unit cost.

(c) Step 3 -- the revised net investment for the BNSF system (based on the adjustments in Steps
1 and 2 above) was divided by the URCS system gross ton-miles to develop a revised unit cost
per gross ton-mile.

(d) Step 4 -- the line-specific unit cost for net investment was compared with the adjusted system
average net investment cost per gross ton-mile to develop an adjustment ratio for Road Returm.
As shown in Exhibit II-A-26, the adjustment ratio ranged from depending

upon the particular origin.

ii. Locomotive Maintenance

Variable Locomotive Maintenance costs were covered in Otter Tail’s Opening Narrative at
pages II-A-28 through II-A-30, Exhibit [I-A-5 and at pages 5 and 6 of 12 of Exhibits II-A-7 through
II-A-18 and Exhibit [I-A-19. BNSF’s Locomotive Maintenance costs are presented in BNSF’s
Opening at page 11-44 to 45 where they simply state that system average costs were used.

Exhibit II-A-22, page 1 of 23, Lines 6(f) and 11(e) compare Otter Tail’s Reply Locomotive
Maintenance cost calculation with BNSF’s Revised Opening estimates. Column (16) of that Exhibit

shows that the total difference between the parties is

% A detailed description of the adjustment is included as pages 9 of 13 to 13 of 13 of Exhibit [I-A-26.

The detail of the calculations is shown in the spreadsheet titled “Rd Inv OTP Reply. 123" included in the electronic
workpapers accompanying this Reply Narrative.

29/
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Table I1-A-13, line 2 shows the Locomotive Maintenance cost difference between Otter Tail
and BNSF. Column (5) through Column (15) of Exhibit II-A-22 detail the factors causing or
contributing to the difference. The major factor is Otter Tail’s use of BNSF-provided locomotive
maintenance agreements for the equipment used in Otter Tail’s coal service.

In its Opening Narrative, Otter Tail explained the development of Locomotive Maintenance
costs. Otter Tail relied on the maintenance costs included in contracts that BNSF has with vendors
providing locomotive repair services because those contracts determine the locomotive maintenance
costs incurred by BNSF. Otter Tail’s calculation of Locomotive Maintenance costs is based on the
full service contract maintenance rates for the Otter Tail locomotives.*” The use of this calculation
methodology was made necessary by BNSE’s refusal to produce actual locomotive maintenance data,
even though Otter Tail requested that data in discovery.?"

InTMPA at page 58, the Board stated, “TMPA developed locomotive maintenance costs based
on BNSF’s contract with General Motors’ Electro-Motive Division (EMD), the manufacturer of the
SD70MAC locomotives. BNSF points out, however, that many repair costs are not covered by the
contract (such as costs incurred due to wrecks, derailments, vandalism, abuse, or running out of
fuel).” The Board went on to state, “As pointed out by BNSF, other, non-routine maintenance costs
are incurred and must be accounted for in developing variable costs.”

In the TMPA decision, the Board rejected the use of a special study regarding BNSF’s
locomotive maintenance costs — and defaulted to system average — because the Board believed that

TMPA had not properly accounted for “non-routine costs” such as costs incurred due to “wrecks,

See Otter Tail Workpapers Vol. I, pp.387-656.

See Complainant’s First Set of Interrogatories and Requests for Product ion of Documents, Request for Production
No. 20 and No. 21.
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derailments, vandalism, abuse, or running out of fuel.” Id. at 58. Otter Tail’s determination of
locomotive maintenance costs addresses the Board’s TMPA concerns by identifying the locomotive
maintenance costs that reflect “costs incurred due to wrecks, derailments, vandalism, abuse, or
running out of fuel” and treating those costs on a system average basis.*” “Routine” locomotive
maintenance costs remain specific to the locomotive maintenance agreements that BNSF has with
its maintenance contractors.

[tis also important to note that Otter Tail’s locomotive maintenance adjustment ratios include
at a system average level the hours in Otter Tail service by locomotives not covered under a
maintenance agreement. Using this method, Otter Tail has captured movement-specific costs where
the underlying records will allow such a determination to be made, but Otter Tail has utilized system
average costs to properly compensate BNSF where the Board has specifically found the use of a
movement-specific special study to be inadequate. As such, Otter Tail’s locomotive maintenance
costs are superior to the system average costs submitted by BNSF.

In Opening, BNSF used system average locomotive maintenance costs including the
maintenance costs of all system locomotives many of which are never used in coal service. These
locomotive maintenance costs have no relationship to the maintenance costs of the locomotives that
are used in service to Otter Tail’s Big Stone plant. The locomotives that are used in Big Stone

service are much newer than system average. The average age of the locomotives used in Big Stone

The URCS accounts adjusted by the special study ratio are Diesel Road Locomotive Repairs (D3L101), Loco
Machine Repairs (D3L135), and Loco Damages Billed to Others (credit) (D3L145). Other repairs which are not
part of normal maintenance are charged to accounts such as Clearing Wrecks, Locomotive Equipment Damaged
and Other Locomotive Casualties and are included in the residual “other” GTM and “other” LUM costs, which are
not adjusted by the special study locomotive maintenance ratio and are included at system average.
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service is only 33 compared with for BNSF’s system-average locomotives.*¥
Newer locomotives need repairs less frequently than older locomotives. In addition, there are many
DC locomotives in the non-coal fleet that BNSF has included in its locomotive maintenance costs.
Those DC locomotives have more moving parts (principally traction motor wires and brushes) that
require significantly more maintenance than AC locomotives such as the SD70MAC. This is one
of the principal reasons why railroads such as BNSF are replacing DC locomotives with AC
locomotives. Board precedents recognizes that newer locomotives need repairs less frequently than

older locomotives. See San Antonio. TX v. Burlington Northern. Inc., 362 1.C.C. 161, 163 (1979);

see also Increased Rates on Coal, BN, Montana to Superior. Wisconsin, 362 I.C.C. 625, 665 (1980)
(noting in its discussion of locomotive maintenance costs that “[ajccording to BN, DE made a
fundamental mistake by comparing new coal locomotives to significantly clder system average
locomotives.”). The simple system average approach used by BNSF, on the other hand, ignores all
the differences in “routine” maintenance costs between the locomotives used to provide service to
Otter Tail and the balance of the locomotives used by BNSF in its system-wide operations.

As Otter Tail pointed out on Opening,*” locomotives used in Big Stone Station coal service
experience

confirms that these locomotives experience far less maintenance per gross

ton-mile and locomotive unit-mile than the system average.

Otter Tail’s service-specific locomotive maintenance costs are ‘.‘demonstrably superior” to

BNSF’s system average locomotive maintenance costs that are not service-specific. The Board

33/

See Otter Tail Opening file “Loco Cap Inputs OTP Open.123.”
See Otter Tail Opening electronic file “BNSF System Avg Loco Age.123.”
See Otter Tail Op. at [-A-30.

34/

3s/
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should adopt Otter Tail’s costs as the better evidence of record because Otter Tail’s costs better
represent the locomotive maintenance costs BNSF actually incurs in providing the Otter Tail Big
Stone service.

iii. Locomotive Capital

Variable Locomotive Capital costs were covered in Otter Tail’s Opening Narrative at pages
1I-A-30 and II-A-32 and at page 10 of 12 of each of Exhibits II-A-7 through II-A-18 and line 13 of
Exhibit II-A-19. BNSE’s Locomotive Capital costs are presented in BNSF’s Opening at pages I1-49
through II-57

Exhibit II-A-22, page 1 of 23, Line 12(a) compares Otter Tail’s Opening Locomotive Capital
Depreciation Costs calculation with BNSF’s Opening estimates and Line 12(b) compares the parties’
Locomotive Capital ROI Costs. Column (16) of that exhibit shows that the total difference between
the parties is

Table II-A-13 shows that Locomotive Capital Cost differences between Otter Tail and BNSF
are the third most significant and contribute of the total cost difference. Column (5) through
Column (15) of Exhibit II-A-22 detail the factors causing or contributing to these differences. The
factors are (a) BNSE’s use of a totally incorrect spare margin percent and (b) differences in the
parties’ special studies of locomotive capital costs including the use of average annual life lease rates
as opposed to lease rates actually paid in 2002 and 2003. Each of these factors will be discussed in
turn following a discussion of the locomotives that properly should be included in the calculation.

(a) Locomotives Included

For quite some time BNSF has stated that they have “...established locomotive “pools” to

efficiently meet the motive power needs of unit train coal operations...” These locomotive pools are
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assigned to specific locations for scheduled maintenance. The pools allow each user to share in the
pool efficiencies and facilitate the management of those valuable assets by a centrally located power
control team.’” BNSF has never claimed that they assign locomotives to particular services, and the
evidence proves that BNSF does not assign locomotives to the Otter Tail Big Stone service. In fact,
only different locomotives included in BNSF’s train movement data for Otter Tail’s
Big Stone service were used in more than one quarter during 2002, proving that BNSF draws
locomotives from their pools on a first come, first served basis, and that BNSF does not dedicate

locomotives to specific services.’”

Because of this, it is the costs of the pool (by locomotive type)
from which BNSF draws the Big Stone locomotives (by locomotive type) that should be used in the
determination of variable costs tor that movement. BNSF recognized this in their determination of
the locomotive spare margin, which they based on the their study of the SD70MAC locomotive type
in the Alliance Pool, not on the basis of the actual locomotives used on the Big Stone train.
Because BNSF does not dedicate locomotives to specific services, but rather, draws specific
types of locomotives at random from a larger pool of the type of locomotive, the Board has
frequently adopted the costs associated with the pool of that locomotive type.’* Also see Burlington
Northern’s testimony in I.C.C. Docket No. 39386, The Kansas Power & Light Company v.
Burlington Northern, et al., Defendant’s Reply Evidence - Defendant’s Reply Evidence, Volume II -

Variable Costs, Verified Statement of Burlington Northern’s Duane R. Michener, May 7, 1984, page

30 (not filed under seal), where Burlington Northern states, “BN locomotive capital costs are based

36! See copy of pages of Burlington Northern verified statement included as Otter Tail Reply Exhibit If-A-25.

3 See Otter Tail Opening electronic file 2002 Trn Mvmnt Loco Hours..xls”

¥ See, for example, San Antonio, Appendix C, page 1 and OPPD, p. 23, included in Otter Tail Reply Workpapers,

pp. 4877-4882.
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upon the actual average value and age of the locomotives used in the Alliance Coal Locomotive
Pool.”” On certain other occasions, the specific facts of the case have prompted the Board to use
something other than the pool concept. Most recently, the Board in TMPA used the capital costs
associated with the locomotives used to provide service to TMPA’s Gibbons Creek Station, but the
ruling in TMPA was rooted in the Board’s preference for determining the locomotive costs through
weighting based on the actual hours of use in the instant service. The TMPA decision did not rule
out the validity of a pool concept based on the actual locomotives used to provide the service such
as that included in Otter Tail’s Reply herein. In conformance with TMPA, Otter Tail calculated its
Opening capital cost determination by determining the costs of the pool of each locomotive type in
the overall Alliance Pool and weighting each of those pool costs separately by the hours of actual
usage of that locomotive type in the service to Big Stone.
In 2002, BNSF’s train movement data shows it used

locomotives (based on the
hours each locomotive type was used) in the Otter Tail Big Stone service.*” Otter Tail reflected
these usage percentages in its determination of all locomotive cost factors including spare margins,
locomotive capital costs, and locomotive maintenance costs. BNSF, on the other hand, has used a
different group of locomotives for each of these determinations. Only for capital costs did BNSF
adopt locomotive usage percentages in its determination and this did not embrace the pool concept.
For determining locomotive spare margins, BNSF adopted only the spare margin requirements for

SD70MACs (and BNSF determined those spare margins incorrectly as will be demonstrated below).

¥ See Otter Tail Reply Workpapers, Vol. 111, p. 4894.

20 See Otter Tail Opening electronic file “2002 Trn Mvmnt Loco Hours.xlIs”, tab “Summary”.
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For determining locomotive maintenance costs, BNSF adopted all the locomotive types used on
BNSF, that is, system average locomotives. It is absurd to use 3 different groups of locomotives to
determine the 3 major cost components associated with providing locomotives for the Otter Tail Big
Stone service. BNSF used expensive, year old SD70MACSs with very little accumulated
depreciation to determine capital costs, and then used 2  year old pool of locomotives (that is,
system average locomotives) to determine maintenance costs. Everybody knows that new
locomotives and new automobiles require less maintenance than old locomotives and old
automobiles.

Otter Tail has used the group of locomotives actually used in Otter Tail Big Stone service to
determine locomotive capital costs, locomotive spare margins and locomotive maintenance costs.
BNSF has used a different group of locomotives for each determination. The Board should adopt
the group of locomotives used by Otter Tail as the only group that is consistently based upon the

actual locomotives used in Otter Tail Big Stone service.

(b) BNSF’s Invalid L.ocomotive Spare Margin

Otter Tail calculated locomotive spare margins of  for 2002 and for 2003, as shown
in Otter Tail’s Opening Narrative at p. [I-A-17 (Item 33). Details concerning the calculation of the
spare margins were provided in Otter Tail’s Opening electronic workpaper files “Loco Maint
OTP.123” and “Loco Maint OTP-2003.123.” BNSF calculated a much higher locomotive spare
margin, as‘ shown in BNSF Op. at [I-54 through II-57.

Otter Tail’s Reply Exhibit II-A-22, page 1 of 23, column (11), line 21 shows that the difference
in the parties’ locomotive spare margins causes per carload of the difference in the total

variable costs for the 1Q02 movement from Belle Ayr.
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total difference per carload in the variable costs estimates for this movement.

The spare margin of the actual locomotives used in Big Stone service in 2002 is whereas
BNSF claims the spare margin should be The following explains Otter Tail’s development
ofthe  spare margin and demonstrates that the fiction mathematically determined by BNSF
is not grounded in the reality of the accepted determination of variable costs resulting from BNSF’s
provision of the Big Stone coal unit train service.

The Spare Margin difference arises because BNSF based its spare margin estimates, not on the
actual locomotives used in Big Stone service, but upon all the SD70MACs in the Alliance Pool only.
BNSF totally ignored the C44-9’s, SD40-2’s, SD60’s, SD75's and other locomotives types that

42/

BNSF admits are used in the Big Stone service.*” The Spare Margin difference also arises because

BNSF failed to properly reflect the terms of its locomotive maintenance contracts, in which the

suppliers guarantee between availability for the locomotives covered by the contracts
in 2002. Otter Tail reflected a spare margin for the SD70 MAC locomotives, a
spare margin for the GP60 locomotives, spare margin for the Dash 9 44CW

locomotives,a  spare margin for the ~ SD75 locomotives, a spare margin for the  Dash
8 40 CW locomotives covered by these maintenance contracts, and a spare margin for all other
locomotives used by BNSF to provide the Big Stone service but not covered by these contracts.*

Weighting the spare margin requirement for each locomotive type based on its hours of usage in Big

au See Otter Tail Reply electronic file “Reply Loco Maint OTP.123”.

! See BNSF Opening electronic file “Big Stone Trains 2002.x!s”, tab “Total Locomotive Use”.

¥ This is a conservative approach because the actual spare margin requirements on “other” locomotives is less than
even though the suppliers did not guarantee availability.
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Stone service, Otter Tail hasuseda  composite spare margin for 2002 in this proceeding.** This

is consistent with the Board’s ruling in TMPA that a Spare margin requirement is appropriate for

the SD70MACs relied upon by the Board in TMPA.* Otter Tail has used this same basis for
determining the spare margin requirement for the SD70MACs used in the Big Stone service in the
instant proceeding.

BNSF claims the locomotive spare margin should be for 2002, compared with the
(2002) and (2003) spare margins for the actual locomotives used in Otter Tail coal service.

The spare margin difference arises because Otter Tail’s spare margins are based upon the actual
locomotives and recognizes the proportion of locomotive hours included under each of the applicable
maintenance agreements for those units used in Otter Tail service. In contrast, BNSF based its spare
margin upon all the locomotives of one specific type assigned to Alliance and has redefined “spare
margin.” BNSF thus effectively ignored the terms of its locomotive maintenance contracts, in which
the contractors for locomotives covered under these
contracts, and the locomotives actually used in Otter Tail service.

(1) BNSF Failed to Reflect L.ocomotive Maintenance Contracts

Otter Tail’s spreadsheet “BNSF Locomotive Maintenance Contracts Covering Locomotives
Used in Otter Tail Service Defining Spare Margin Requirements”™® summarizes the clauses relevant
to the issue of locomotive Spare Margin from each of the locomotive agreements which apply to

SD70MAC locomotives, SD40 locomotives, and Dash 9-44CW locomotives in 2002 and 2003. The

aa See Exhibit 1I-A-27 and electronic file “reply Loco Maint OTP.123".

See TMPA, page 62.

Otter Tail’s opening electronic file “BNSF Spare Margin Agreements.123." Tabs ‘2002' and 2003' identify the
maintenance agreements in 2002 and 2003, respectively.

45/
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agreements submitted by Otter Tail as workpapers covering locomotives used during 2002 are as

follows:

The following three guarantees are typical under the foregoing agreements and amendments:

Reporting on these guarantees is required . Each ofthese

II-A-23




REDACTED
guarantees is addressed below.
The maintenance contract guarantees to BNSF that the locomotives covered by the agreement

will be available for use of the time.

Where:

Otter Tail records show no occurrences of “Extraordinary

Damage”.** Likewise, no evidence of “Extraordinary Damage” occurrences were recorded in the

au See Otter Tail Opening Workpapers, Vol. II1, p. 0463.

While a contract is in effect, Otter Tail records this type of information in conjunction with recording force majeure
incidents and train tracking in the normal course of business designed to insure an adequate coal supply.

48/
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train event file or the other electronic files that BNSF furnished during discovery. These facts,

gleaned from BNSF’s own data sources, provide persuasive evidence that the locomotives used in

Otter Tail service routinely meet or exceed the availability factor specified in the agreements..
These same facts also strongly suggest that actual availability also has met the availability

guarantee over the last three years, even when Contractual Availability is defined to include the

Otter Tail maintains records of such occurrences, however, and the records
show that these “exclusion occurrences” have not taken place. The evidence is strong that

actual availability has been achieved

bad order locomotives are unlikely to occur with any frequency. This also contributes to increased
reliability and availability.

In the case of “Reliability Locomotives”,

49/

470.

o See for example, Otter Tail Opening Workpapers, Vol. 111, p. 464.
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its guarantee. BNSF has been operating SD70MAC’s since 1994, and has refined its agreements

e

{2) BNSF Has Incorrectly Defined Spare Margin

The spare margin difference also arises because BNSF has not correctly defined spare margin.
BNSF’s development of its spare margin of 2002 is discussed on pages II-54 through II-57
of BNSF’s Opening Evidence and calculated in BNSF’s Opening file “spare margin.xls”. Spare
margin for equipment is generally defined as the proportion of locomotives necessary to replace units
removed from service for repairs and/or maintenance. BNSF’s calculation would re-define spare
margin as the ratio of time in which a locomotive is not directly utilized in train service to the hours
the unit is in direct train service. BNSF has developed its locomotive spare margin using the
concepts of “Utilization”, “Non-Utilized,” and “Availability.”

BNSF has been urging its re-defined “spare margin” on the Commission and on the Board for
decades and it has never been accepted.’” In the first San Antonio proceeding, BN used a spare
margin of 15% and that was rejected. In Minnesota, the Commission rejected the use of a 30% spare

margin stating:

sV Complainant’s Rebuttal Evidence, Rebuttal Verified Statement of Thomas D. Crowley, Omaha Public Power

District v. Burlington Northern Railroad Company, [.C.C. Docket No. 38783, March 25, 1985, included as Otter
Tail Reply Workpapers, pp. 4895-4905.
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“...there is no demonstration of record to support defendant’s use of a 30
percent spare margin. Defendant’s discussion of the need for spare motive
power deemed necessary to meet scheduling requirements is not persuasive.
Therefore, we have accepted complainants’ spare margin estimate of 10
percent.” (362 I.C.C. 625, 661)

The Commission rejected BN’s 30% spare margin in CLECO®? saying,

“The restatement adheres to the traditional use of the actual number of

locomotives used increased by a 10 percent spare factor to represent the

bad-order ratio for both road locomotives and cabooses. BN’s statistical |
data and operating testimony supporting a 30 percent spare margin lack |
sufficient probative value to warrant acceptance on this record in the

absence of a study reflecting both normalized repair and maintenance

experience and demand factors.”

The Commission rejected BN’s 26.85% in Sergeant Bluff’” and BN’s 30.27% in OPPD.>¥

InICC DocketNo. 36719, Arkansas Power & Light Company v. Burlington Northern Railroad

Company. et al,, served May 13, 1987 “(Arkansas Power &Light)” the Commission adopted the

standard 10% locomotive spare margin. (Arkansas Power &Light, at page 4). The Commission went

on to state the following:

% ICC Docket No. 376678, Central Louisiana Electric Company v. Burlington Northern Railroad Company and

Missouri Pacific Railroad Company, served February 25, 1983,
" 1CC Docket No. 37021 in the consolidated case Docket No. 37029, Annual Volume Rates on Coal - Rawhide Jct.,
Wyoming to Sergeant Bluff. Iowa, filed August 24, 1981.
ICC Docket No. 38783, Omaha Public Power District v. Burlington Northern Railroad Company, decided
November 14, 1986, 3 1.C.C. 2d 123, 152.

54/
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“However, BN challenges the 10 percent figure, arguing that a spare margin
of approximately 30 percent is a more accurate estimate for the APL
movements based upon studies from its Alliance Pool. As in Omaha,
supra, we conclude that BN’s studies are not sufficiently reliable to depart
from the 10 percent figure applied by APL.”

“One issue in this context concerns whether the spare margin should
include all locomotives that are not in active service...”

“There is a problem with including all non-cycle hours from the Alliance
Pool, as BN has done, and attributing that figure to the APL movements.
The non-cycle factor appropriate to coal pool locomotives may reflect not
only the traffic patterns of the various coal movements which draw power
from the pool, but also the overall level of line congestion influenced by
non-coal movements. For example, a decline in non-coal movements may
have the effect of decreasing-coal train running times. Whether such
decrease would translate into a reduction in pool locomotive units would
depend upon the ability of the mine or utility to handle the train at the origin
or destination terminal upon arrival. However, the record does not disclose
whether trains involved in the APL movements that arrive at a terminal
ahead of schedule are handled immediately or must await scheduled
loading/unloading times....”

“In sum, applying to an individual movement the average cycle experience
for a pool serving numerous coal movements may result in significant
distortion. For example, when an individual movement experiences an
increase in cycle times, with no such increase occurring generally, the
likelihood is that the relatively fixed number of non-cycle hours identifiable
with that movement would constitute a smaller than average proportion of
total cycle hours. Hence, in the absence of compelling reasons otherwise,
the pool non-cycle factor would be inappropriately high for such a
movement. Here, we cannot test the BN study’s reliability as applied to the
pool as a whole or to the subject movement.”*”

The Commission’s ruling in Arkansas Power & Light applies equally to the results of BNSF’s

SD70MAC Alliance Pool locomotive spare margin study in this proceeding. We saw above that

BNSF’s SD70MAC Alliance Pool locomotive spare margin study made no allowance whatsoever

3 [dat 4-5.
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for other locomotive types or for the availability guarantees that BNSF has negotiated with its

locomotive suppliers. We see below that BNSF’s Alliance Pool iocomotive spare margin study did

not measure spare margin.

BNSF’s locomotive spare margin study*® has other shortcomings in addition to those cited by

the ICC in Arkansas Power & Light:

The data universe used to compute the spare margin ratio includes all locomotives of a
specific type assigned to one maintenance location. After developing all of the locomotive
capital factors based solely on the specific locomotives in Otter Tail’s trains, BNSF uses the
characteristics of all units of a specific type to calculate its spare margin, regardless of
whether or not they were used in Otter Tail service.

According to the data included in BNSF’s Opening electronic workpaper file “Spare

Margin.xls,” the hours classified as “Unavailable Shop’constitute of the total
“Measurable Hours” for locomotives maintained in part by EMD. This results in an
availability percent during 2002 for these locomotives of : BNSF

would have received compensation from the maintenance contractor when the availability
percent specified in the contract was not met. This is not reflected in BNSF’s locomotive
capital calculations.

56/

See BNSF.OP.WP.ILLA-0028 to 0030

II-A-29



REDACTED

+ The difference between the “Available Hours” and the total of “Utilized” plus “Non-
Utilized” would appear to be hours that BNSF locomotives are off-line in run through service
on other railroads. The reciprocal of BNSF locoinotives’ being off-line is locomotives
provided by other railroads to BNSF in run through service. If there is an imbalance of
horsepower hours in BNSF’s favor, then there is a payment made by the other railroad to
BNSF. The series of multiplications used in BNSF’s spare margin calculation procedure
accounts for a portion of this time, but not all. All of the hours off-line in run through
service should be included in “Utilized” hours, because their inability to be utilized by BNSF
is off-set by the provision of substitute locomotives by the other railroad and/or payments to
BNSF.

*+  The “Non-Utilized” category includes elements that by their identification show that the
locomotives have been released by the shop and are available for service, but not assigned
to a specific train while other locomotives are available in the yard but not assigned to a train.
There also appears to be some overlap or duplication of time between certain categories.’”
The categories MERS-WOAS (“Shop Release to Work Order Assign”) and MERS-TD
(“Shop Release to Train Departure™), and the categories TA-WOAS (“Train Arrival to Work
Order Assign”) and TA-TD (“Train Arrival to Train Departure”) could have duplication
except for the time between WOAS (“Work Order Assign”) and TD (“Train Departure”).
However, the WOAS-TD (“Work Order Assign to Train Departure”) time is included by
BNSF as a category under “Utilized.” The “Non-Utilized” category of time does not appear
to include any time when the locomotive is not available for service except for the TA-
MESH (“Train Arrival to Mechanical Shop”) activity. In addition to the procedural
shortcomings identified above, BNSF’s calculation of its spare margin includes data errors.
The “Hours Utilized”for January 2002 exceed both the “Hours Available” and “Total
Measurable” hours. Since the hours utilized are a subset of both of these categories, it is
impossible for them to be greater than either category.’®

On July 25,2003, Otter Tail served BNSF with its first request for workpapers. This request
focused on additional support for BNSF’s calculation of its locomotive spare margin. BNSF’s
response did not provide any additional information that would support or explain its procedures.>

In summary, the BNSF spare margin study is flawed in-many ways and should be rejected.

Otter Tail utilized the methodology adopted by the Board in TMPA to derive its

1 See BNSF.OP.WP.I1.A-0028.
5% See BNSF.OP.WP.IL.A-0030.

=€e¢
5% See BNSF’s Responses to Complainant’s First Request for Workpapers, dated August 11, 2003.
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margins for the locomotives actually used to provide Otter Tail train service. The Board should
adopt Otter Tail’s spare margin for 2002 and spare margin in 2003 as the better evidence
of record.

(c) Otter Tail’s Development of its Spare Margins

Through the use of these contracts provided to Otter Tail in discovery, Otter Tail developed
a separate spare margin for SD70 MAC locomotives, GP60M locomotives, C44-9W locomotives,
C40-8W locomotives, and SD75M locomotives.*” Otter Tail used a spare margin for all BNSF
locomotives used to provide Otter Tail service that are not covered by specific maintenance
contracts. Weighting the spare margin requirement for each locomotive contract based on the hours
of usage for units included under that contract in Otter Tail service, Otter Tail developed composite
spare margins of that it believes are appropriate for use in this
proceeding.

Otter Tail’s method and result are both consistent with the Board’s ruling at page 58 of the
recent TMPA decision that a 5% spare margin requirement is appropriate for the BNSF SD70MACs
used to provide the service at issue in that case, based on a 95% availability guarantee in the
locomotive contract between BNSF and EMD. Otter Tail has used this same basis to calculate the
spare margin requirement for the SD70MACs used in Otter Tail service in the instant proceeding as
well as the contractual guaranteed availability percentages for the other types of locomotives used

in the Otter Tail service.

/ . .« . . . -
A summary of the maintenance provisions of these agreements as they pertain to calculation of the spare margin

is provided in Otter Tail’s Opening Exhibit I{-A-5.

See Otter Tail’s Opening Exhibit [I-A-5 and Otter Tail’s Opening electronic workpaper files “Loco Maint
OTP.123” and “Loco Maint OTP-2003.123.”

61/

II-A-31



(d) Special Study of Locomeotive Capital Costs

There are two issues related to the locomotive lease cost included by BNSF in their calculation
of locomotive capital. First, BNSF has based the average lease cost on only those locomotives
identified in the Alliance Pool that actually moved in Otter Tail trains. Second, the annual lease cost
was calculated at the annual average of the lease payments made over the life of the lease.

Otter Tail showed earlier that BNSF erred by using only the owned and leased locomotives of
specific types that actually moved in Otter Tail trains as opposed to all the owned and leased
locomotives of that type included in the Alliance Pool. A corollary dysfunction of using only
specific locomotives rather than specific locomotive types is shown in the computation of
locomotive capital costs. The computation of the locomotive capital cost is impacted by the relative
proportion of locomotives leased versus owned. BNSF’s computationresulted in a disproportionate
share of the total locomotives being classified as owned in the locomotive capital calculation
whereas the proportion of leased/owned locomotives of that type in the Alliance Pool is vastly
different.

BNSF used the wrong lease costs for leased locomotives. WPL rejected the railroad’s
calculation of lease costs “...based on the average lease rate over the life of the lease agreement...”
(WPL, page 57). In the instant proceeding, BNSF has also based its lease costs on the average lease
rate over the life of the lease agreement, the exact procedure rejected by the Board in WPL. WPL
rejected that method stating thét the lease rates should be for the time period being costed, not the
average over the life of the lease because that average “...would likely produce a different lease cost

from that actually incurred ...” during the time period being costed. (WPL, page 58)
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BNSF goes on to try to convince the Board to overturn its WPL ruling stating that its treatment
is consistent with how it accounts for leases and that treatment makes BNSF’s treatment consistent
with URCS. However, neither BNSF nor Otter Tail used URCS for the determination of this cost
component. Both parties eliminated the URCS measurement of this cost and substituted its own
“Special Study” estimate of the cost.

BNSF further rationalizes its use of the average annual lease cost over the life of the lease by
citing three leases in their workpapers that had uneven lease payments over their lives. (BNSF
Opening, pagesI1-49 to [[-50 and BNSF.OP.WP.A-0043-45). However, those cited lease payments
are extreme examples and are not representative of BNSF’s lease payments based on the BNSF
leases provided to Otter Tail in discovery. Lease payment schedules included in Otter Tail work

papers, Complainant’s Opening Evidence, Volume III - Workpapers, pages 340 through 386, reveal

The Board should select Otter Tail’s locomotive capital costs as the best evidence of record
because 1) BNSF did not include the correct locomotives in its capital cost computations, 2) BNSF

used an invalid spare margin, and 3) BNSF erred by using a lease cost averaged over the life of the
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lease agreement rather than the lease cost actually being incurred during the time period being

costed.

(e) BNSFK’s Procedural Errors

In addition to the differences between Otter Tail and BNSF discussed above, there are two
areas of procedural errors that relate to BNSF’s calculation of locomotive capital costs. These are
(1) the number of locomotives included in their calculations and (2) the time frame used in
calculating the locomotive capital costs.

Regarding the first procedural error category, both Otter Tail and BNSF calculated the
locomotive hours for individual units in Otter Tail trains using the BNSF’s train movement data for
2002. Otter Tail included 128 different locomotives in its calculation of locomotive hours in 2002
for Otter Tail trains. BNSF has based its locomotive capital inputs on 100 different locomotives.®”

Using the first quarter of 2002 as an example, Otter Tail includes hours associated with 42 different
locomotives while BNSF only shows hours for 31 locomotives.

All locomotives included in BNSF’s train movement data are used by Otter Tail to calculate
the average locomotives per train. Otter Tail’s calculation of the average locomotives per train was
accepted by BNSF during the technical conferences. The capital factors applied to the average
locomotives per train have to be based on the same universe of locomotives. There is no apparent
reason why BNSF omitted the hours of certain locomotives from the locomotive capital calculations.
The BNSF locomotives included in Otter Tail’s development of locomotive capital costs are more
accurate.

Regarding the second procedural error category, Otter Tail calculated its investment data

62 See BNSF’s Opening electronic workpaper “Big Stone Trains 2002.xls”, Tab “Total Locomotives Use”.
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separately for each quarter in 2002. The locomotive hours extracted from BNSF’s train movement
file were summed by locomotive type for each quarter of 2002. The hours for each type were applied
to the average investment and age for that particular type of locomotive to calculate the weighted
average for the types used in Otter Tail trains during each quarter.

In contrast, BNSF has computed its locomotive investment based on the locomotives for which
they calculated locomotive hours from the train movement data. The investment and age of the
owned units and the lease cost were weighted based on the total locomotive hours, in Otter Tail
trains during 2002 as calculated by BNSF. Otter Tail calculated sepérate capital inputs for each
quarter, but BNSF calculated a single average investment, age and lease cost for 2002. BNSF then
increased the age from the first quarter by .25 years each succeeding quarter of the year.

iv. Roadwayv Maintenance (MOW including Joint Facilities)

In its Opening Evidence, Otter Tail developed variable maintenance-of-way (“MOW?”) costs
for BNSF’s Big Stone coal movement using actual maintenance of way data provided by BNSF in
discovery. See Otter Tail Op. at II-A-22 to 26. In their Opening Evidence, on the other hand, BNSF
used system average MOW costs. Table II-A-13 and Exhibit II-A-22, page 1 of 23, line 6c., show
that MOW cost differences account 14.2% of the total difference in
variable costs between the parties. The STB should adopt Otter Tail’s development of actual
maintenance of way costs as demonstrably superior to BNSF’s system average and as the better
evidence of record.

v.  Crew Wages
Otter Tail’s Opening Evidence presented the calculated crew wage expenses associated with

the movement of unit coal trains to Big Stone Station. Crew Wages were addressed in Otter Tail’s
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Opening Narrative at pages II-A-32 through I[I-A-34 and Exhibit II-A-6. BNSF addressed Opening
Evidence crew wage calculations at pages I1-45 through II-47.
The crew wage expenses presented by BNSF in Opening are overstated, differing from those

developed by Otter Tail by between 1% and 5%, as is shown in Table 14 below:

Table 14
Opening Evidence - Special Study Crew
Wages Otter Tail Power Unit Coal Trains From
the PRB to Big Stone, SD, by Mine! and Quarter

Otter Tail ¥ BNSF ¥ - Difference Percent
¢y )] ) 48 (%)

Belle Ayr
2002Q1
2002 Q2
2002Q3
2002Q4
Eagle Butte
2002Q1
2002Q2
2002Q3
2002Q4

= Although BNSF did provide payroll data for trains originating at Caballo Rojo
and Cordero mines, they presented no associated cost evidence.

= See Otter Tail Opening Evidence Electronic workpaper “Open-Wages
Summary.123”.

= See BNSF Opening Evidence Electronic workpaper “BNSF-02-T&E-ADJ.123".

A comparison of the special study crew wage expenses calculated by Otter Tail in Opening

Evidence to those presented by the BNSF identified five areas of discrepancy:

(a) Non-Train Related Mark-Up Percent - The methodology utilized by BNSF to develop the non-
train related mark-up percent is fundamentally flawed, yielding dramatically skewed results.
The error in this computation impacts all crew wages presented in evidence.
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(d)

©

Road Crews - In Opening, Otter Tail’s detailed analysis of payroll records® and review of the
sample of BNSF Train Activity Reports® uncovered numerous flaws in the payroll data. Otter
Tail’s special study adjusts for these inadequacies. BNSF’s evidence makes no such
adjustments and incorporates inaccurate and/or erroneous data in its calculations.

Helper Crews - BNSF Opening Evidence Electronic workpaper “ottertail.bnsf helper crew
wages xls” contains a technical error, resulting in an erroneous computation of average wages
per helper shift.

Road Switch Crews - BNSF’s calculation is based on general statements by local field
personnel and relies wholly on subjective, unsubstantiated observations, resulting in an
overstatement of these expenses.” In this Reply, Otter Tail has performed a comprehensive
analysis of the sampled BNSF’s Train Activity reports and calculated the wages attributable
to Otter Tail unit coal trains.

Loading Crews - Otter Tail’s allocation of loading crew wages was developed based on
sample Train Activity Reports collected from BNSF at Gillette, WY and is consistent with
BNSF’s description of the loading operation in their Opening Narrative at page II-5. BNSF’s
calculated loading crew wages® do not agree with their described operations.

The five areas of discrepancy are discussed in greater detail below:

(a) Non-Train Related Mark-Up Percent

The underlying premise for calculating the non-train related mark-up percent utilized by both

Otter Tail and BNSF is fundamentally the same. Both Otter Tail and BNSF summarize the wage

payments for all employees working in Otter Tail service, identify each constructive allowance

payment as train related, non-train related and non-taxable, and then calculate the relationship

between the non-train related and train related wages to determine the “mark-up” percent. BNSF,

however, errs in their attempt to further refine this calculation by presenting separate non-train

63/

64/
65/

66/

Data extracted from BNSF/OTP/Tape 132 provided by BNSF in discovery processed by Otter Tail in MS Access
database “OTP FullWages”.

Opening Evidence Hardcopy workpapers Vol. II1, 2 of 6, pg. 937 through 1615.
See BNSF Opening Narrative at page I1-9.
See BNSF Opening Evidence Electronic workpaper “BNSF-02-T&E-ADJ.123".
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related mark-up percents by type of service. Although on the surface this “refinement” appears to
generate more specific results, in fact this methodology is flawed because the wages represented
within each service type calculation are not solely for that service, but rather include wages for all
service types. Specifically, only of the payroll records in the helper service full wages file show
a helper service train symbol, while another of the records show a road service coal train
symbol, and show a loading crew train symbol.®”

Further, BNSF’s methodology fails to adjust for employees who work in more than one type
of service (i.e., all wages for employees who worked in both helper and loading crew service for
Otter Tail trains are included in both the helper crew non-train related mark-up calculation and the
loading crew mark-up calculation).® These employees’ wages are allocated multiple times yielding
vastly different results. In fact, in BNSF’s calculation, over half of the records used to develop the
helper service mark-up percent are also used to calculate the loading crew mark-up percent, and over
85% of the payroll wage records used to calculate the road switch crew service mark-up are also used
in the development of the road crew mark-up.*”

Rather than succeeding in isolating the wages by type of service to refine the mark-up
calculation, this methodology merely shrinks the wage sample on which the mark-up calculation is
based and distorts the results. By segregating the wages, the mark-up percent calculated by the
BNSF for any given occupation code varies drastically by type of service’™. The more accurate

allocation of non-train related wages is based on the methodology, repeatedly accepted by the STB

&7 See Otter Tail Reply Electronic workpaper “Reply-Train Symbols in Full Wages Helper file.xls”.

o8/ See Otter Tail Reply Electronic workpaper “Reply-dupes.xls”, TAB “summary”.
Ibid.

See BNSF Opening Electronic Workpaper “ottertail.bnsf markup 2002 .xls”.

69/

70/
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and utilized by Otter Tail, which calculates the mark-up based on all wages, regardless of type of
service, and includes all wage payments only once, eliminating the possibility of distortion resulting
from the same wages being counted multiple times in different types of service.
Finally, Otter Tail and BNSF differ on the train related and non-train related classification of
11 Constructive Allowance Codes under which wages were paid.”" Any associated adjustments have
been made in this Reply.
(b) Road Crews
Otter Tail’s review of the Train Activity Reports and detailed Otter Tail payroll records™
identified numerous errors in the BNSF payroll system.” Additionally, Otter Tail identified
instances where Otter Tail trains performed work for other BNSF shippers, and adjusted the special
study crew wages accordingly.” BNSF makes no such adjustments to the crew wage data presented
in their Opening.
(¢) Helper Crews
An initial review of BNSF’s Opening evidence showed that, although BNSF and Otter Tail
agreed on the number of helper trips to use in the development of average helper crew wages, the
wage dollars extracted by BNSF from the payroll data exceeded those identified by Otter Tail.
Closer inspection of BNSF’s workpapers revealed that the underlying data used by BNSF agreed

with Otter Tail’s. BNSF’s calculation of average wages, using the Pivot Table function in MS Excel,

7” See Otter Tail Reply Electronic workpaper “Reply-BN CACodes.xls”, TAB “Dif”.

See Otter Tail Opening Evidence Hardcopy workpapers Vol. I, 2 of 6, pg. 937 through 1615, and data extracted
from BNSF/OTP/Tape 132, processed by Otter Tail in MS Access database “OTP FullWages”.

See Otter Tail Opening Electronic workpaper “Open-Avg Road Crew Wages per train.xls”, and Reply Electronic
workpaper “Reply-Avg Road Crew Wages per train.xls”, TAB ,"“4-adjustments”.

72
73/

“ See Otter Tail Opening Electronic workpaper “Open-Avg Road Crew Wages per train.xls”, TABs “6-bmen

adjustment” and “8-sw adjustment”.
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was not updated using the “Refresh” command, and therefore did not agree with the underlying
data.”™

(d) Road Switch Crew

Otter Tail has performed a comprehensive analysis of the sampled BNSF’s Train Activity
reports and calculated the road switch crew wages attributable to Otter Tail unit coal trains.” Otter
Tail’s analysis is based on a sample of Train Activity Reports for train RTW1890, examined to

determine whether it did any work for Otter Tail coal trains.””

Otter Tail applied the average hours
spent by this train on Otter Tail activity to the average road switch crew hourly wage to develop the
amount allocated to Otter Tail trains.

BNSF’s Opening Evidence Narrative at page II-9 to 1I-10 describes their allocation of road
switch crew wages to Otter Tail unit coal trains. As noted earlier, BNSF’s calculation is based on
general statements by local field personnel and relies wholly on subjective, unsubstantiated
observations, resulting in an overstatement of these expenses.

(e) Loading Crews

In Opening, Otter Tail identified an error in the BNSF payroll system related to loading crew
wages. BNSE’s payroll system erroneously pays it’s three-man loading crews CA Code 32-Reduced

Crew Allowance when, in fact, these are not reduced crews. Otter Tail adjusted the conductor and

brakeman wages accordingly.” BNSF makes no such adjustment, thereby overstating the average

! See BNSF Opening Electronic workpaper “ottertail.bnsf helper crew wages.xIs”

e See Otter Tail Reply Electronic workpaper “Reply-Avg Rd Sw Wages.xls” and Reply Workpapers, pp. 4918-4952.

77

78 See Otter Tail Opening Electronic workpaper “Open-Avg Loading Crew Wages.xls”.
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loading crew wages per shift. Also, BNSF includes direct costs for the third party loading crews at
Eagle Butte. These costs are captured in the BNSF Annual Report Form R-1 on lines 402 and 403
under purchased services, and therefore captured in the Special Study Ratio applied to all wages.””
To avoid double counting, Otter Tail has not included these direct costs.

vi. Switching

Switching costs were addressed in Otter Tail’s Opening Narrative at page II-A-38 and at pages
2,3,and 4 of 12 of each of Exhibits II- A-7 through I1-A-18. BNSF covered switching at pages I1-31
through I1-43 of its Opening Narrative.

Exhibit [I-A-22, page 1 0f 23, Lines 3, 4, and 5 compare Otter Tail’s Opening Switching costs
for the three switching cost categories with BNSF’s Opening estimates. Column (16) of that Exhibit
shows that the total difference between the parties is

Table IT-A-13 shows that Switching cost differences between Otter Tail and BNSF contribute
0.2% of the total cost difference. Column (5) through Column (15) of Exhibit II-A-22, Lines 3, 4,
and 5 detail the factors causing or contributing to this difference.

Both parties broke Switching by Road Locos (SEM) - Yard into three categories: 1) Road Sw-
Yd by Otter Tail Crews excluding crew wages and locomotive investment (each of which is included
in costs directly on a special study basis); 2) Road Sw - Yd by Road Switch Crews including wages
and locomotive investment; and 3) Road Sw - Yd by Other Road Crews including system average

crew wages and locomotive investment. The number of switching minutes applied to each of these

i See Otter Tail Reply Electronic workpaper “Reply-Wages Summary.xls”, TAB “SpStudy”.
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categories was the same for both parties.*” The remaining minor cost difference arises because
BNSF used too few years of normalization in its development of the Switch Engine Minute unit
cost.BY

Because of the BNSF normalization error, the Board should adopt Otter Tail’s switching costs

as the best evidence of record.

vii. Other Costs (including Helper Service Costs)

For several other cost factors, Otter Tail and BNSF agreed. These agreed cost categories
include: 1) Carload Originated or Terminated - Clerical; 2) Carload Handling - Other; 3) Fuel; and
4) Train Mile Expense Other Than Crew. For still other cost categories, both parties agreed that the
cost categories had 0 costs as follows: 1) SEM Yard; 2) SEM - Road Locos - Yard Track; 3)
Operating Expense for Railroad Cars; 4) Railroad Car Ownership; and 5) Joint Facilities.

There are four (4) other areas in which Otter Tail’s variable cost calculations differ from those
submitted on behalf of BNSF:

(a) Carloads Originated and Terminated;
(b) Lossand Damage;
(¢) End-of-Train-Device; and

(d) Helper Service Cost.

8/ At the Technical Conference, the parties agreed on total switching minutes of minutes calculated as being

between the Otter Tail’s Opening and BNSF’s Opening switching minutes. of the difference between the
parties switching minutes were added to Otter Tail’s Opening minutes.

8/ BNSF used 2 years normalization for many operations expenses that call for 3 or 5 year normalizations in the

development of the Switch Engine Minute unit costs. See BNSF Opening electronic file “BNSF-02-
SwitchSplit. 123”.
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Each of these items is discussed below.
(a) Carloads Originated and Terminated

In their Opening Evidence, the parties used the same procedures to develop station clerical
expenses. See Otter Tail Op. at II-A-37; BNSF Op. at II-31. The parties’ use of different indexing
procedures, however, produced a slight cost difference. In its Reply, Otter Tail has revised its 1Q03
index replacing the projected 1Q03 index with the June 2003 AAR Railroad Cost Index, discussed
infra.

(b) Loss and Damage

Loss and Damage costs were addressed in Otter Tail’s Opening Narrative at page I11-A-38-39
and at page 8 of 12 of each of Exhibits II- A-7 through II-A-18 and line 18 of Exhibit II-A-19. BNSF
covered Loss and Damage costs at page I11-48 of its Opening Narrative.

Exhibit II-A-22, page 1 of 23, Line 17, compares Otter Tail’s and BNSF’s Loss and Damage
costs. Column (16) of that Exhibit shows that BNSF’s use of system average Loss and Damage costs
have caused BNSF to overstate these costs by Because Otter
Tail’s costs are based on an analysis of actual Otter Tail loss and damage experience during the years
1999 through 2002 (as provided by BNSF during discovery), the Board should adopt Otter Tail’s
costs as the best evidence of record.

(¢) End-of-Train Device

Exhibit [I-A-22, page 1 of 23, line 16, compares Otter Tail’s and BNSF’s EOTD Ownership
costs. Column (16) of that Exhibit shows that the parties’ cost estimates are essentially the same.
The parties costed Caboose and EOTD expenses using the same procedures. See Otter Tail Op. At

II-A-35; BNSF Op. At II-58. The difference in the parties’ results is the inclusion of certain
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REDACTED

investment elements by Otter Tail that were excluded by BNSF. In addition, there was a large
purchase of EOTD’s in November of 2002. BNSF only included these units in calculations for 4Q02
and 1Q03, whereas, Otter Tail weighted these units in all quarters. In Reply, Otter Tail has used the
same investment criteria as BNSF, and only included the units purchased in November 2002 in the
4Q02 and 1Q03 calculations. Any remaining difference between the parties results from differences
in BNSF’s base data and the data provided to Otter Tail by BNSF in discovery. See Otter Tail Reply.
electronic workpaper file “BNSF 2002 EOTD Reply.123".

(d) Helper Service Cost

Helper Service costs were addressed in Otter Tail’s Opening Narrative at pages II-A-36 and
37 and at page 7 of 12 of each of Exhibits II- A-7 through II-A-18 and lines 10 and 11 of Exhibit II-
A-19. BNSF covered the subject at pages I1-12 and 13 of its Opening Narrative.

ExhibitII-A-22, page 1 of 23, Line 10 compares Otter Tail’s Helper Service costs with BNSF’s

Opening estimates. Column (16) of that exhibit shows that the total difference between the parties

Table II-A-13 shows that Helper Service cost differences between Otter Tail and BNSF
contribute 3.5% of the total cost difference. Columns (5) through Column (15) of Exhibit [I-A-22,
Line 10 detail the factors causing or contributing to these differences. The parties are in agreement
on the number of helper locations. Belle Ayr trains use the Belle Ayr helper; Eagle Butte trains use
the Campbell helper; and all trains to Big Stone gequire use of the Sheridan helper. The primary
factor causing the cost difference between Otter Tail and BNSF is the frequency of using helper
service, and Otter Tail reflected that factor in Column (6) Service Units and Column (12) Special

Study for LUM and Wage expense, respectively. This factor will be discussed below.
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The use of helper services in the railroad industry has declined in recent years as the use of

distributed power (“DP”) has increased. The August 2001 issue of Trains states, “More recently, DP

has replaced or eliminated manned helpers on UP and Burlington Northern Santa Fe in California’s
Tehachapi Mountains, and on the Kansas City Southern across the Ozark Mountains between
Neosho, MO., and Hatton, Ark™.*” Where the requirement to use helpers is marginal, such as at
Logan, DP locomotives make helpers unnecessary.

When helper service is provided, BNSF incurs locomotive and crew wage costs. Otter Tail’s
Number of Locomotives, Helps per Crew Shift, and Round Trip Miles agree with those used by
BNSF and were taken from the same source, BNSF.OP.WP.IL.A-0013-0015, which BNSF provided
to Otter Tail in discovery. However, BNSF has overstated the frequency with which they use the
helper services available at each location. Otter Tail’s Opening Helper Service costs were based on
the frequency of use of helper services as determined from BNSF’s Train Activity Reports.®” Otter
Tail’s analysis of BNSF’s Train Activity Reports shows BNSF’s frequency of use of helper service
is for Belle Ayr helpers and for Campbell helpers. In contrast, BNSF has assumed that
100% of Otter Tail’s trains are helped by either the Belle Ayr or Campbell helper. BNSF’s Opening
Statement offered no evidentiary support for this assumption.

Differences in the crew wage calculation also contribute a small amount of the difference
between the parties” Helper Service costs. Otter Tail’s calculation of helper wages are shown in

Opening Evidence electronic workpaper file “Open-Avg Helper Wages.xls”.

Murray, Tom,“Helpers - Where They Are - Manned Helpers vs. Distributed Power” Trains, August 2001, pp. 54-
55. (See Otter Tail Reply Workpaper, pp. 4906-4917.

See Otter Tail Opening Workpapers Vol. 2 of 6, pp. 937-1615, and Opening electronic file “Open-Gillette
Helper.xls”
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Because BNSF has overstated the frequency of their use of the available helper services, the

Board should adopt Otter Tail’s Helper Service costs as the better evidence of record.
viii. Indices

Otter Tail discusses indexing in Otter Tail Op. at II-A-39, and BNSF discusses the subject in
BNSF Op. at 58-59. In this Reply, Otter Tail has updated its index using the June 2003 AAR
Railroad Cost Index and corrected an error in the base fuel price. Minor differences between Otter
Tail and BNSF indexing is due to rounding and the fact that BNSF used the annual 2002 index as
the base for 1Q02 through 4Q02 and an average of the four quarters as the base for 1Q03. This is
not the methodology that has been accepted by the STB in past cases, which is using the average of
the four quarters for costing within the same year and the annual index which includes adjustments
as the base for indexing to the next year.

ix. BNSF’s Misapplication of the URCS Formula

Otter Tail’s Opening Evidence on variable costs relied upon the STB’s BNSF 2002 URCS
developed in accordance with the methodology prescribed by the ICC in its various URCS rulings
and reaffirmed by the Board in the FMC and WPL decisions. This adherence extended to Otter
Tail’s development of the general overhead ratio for return on investment. Consistent with Board
policy and precedent, Otter Tail included monies recorded in Road Property Account 76 (Interest
During Construction), and excluded monies recorded in Account 90 (Construction Work in
Progress). |

In its Opening Evidence, BNSF based its cost analysis on an URCS formula that BNSF has

adjusted to include costs recorded in Account 90 (“Construction Work in Progress™) and exclude
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costs recorded in Account 76 (“Interest During Construction”), the opposite position historically
relied upon by the STB.

d. Conclusion

As described in this Reply, Otter Tail and BNSF disagree on a number of cost factors that
influence BNSF’s variable cost of providing service for unit coal trains moving to Otter Tail’s Big
Stone Station. Table IT-A-13 supra Section II.A.1.c compared Otter Tail’s cost evidence with that
of BNSF’s opening for the cost categories where the parties’ cost estimate differences were the
greatest. Table [I-A-15 below, restates Otter Tail’s Reply vs BNSF Opening cost differences for

Belle Ayr to Big Stone Station - 1Q02.
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Table II-A-15
Comparison of Otter Tail Reply and BNSF Opening Variable
Costs Belle Ayr to Big Stone Station - 1Q02 - Aluminum Cars
Cost Component Differences of Largest Magnitude ($/Carload) ¥

Otter Tail  BNSF Reply

Cost Component Reply?  Open? v.BNSF % of Total
[¢)) @) [€)) @ )
1. Road Property Capital 44.3%
2. Loco Maintenance 20.0%
3. Loco Capital 15.7%
4. MofW - 42%
5. Helpers 3.5%
6. Crew 1.0%
7. Switching 0.2%
8. Other o e - 1.1%
9. Total 100.0%

Otter Tail’s Reply and BNSF’s Opening costs reflect the agreed traffic and
operating characteristics.

Source: Exhibit II-A-22, page 1 of 23 and electronic file “VC Difs Reply
1Q02 Belle Ayr.123”.

2

As shown in Table II-A-15, above, seven items account for 98.9 percent of the difference
between Otter Tail’s and BNSF’s calculation of variable costs. In aggregate BNSF’s calculation of
variable costs for this sample move produce aresult that is 16.0 percent, or per carload higher

than the variable costs calculated by Otter Tail.
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2. Rate and Resulting R/VC Calculations

Otter Tail’s Opening and Reply results and their impact on the Jurisdictional Threshold and

R/VC ratios for Belle Ayr 1Q02 are shown in Table II-A-16 below.*¥

Table I1-A-16

Comparison Of Otter Tail’s Opening And Reply Calculation Of
BNSF’s Variable Costs And Jurisdictional Threshold For The

Movement Of Coal From Belle Ayr To Big Stone Station — 1002

Time Period

M
A. Rate per Ton
B. Variable Cost per Ton
C. Jurisdictional Threshold per Ton

D. Revenue to Variable Cost Ratios

1=

Column (3) - Column (2).

Opening  Reply Difference
&) 3) G
$13.49 $13.49 $0.00
$4.72 $5.00 $0.28
$8.50 $9.00 $0.50
286% 270% (16%)

v

Table II-A-17 below summarizes Otter Tail’s Reply restatement of its evidence regarding

variable costs per ton, and the resulting revenue-variable cost ratios, for the 1Q02 through 1Q03 time

periods for all subject movements.
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The Opening variable costs shown in Table 16 are supported in Otter Tail Opening electronic file “VC Otter Tail
Opening.123”. The Reply variable costs are supported in Otter Tail Reply electronic file “VC Otter Tail




_(_ zuarter
O]

1Q02

2Q02

3Q02

4Q02

1Q03

Table II-A-17
Summary of Otter Tail’s Reply Rates, Variable Costs,
Jurisdictionsl Threshold, and Revenue/Variable Cost Ratios

Origin

@

Belle Ayr
Eagle Butte
Belle Ayr
Eagle Butte
Belle Ayr
Eagle Butte
Belle Ayr
Eagle Butte
Cordero
Caballo Rojo
Belle Ayr
Eagle Butte
Buckskin
Rawhide
Dry Fork
Fort Union
Clovis Point
Caballo
Cordero
Caballo Rojo
Coal Creek
Jacobs Ranch
Black Thunder

Rate
Tvoe of Cars Per Ton ¥
(3) C))
Aluminum $13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.49
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76
Aluminum 13.76

Common Carrier Pricing Authority BNSF 90062 and 90062-A.
See Otter Tail Reply electronic file “vc Otter Tail Reply.123".
Column (5) x 180%.

Var Cost
Per Ton ¥

®

$5.00
4.87
5.04
4.95
5.04
498
5.14
5.00
5.29
5.00
5.39
5.39
523
5.22
5.22
5.21
5.20
5.26
5.47
5.17
5.26
5.36
543

$9.00
8.77
9.07
8.91
9.07
8.96
9.25
9.00
9.52
9.00
9.70
9.70
9.41
9.40
9.40
9.38
9.36
9.47
9.85
9.31
9.47
9.65
9.77

R/VC
RRatio
(6)

270%
277%
268%
273%
268%
271%
262%
270%
255%
270%
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Table 17 shows that the common carrier rate at issue in this proceeding exceeds the 180%
jurisdictional threshold set forth in 49 U.S.C. § 10707(d)(1)(A). The Board’s jurisdiction to
adjudicate the reasonableness of the rate established in BNSF’s Pricing Authority No. 90062 and
90062-A clearly is established, as is BNSF’s significant overstatements of its variable cost of
providing service from the PRB to the Big Stone Station.

3. Other

a. BNSF’s “Need For Revenues” Under 49 U.S.C. §§10704(2)(2) and 10704(d)(2),
Has Little To Do With BNSF’s Overall Financial Health

As presented in its opening section [,* BNSF’s arguments based on its “need for revenues”
under 49 U.S.C. §§10704(a)(2) and 10701(d)(2) are immaterial to a SAC determination of the
maximum reasonable rates that BNSF can charge for transportation of coal from the PRB to the Big
Stone Station. BNSF claims that its narrative demonstrates that the “challenged rates are well within
the range of differential prices that is both permitted and expected under the Coal Rate Guidelines”
because “Congress, the ICC and the Board have all recognized that railroads must be permitted to
engage in differential pricing if they are to achieve and sustain revenue adequacy.”® BNSF goes to
great lengths to continuously reference and argue its interpretation of the Guidelines and its
definition of revenue adequacy in an attempt to justify its monopolistic position and rates. The fact

of the matter is that BNSF's financial position is sound and continually improving.

8/ BNSF Opening, p. I-6.

%/ BNSF Opening, p. I-3 and [-4.
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(1) BNSF Is Not Revenue Inadequate From a Financial Market Perspective

BNSF attempts to portray itself as falling under the Guidelines’ revenue “inadequacy” umbrella
although a truer reflection of BNSF’s financial health can be found in the capital markets’ reactions
to BNSF, and BNSF’s expansions of its services and facilities.

(a) BNSF’s Equity Has Outperformed The Market As A Whole

A primary indicator of a company’s economic health is its stock price relative to stock prices
in general. A company’s stock price reflects the market’s expectations as to future earnings and,
therefore, is‘a forward-looking indicator of a company’s relative financial health. Otter Tail Exhibit
1I-A-29 shows that the market believes, based on the BNSF’s stock price, that the railroad is
financially sound.

Page 1 of Exhibit II-A-29 shows that over the last three years, the total return on BNSF stock
has increased by nearly 32% while the return on the Standard & Poor’s Composite Index (“S&P
500”) has declined by nearly 30%.8” This indicates that the market views the future of BNSF as very
strong. The optimism of the market is not new. As shown on Page 2 of Exhibit II-A-29, the BNSF,
and its predecessor firms have realized retumns on their stock that are over three times that of the
market has as a whole over the last 20 years. Clearly, the market has had a positive view of BNSF’s

health for quite some time.

5 The S&P 500 represents a portfolio of company stocks of 500 large firms. Because of its large size and diversity,

its returns are commonly used to reflect the returns on the equity market as a whole.
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(b) BNSF’s Debt Rating Has Risen Since The BN and ATSF Merger

The capital market’s view of a company’s financial health can also be judged from the ratings
given by rating companies such as Moody’s and Standard & Poor’s to a company’s traded debt.
Bond ratings are judgments about firm’s financial and business prospects, and as such, they provide
a clear measure of the economic community’s opinion about the firm. Once a bond rating company
like Standard & Poor’s rates a bond, the rating is not changed unless there is a significant shift in the
company’s financing or prospects. Any change in a bond’s rating is therefore significant.

Since the close of the merger between BN and ATSF, BNSF has seen the ratings of its bonds
improve, signaling the financial community’s positive assessment of the company’s health. In
December, 1998, Standard & Poor increased its rating of BNSF debt from BBB, a low level
investment-grade rating, to BBB+, a higher investment-grade rating, which is where it stands
today.® While the change may appear to be minor, it signaled a positive shift in Standard & Poor’s
overall assessment of BNSF’s well being. Generally, bonds with a Standard & Poor’s rating of BBB
are deemed to be “adequate” in terms of their capacity to pay interest and repay capital in the

future,”” while bonds rated BBB+ are deemed to be “good” in their perceived ability to pay interest

8 The two predecessors to BNSF i.e., Burlington Northern Railroad Company (“BN™) and Atchison, Topeka and

Santa Fe Railway Company (“ATSF”).

Rating companies assign bonds one of nine primary ratings. Bonds rated AAA, AA, A and BBB by Standard &
Poor’s are considered investment grade bonds. Bonds rated BB, B, CCC, CC and C by Standard & Poor’s are non-
investment grade or “junk bonds,” and are considered speculative in nature. Commercial banks, pension funds, and
other financial institutions are not allowed to invest in bonds unless they are investment grade. Within each primary
rating, Standard & Poor’s will also provide further stratification by providing a secondary rating of positive (+) or
negative (-). See Otter Tail Reply Workpapers Vol. 1, pp. 4953-4956.

In comparison, junk bonds at best offer a moderate level of protection of interest and capital, and therefore are not
well safeguarded during good and bad times in the future.

89/
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and repay capital, and represent a positive shift in the issuing company’s financial prospects.’"
(¢) The BNSF Has Had No Difficulty Raising Capital
For a capital-intensive industry like rail transportation, it is crucial that there be willing lenders
and stockholders who will help finance expansion and necessary capital improvements.®” BNSF has
plentiful sources of capital for its needed improvements.
In its 2002 SEC 10-K filing, BNSF stated that it has had no trouble obtaining financing when

needed:

For 2003 and the foreseeable future, the Company expects that
cash from operating activities, access to capital markets and bank
revolving credit agreements will be sufficient to enable the
Company to meet its obligations when due. The Company
believes these sources of funds will also be sufficient to fund
capital additions that are necessary to maintain its competitiveness
and position the Company for future revenue growth.””

BNSF Chief Executive Officer Matthew Rose recently echoed the sentiments found in the 10-K
filing. He remarked that BNSF has good access to the CP (commercial paper) markets and that “we

review our capitalization regularly with our board” in order to find the “optimal cost of capital.”®

These statements by Mr. Rose reveal that BNSF has little difficulty obtaining required capital to fund

*V" See Otter Tail Reply Workpapers Vol. 1, pp. 4957-4961.

See 49 U.S.C. §10704(a)(2)(B).
BNSF 2002 Form 10K, at 18. See Otter Tail Reply Workpapers Vol. 1, p- 4965.

Statement of BNSF Chief Executive Officer, Chairman and President Matthew K. Rose in his address to Duetsch
Bank Securities, Inc.’s 13" Annual Global Transportation Conference on February 12, 2003.

92/
93/

94/
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its investments. In fact, Mr. Rose confidently stated that BNSF is “very happy” with its current
capital position.”

An indication of BNSF’s overall financial health is that its primary source of capital has been
its own internally generated funds. Since 1996, BNSF has expended over $12.6 billion in capital
projects on various investments.’” During this time, BNSF’s long term debt increased by only $2.1
billion, while BNSF issued no new equity.?” This indicates that BNSF relied primarily on internally
generated cash to fund its capital expenditures. From a financial management perspective, this fact
is very telling. Asa general rule, companies that fund investment through internally generated funds
are more financially sound and profitable than firms that use other sources of capital.” BNSF’s use
of internally generated cash to fund its capital projects is a sure sign that the railroad is in a very
strong financial position and continues to get stronger.””

Even if BNSF were to shift its capital structure and turn to more external sources of capital,
indications point to the fact that BNSF could easily do so given its low level of debt compared to

other railroad companies. In the first quarter of 2003, BNSF had a Long Term Debt to Equity ratio

% 4.

%' Otter Tail Reply electronic workpaper “Cap Ex Analysis.xls.”

Otter Tail Reply Workpapers Vol. 1, pp. 4966-4969. In fact, as will be discussed later in this section, BNSF did
Just the opposite and repurchased its stock from the marketplace.

9

o8 Publically traded companies typically fund corporate investment in one of, or a combination of three ways: 1)

through retaining cash generated from operating activities; 2) through issuances of stock in the equity market;
and/or, 3) through assuming debt. Less profitable firms which do not generate enough internal funds will first look
to the debt market to pay for investments . Only as a last resort will companies issue additional equity to fund
investment. See Otter Tail Reply Workpapers Vol. 1, pp- 4991-4992.

BNSF’s use of internally generated cash to fund capital expenditures also highlights the shortcomings of the STB’s
revenue adequacy determination. As shown in Otter Tail Reply electronic workpaper “Cap Ex Analysis.xls,” over
the 7-year period between 1996 and 2002, BNSF spent over $12.6 billion in capital projects funded mainly by its
own internally generated cash. During this same time period, the STB found the BNSF to be revenue inadequate
in each of the seven years.
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0f 0.8, lower than the industry average of 0.9, and only slightly higher than the market as a whole.
Even more telling is that BNSF has a lower Long Term Debt to Total Capitalization ratio than all
other U.S. based Class I railroads except the Norfolk Southern Railway.'*"
(d)  Analysts Are Upbeat About BNSF and the Railroad Industry

Despite the weak and uncertain economy, the rail industry is doing well and has a promising
future. Analysts agree: profits are strong, business is steady, and the use of technology continues to
increase efficiency. Just this year, transportation analyst Anthony Hatch reminded investors that
railroads have continued to earn healthy profits during this economic downturn. ' In fact Mr. Hatch
states that investors should seriously consider the dramatic upside potential of rail stocks: “the
successes that railroads have had even in this uneven recovery gives me confidence that when the
economy bounces back, the railroads’ earnings will be an exciting place to be, for investors - my
constituency - and customers.”'® Hatch mentions several reasons for the railroads’ successes,
including labor peace, better than ever service, and increasing market share.'®”

Similarly, Standard & Poor’s transportation sector analyst Jim Corridore maintains that the
“long-term outlook for railroads is favorable.”""" He believes that the industry’s core traffic will

increase at least as fast as the economy over the next decade and that margins can be expanded by

19 Multex Fundamentals/ProVestor Plus Company Report, issued March 25,2003. See Otter Tail Reply Workpapers

at Vol. 1, pp. 4979-4980.

Standard & Poor’s Stock Report For the BNSF, issued March 22, 2003. Otter Tail Reply Workpapers Vol. 1, p.
4981.

Anthony Hatch, On Track for Improvement, THE JOURNAL OF COMMERCE at 92 (Jan. 2003). Otter Tail Reply
Workpapers Vol. 1, pp. 4976-4978.

Hatch, at 92.
Hatch, at 93.

Jim Corridore, Sub-Industry Outlook, STANDARD & POOR’S STOCK REPORTS (Feb. 1, 2003). Otter Tail Reply
Workpapers Vol. 1, p. 4982.

o1/

10
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104/
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“eliminating wasteful labor practices and applying technology in equipment and information
management.” %/

(2) BNSF Does Not Behave Like a Revenue Inadequate Company

As noted above, the recent leveling off of BNSF capital expenditures is due to the final
completion of capital projects brought about by the BN and ATSF merger, and not because BNSF
is revenue inadequate. BNSF continues to invest in new properties and services, and to pursue a
capital structure indicative of a financially healthy firm.

(a) BNSF’s Capital Expenditures Are Above Historic Spending Levels
As discussed above, BNSF’s capital spending, on an inflation adjusted basis, has been 26%

higher in the last three years than it was for 15 years preceding the merger. Between 1981 and 1995,
the combined BN and ATSF expended an average $519.6 million per year on capital projects on a
real dollar basis.'”” However, since 2000, BNSF’s capital expenditures have averaged over $653

million per year on a real dollar basis.'® BNSF has continued to invest in itself at levels well above

what it did before the merger, even on an inflation-adjusted basis.'®”

106/ Ld_

197" Otter Tail Reply electronic workpaper “Cap Ex Analysis.xls,” worksheet “Cap Ex,” cell V21.

Id. cell V28.

In fact, BNSF’s growth in capital expenditures is another sign of the company’s financial health. As a matter of
basic financial principle, a company should only invest in a project if that project will generate a sufficient risk-
adjusted return. To apply this principle to actual practice, large companies will set a threshold return on investment
(“ROTI"} level on which potential projects are judged. Departments or committees within the company will then
judge the individual projects against the threshold level ROI, and if above the required ROI, will recommend
projects to senior management. Each year, BNSF makes hundred of millions, if not billions, of dollars in capital
expenditures based on these recommendations. The BNSF continues to make these investments even though the
company has been declared revenue inadequate under the STB’s guidelines. In actuality a truly revenue inadequate
company would not make these expenditures, since, from a financial perspective, they could generate higher returns
elsewhere.

108/
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(b) BNSF Continues to Grow Its Properties and Business

In Guidelines, the ICC said that a healthy railroad, one earning adequate revenues, is able to
“maintain, replace, modernize, and, where appropriate, expand its facilities and services.”!!%
Numerous developments in the last few years show that BNSF is engaged in significant
modernization and expansion of its transportation infrastructure.

In 2002, BNSF expanded and modernized its infrastructure in several ways. BNSF laid 685
new miles of track, inserted 2,248,000 new rail ties, and resurfaced 12,499 miles of track as part of
its railway maintenance program."'" BNSF has also just completed a new intermodal facility in the
Chicago area, and expanded its intermodal capacity in the Los Angeles area by converting its
automotive facility at Commerce, CA into an intermodal facility with a capacity of 180,000 lifts a
year.""” Finally, BNSF is benefitting from, and indirectly paying for through user fees, the new
Alameda Corridor in Los Angeles. Overall, BNSF states in its most recent annual report to
shareholders that BNSF has sufficient access to the funds necessary to maintain its competitiveness
and position itself for future revenue growth.'”

BNSF is also offering new products and services to its customers. For example, BNSF was
the first railroad to offer 100% guaranteed on-time intermodal service.'"” For a premium price,
BNSF offers a guaranteed arrival time between selected cities; the full transportation price will be

refunded if the shipment arrives late. Recently, BNSF also became the first railroad to offer a similar

N0 coal Rate Guidelines, 1 I.C.C. 2d at 535.

BNSF 2002 10K, at p. 3. Otter Tail Reply Workpapers Vol. 1, p. 4963.

BNSF 2002 Annual Report, at pp. ii and ii. Otter Tail Reply Workpapers Vol. 1, pp. 4974-4975.
BNSF 2002 Form 10K, at p. 18. Otter Tail Reply Workpapers Vol. 1, p. 4965.

BNSF 2002 Annual Report, at p. 2. Otter Tail Reply Workpapers Vol. 1, p. 4973.
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product for carload service."'” This service was so successful that it was expanded to more cities
a few months later.''*

In early 2003, BNSF Chief Financial Officer Thomas Hund asserted that BNSF has been a
technology leader in and outside the transportation industry.!"” As an example, he mentioned the
increasing use of the beltpack, a locomotive control device that allows one person to conduct
locomotive yard switching where two were formerly required.!'¥ Similarly, CEO Matthew Rose
believes that BNSF has taken the lead in conducting business transactions electronically on the
internet.!'”

Mr. Hund and Mr. Rose are not alone in their assessment of BNSF’s technological achievements.
The marketing magazine BfoB put BNSF near the top of its Netmarketing 100, a list of the best
business-to-business websites in marketing effectiveness.'” Several publications in 2001 also
lauded BNSF for its investments in and utilization of internet and e-commerce technology.
Interactive Week ranked BNSF 13" out of 500 top companies for generating the most revenue from
web operations; InfoWorld said that BNSF was one of the top 100 innovators in information

technology; eWeek stated that BNSF was one of the top 500 companies using its website to connect

to customers, suppliers, and partners; and Smart Business listed BNSF as one of the top 50 U.S.

W See BNSF To Offer Indz)stty 's First Guaranteed On-Time Carload Service, press release (Oct. 7, 2002). Otter Tail

Reply Workpapers Vol. 1, pp. 4983-4984.

BNSF Expands Its Guaranteed On-Time Carload Service, press release (Dec. 16, 2002). Otter Tail Reply
Workpapers Vol. 1, p. 4985.

ChiefFinancial Officer Thomas N. Hund, Address at Goldman Sachs 18™ Annual Transportation Conference (Feb.
5,2003).

CFO Hund Address (Feb. 5, 2003).
CEO Rose Address (Feb. 12, 2003).
BNSF 2002 Annual Report, at 2. Otter Tail Reply Workpapers Vol. 1, p. 4973.
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companies using the internet to enhance their business. In all these categorics, BNSF ranked as the
leading U.S. railroad."”?

(c) BNSF’s Dividend Policy Indicates It Expects to be Financially Sound in the
Future

Companies are extremely judicious about the amount, and the frequency of distribution of cash
to their shareholders due to the strong signaling power of dividend distributions. Changes in the
timing and the amount of dividends paid are read by the financial markets as managements’
expectations of fundamental shifts in the future earnings potential of firms. Increasing the amount
of dividends paid usually indicates that a company expects higher future earnings, while decreasing
the amount usually signals lower expected earnings. Because of this strong signaling power,
companies will attempt to smooth dividend distributions, and only change dividend distributions
when they are relatively certain about the direction of their future financial performance.'?

Throughout most of the 1990’s, BNSF steadily paid an annual dividend of 40 cents per
share."” However, in the latter part of the decade, BNSF raised its dividend three times, so that

BNSF now pays 60 cents a share annually."*

In addition, BNSF instituted a stock repurchase
program, which over the last five years, has spent over $3.1 billion repurchasing 24% of its

outstanding shares,'”” distributing an additional $2.2 billion to its shareholders over the last three

21" BNSF 2001 Annual Report, at 6. Otter Tail Reply Workpapers Vol. 1, p. 4971.

Otter Tail Reply Workpapers Vol. 1, pp. 4989-4990.
These figures reflect the fact that BNSF completed a 3-for-1 stock split in 1998.

122/
123
2V BNSF July 17, 2003 press release, stating “a 25 percent increase from its previous quarterly dividend of 12 cents
per share, or an annualized 60 cents per share dividend.” Otter Tail Reply Workpapers Vol 1, p. 4999.

251 BNSF July 22, 2003 press release, stating BNSF repurchased “approximately 120 million shares as of June 30,

2003, at an average price of $25.98 per share.” Otter Tail Reply Workpapers Vol 1, pp. 5000-5002.
II-A-60



years."?” Given the intense capital requirements of the railroad industry, one would not expect the
BNSF to increase its dividend or repurchase its own stock if it required the distributed cash for
needed capital projects. Both the larger dividend distributions and the stock repurchases signal the
confidence BNSF has that its future earnings will be more than capable of funding the company’s
growth.

b.  BNSF’s “Need for Revenues” Does Not Allow It To Charge Confiscatory Rates

The ICC/STB have continuously held that a carrier’s revenue inadequacy under regulatory
standards is not a license to charge monopoly rates. Even though the STB/ICC have found the
BNSF, at a system-wide level, to be revenue inadequate under existing guidelines, this point is
irrelevant to the maximum reasonable rates for service to Otter Tail’s Big Stone Station under the
SAC constraint of CMP.

First, Otter Tail is not contesting rates for the entire BNSF system nor is it contesting rates for
all commodities. Otter Tail is only contesting the unreasonable rates it pays for the movement of
coal from mines in the Powder River Basin to its Big Stone Station in South Dakota. BNSF attempts
to obscure the issue by directing the STB’s attention towards ancillary issues such as the BNSE’s
revenue adequacy, but the fact remains that Otter Tail’s rail rates are unreasonable under the SAC
constraint, which already considers BNSF’s revenue adequacy.

Second, the implicit rates of return on the rates Otter Tail has challenged are extraordinarily

compensatory to BNSF, and represent confiscatory returns typically charged by a monopolist.

126 BNSF 2002 10K, at 17-18. A stock repurchase program is an alternative method for a firm to distribute cash to

their shareholders in lieu of directly paying dividends. Many shareholders prefer stock repurchases over dividend
distributions due to the potentially beneficial tax advantages of stock repurchases. Otter Tail Reply Workpapers
Vol. 1, pp. 4969-4970.
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Specifically, the STB decided that the 2002 railroad cost of capital equaled 9.8 percent.'*” However,
the rates of return implicit in BNSF’s traﬁsportation rates to Otter Tail’s Big Stone Station are over
4 times as high as the railroad industry’s cost of capital. As shown in Exhibit II-A-30, BNSF is
receiving after-tax returns on investment (“ROI”) greater than 40 percent on the rates it established
in Pricing Authority 90062. Given that the railroad industry’s cost of capital is 9.8 percent, these
extraordinarily high rates of return substantially overcompensate BNSF for any transportation
services it provides to Otter Tail, and reflect BNSE’s monopoly position for transportation services
to the Big Stone Station.

c¢. BNSF’s Defense of the Assailed Rates Does Not Address Points Relevant Under
Guidelines

(1) Summary of BNSF’s Rate Justification Argument

Much of BNSF’s opening evidence consists of arguments, theories, and legal interpretations
intended to justify the assailed rates. Among the rate justifications offered in BNSF’s opening
evidence are: its claim that Big Stone is demand-inelastic and is therefore subject to Ramsey
pricing;"?¥ its claim that Otter Tail continues to sell its wholesale generation at “undiminished
levels”'*” despite the transportation rate increases; its claim that the railroad must be allowed to
engage in unfettered differential pricing in order to continue to move low-rated traffic in competitive

130/

markets and cover its fixed costs, " and its claim that the rate increases are actually trivial when

127 Ex Parte No. 558 (Sub-No. 6), Railroad Cost of Capital — 2002, decided June 11, 2003 (“2002 Cost of Capital”)

at page 1. The 2002 decision is the most current cost of capital determination issued by the STB. See Otter Tail
Reply Workpapers Vol. 1, pp. 5003-5012.

See BNSF Opening Evidence, pp. [-4-5 and 11-62.
See BNSF Opening Evidence, pp. I-5 and II-61-62.
See BNSF Opening Evidence, p. [-4.

128/
129/

130/
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viewed in the proper context (i.e. the majority of the increase in delivered fuel cost was caused by
the increase in coal prices as opposed to increased transportation rates).""

(2) BNSF’s Argument Is Irrelevant and Outside the Scope of STB Regulation

Simply stated, BNSF is attempting, in this proceeding, to defend rates on captive coal
movements that earn BNSF excessive revenue. BNSF acknowledges that it has forced rates upon
Big Stone’s captive coal movements that represent enormous mark-ups over its costs, as confirmed
by BNSF’s own variable cost evidence."¥

Unable to minimize the exorbitant revenues earned by BNSF, the railroad has instead chosen
to try and explain them away in its evidence with a string of irrelevant rationalizations. These efforts
to make its pricing seem less predatory actually serve to underscore the fact that the BNSF has no
valid justification for its exploitive and monopolistic prices.

As its rationale for the challenged rates, BNSF has submitted evidence regarding matters such
as Big Stone’s monthly capacity factor calculation, Otter Tail’s “surplus generation” and off-line
power sales, the recent history of delivered fuel costs for Otter Tail coal traffic, BNSF’s revenue
needs and its need to recover unattributable costs from captive shippers. This evidence is unrelated
to the market dominance issues (variable costs, the jurisdictional threshold and the existence of

effective competitive options) that the defendant railroad is to address in its opening evidence under

Ex Parte No. 527 ¥ and the procedural schedule adopted by the Board in this case.

BV gee BNSF Opening Evidence, pp. I-5 and II-71.

BNSF Opening at p. [1-60. Otter Tail maintains that BNSF’s variable cost evidence substantially overstates costs
of service as detailed at p. 48.

132/

133 Ex Parte No. 527, Expedited Procedures for Processing Rail Rate Reasonableness. Exemption and Revocation

Proceedings (Decision served October 1, 1996); see, also, the format for evidentiary presentations set forth in Ex
Parte No. 347 (Sub-No. 3), General procedures for Presenting Evidence in Stand-Alone Cost Rate Cases (Decision
served March 12, 2001) and in particular the Appendix thereto.
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BNSF’s assertion that it should be allowed to charge whatever it wants because Big Stone has
continued to generate and profit from power sold on the wholesale power market despite significant
increases in the delivered cost of coal is clearly outside the scope of STB regulation, and utterly
irrelevant under the Guidelines. It is not the STB’s place to regulate utility power sales. This effort
to establish a connection between the electricity market and rail transportation rates represents an
attempt by BNSF to divert the Board’s attention from that which is at issue in this proceeding.

Inaddition to the out-of-place comparison of Otter Tail’s power sales to BNSF’s rail coal rates,
BNSF claims that most of the increase in delivered fuel costs to Big Stone in 2002 is a result of
increased coal prices rather than increésed rail transportation costs. Asacknowledged by BNSF, coal
prices are not regulated, while rail transportation rates are. The two have no bearing on one-another.
BNSF’s insistence that the delivered cost of coal, and not the coal transportation rate, is the metric
that should be considered by the Board in establishing a maximum reasonable rate is clearly
contradictory to Guidelines. BNSF’s introduction of coal cost to this rate case is arbitrary and clearly
intended to muddy the waters.

BNSF further asserts that because gas and oil are currently more expensive fuels than coal, only
other coal-fired plants are competitive with Big Stone, so Big Stone’s market position as a power
supplier has not been altered as a result of higher delivered coal costs. BNSF believes that Otter
Tail’s continued profit from off-line power sales in the face of rail rate increases provides
Justification for the increases in rates. It seems as though BNSF’s position is that the only entity that
should profit from power sales is the railroad.

BNSF’s Exhibit II-A-5 purports to “demonstrate” that, “...the only generation which can

reasonably be expected to ‘compete’ with the coal-fired units owned by MDU, NWPS, and OTP is
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other coal fired generation.”"** It is curious that BNSF failed to make any assessment of whether
or not Big Stone delivered fuel costs are competitive with those of other coal-fired power plants
located in the same North American Electric Reliability Council (“NERC”) region as Big Stone (the
Mid-continent Area Power Pool, or “MAPP”).

Exhibit II-A-31 is 2 summary of FERC Form-423 data for MAPP power plants, stratified by
captive/competitive transportation status. The exhibit clearly demonstrates that on a miils per ton
mile basis, Big Stone paid 29% more per ton-mile for delivered coal than the average delivered cost
for other utility shippers in the region, and 19% more per ton-mile than the average delivered cost
for other captive MAPP shippers in 2003.

Furthermore, BNSF’s argument that the only relevant fuel cost comparison is to other coal-
burning utilities underscores the importance of the stand-alone cost test in determining reasonable
rates for rail coal transportation, as the stand-alone cost test determines the maximum reasonable rate
for the delivery of coal by rail to a shipper based on the actual demand of that shipper and other
regional rail customers.

A stand-alone cost analysis, which was adopted at the express urging of the railroad industry
as one of the mechanisms to meet railroad revenue needs while protecting shippers from cross-
subsidization and other inefficiencies, along with the jurisdictional threshold, provides the Board’s
definitive and complete answer to how much even a revenue inadequate carrier should be allowed

to engage in differential pricing against a captive coal shipper such as Otter Tail. Guidelines is very

3% BNSF Opening, p. I1-68.

II-A-65




clear on this point: “...[T]he pool of unattributable costs to which the shipper must contribute may
be determined through a stand-alone cost analysis.”""

(3) Coal Rate Guidelines in Proper Context

The differences between the parties views on the purposes and objectives of the Guidelines lie
at the root of this case. In its Opening Evidence, BNSF argues that the Board devised the Guidelines
solely for the purpose of assisting the railroads in achieving revenue adequacy."® BNSF seems to
be saying that if a railroad chooses to move competitive traffic at below-cost rates, the railroad is
entitled to make up all of the revenue shortfall from its most captive shippers. In other words, the
very principles in Guidelines that were created to protect captive shippers may be ignored. This
position essentially relieves the railroad’s of the obligation to operate efficiently and to responsibly
contract for competitive traffic. Under this scenario, BNSF (and other railroads) would not be held
accountable for marketing and operational decisions that serve to spread their resources too thin.

In seeking to justify its excessive rates on the basis of unchecked differential pricing, BNSF
ignores the fact that the Board’s governing rate standards fully account for differential pricing and
revenue needs. In fact, the Guidelines were developed precisely for the purpose of setting a ceiling
onrates paid by arailroad’s “most captive” customers at a level that still provides sufficient revenues
to the rail carrier. Consequently, BNSF’s implication that its need to price differentially somehow
should supersede the existing rate standards is entirely wrong."*” As the ICC noted in its Guidelines

decision:

135 Guidelines, 1 1.C.C. 2d at 547, footnote omitted.

BNSF Opening, p. I-4.
Cf. BNSF Opening. at [-6 (arguing that it would have to charge its demand-inelastic shippers rates that -- on

average -- are equal to 289% of variable costs under the 2002 Revenue Shortfall Allocation Methodology
(“RSAM?”) calculations which are a factor in Non-Coal Guidelines.
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predecessor underscored, “Carriers are not permitted to charge unreasonable rates or immunize

themselves from potential reparation payments merely because they are revenue inadequate ...

understanding that even the most captive shipper should not be forced to cross-subsidize other

traffic, as is evidenced by the following statement that Attorney R. Eden Martin, Esq. submitted on

We are satisfied that CMP is an appropriate regulatory framework
that will meet our dual objectives of providing railroads the real
prospect of attaining revenue adequacy while protecting captive
coal shippers from “monopolistic” pricing practices."

BNSF’s misrepresentation of the purposes of the Guidelines is transparent. As the Board’s

During the proceedings leading to the issuance of the Guidelines, rail carriers emphasized their

behalf of the “Western” rail carriers:

The Commission’s proposed approach (except for the 15 percent constraint
on increases) has everything to recommend it. It comports fully with the
legal standards of the Act and has been sustained by reviewing courts. It
takes into account both costs and demand for service. It promotes
economic efficiency by allowing the needed capital to be raised in
accordance with Ramsey pricing principles -- all prices cover short-term
incremental costs, and the amount of the excess above cost varies inversely
with elasticity of demand -- so that pricing signals and the allocation of
scarce resources reflect, within the revenue-adequacy constraint, the ideal
of the competitive marketplace. And no shipper or group of shippers is
asked to pay rates above the level of costs necessary to serve those shippers
alone -- so that no cross-subsidy is involved ..."*"

138/
139/

140/

Guidelines, 1 1.C.C.2d at 524-25.
See Bituminous Coal -- Hiawatha, Utah to Moapa, Nevada, 6 1.C.C.2d 1, 9 (1989).

See Ex Parte No. 347 (Sub-No. 1), Coal Rate Guidelines. Nationwide, Written Remarks to Accompany the Oral
Argument of Mr. R. Eden Martin on behalf of the Western Railroads, at 52 (October 4, 1984).
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Other carriers offered similar support for the balance struck by the ICC between protecting

captive shippers and maintaining adequate carrier revenues:

Constrained Market Pricing is the only rational means of insuring both the
railroads’ right to cover their total costs and the shippers’ right to be
protected against monopoly prices. These guidelines are simple, and their
implementation will be no more difficult than the traditional process of
determining rate reasonableness in adjudication. Adoption of Constrained
Market Pricing by this Commission will end nearly a century’s effort to
define the meaning of “reasonable rates” and limit the controversy over coal
rates to legitimate disagreements over matters of fact.'*"

Given the fact that differential pricing principles were at the forefront of the ICC’s analysis
during the period in which the Guidelines were developed, and given the fact that the railroads
strongly supported the Commission’s proposed Guidelines, it is clear that differential pricing and
revenue need are not unique to this case. There is nothing about BNSF’s revenue levels, Big Stone’s
degree of captivity, or the excessive level of the monopoly rates at issue in this case that was not
theoretically weighed by the ICC twenty years ago.

(4) The Revenue Shortfall Allocation Method is not Applicable to the Movement at
Issue

BNSF’s assertion that shippers with inelastic demand should pay relatively higher rates than
shippers with elastic demand is not disputed by Otter Tail. However, rates equal to 180% of variable
costs constitute significant contribution to BNSF’s fixed cost recovery. Furthermore, BNSF has
completely ignored the fact that the stand-alone cost test will determine whether the maximum

reasonable rate is above the 180% jurisdictional threshold level. “An important feature of CMP is

1 Id., Supplemental Comments of Five Railroads: Chessie System Railroads, Consolidated Rail Corporation, Norfolk

and Western Railway Company, Seaboard System Railroad, Inc., and Southern Railway System, Written Statement
of Attorney Paul A. Cunningham, Esq., at 36-37 (October 4, 1984).
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that a captive shipper need not bear the costs of any facilities or services from which it derives no
benefit.”!*

In fact, BNSF cites Ex Parte 347 (Sub-No. 2), Rate Guidelines — Non-Coal Proceedings, as
Justification for their claim that rates to Big Stone are reasonable.'*” However, Ex Parte 347 (Sub-
No. 2) clearly states that “CMP... is the preferred procedure for evaluating the reasonableness of
challenged rates” and that Sub No. 2 guidelines are intended to be used by the Board in cases where
CMP guidelines cannot be practicably applied. Such is not the case here.

BNSE’s use of the Board’s RSAM calculations under the Non-Coal Guidelines as purported

Justification for ignoring the stand-alone cost test in this case is fundamentally flawed. BNSF states
that the Board has determined that “BNSF would need to earn average revenues of 289 percent of
its variable cost on traffic that generates revenue in excess of 180% of variable cost in order to cover
all of its costs”.!*¥ This statement is false on several levels. In the first place, the Non-Coal
Guidelines rely on a combination of three revenue to variable cost ratios, each calculated in a
different manner, to determine maximum reasonable rates for non-coal commodities. These include
the RSAM ratio presented by BNSF, the Average Revenue to Variable Cost Ratio>180 (“R/VC™)

and the Revenue to Variable Cost comp (“R/VCcomp”) ratio."” Nowhere in Non-Coal Guidelines

does the Board indicate that use of RSAM by itself is an appropriate measure of rate reasonableness.

12 Guidelines, 1 1.C.C.2d at 528.

BNSF Opening, p. I-6.

BNSF Opening Evidence at I-6 citing Rate Guidelines - Non-Coal Proceedings, STB Ex Parte No. 347 (Sub-No.
2), served April 21, 2003.

R/VC, 4, “measures the average markup actually charged by the defendant carrier on its high-rated traffic (traffic
moving at r/ve percentages above 180).” Ex Parte No. 347 (Sub-No. 2), Rate Guidelines - Non-Coal Proceedings,
1 STB 1004, 1011 (1996). BNSF’s four year average R/VC>180 ratio is 265 percent. The third benchmark
considered by the Board in making a “simplified” rate determination, but not published by the Board annually, is
the R/VC,,,, benchmark, which compares the average R/VC ratio for traffic similar to that of the issue traffic that
have ratios that exceed 180 percent. [d. at 1034.
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Therefore, BNSF’s selective use of only the RSAM ratio is clearly incorrect. Second, even if the

Non-Coal Guidelines had any relevance to this case, the Board has specifically stated that RSAM
presents a range of R/VC ratios, 213% to 289% for BNSF, and that neither the high nor the low
limits of the range are correct and provide merely a starting point for any analysis of the
reasonableness of a non-coal rail rate.'*® Indeed, the Board specifically stated that to use the full
unadjusted RSAM number, as BNSF does in its Opening Evidence, “would overstate the revenues
that should be borne by captive shippers.”"*” As such, BNSF’s claim that the 289% level is a
specific requirement imposed by the STB is overreaching, to say the least.

Finally, the R/VCs produced by the Board’s RSAM determination cannot be used for the

purpose BNSF has attempted in its Opening Evidence, because they are not intended or expected to

present an accurate calculation of a railroad’s costs or a R/VC."*¥ Rather, the Non-Coal Guidelines

16 1d. at 1030.

W14, at 1029. BNSF’s claim finds no support in the Non-Coal Guidelines, and BNSF tellingly cites no authority
whatsoever for this statement. Moreover, the Board publishes carriers’ RSAM markup percentages with and without
an “efficiency adjustment.” The express purpose of publishing an adjusted RSAM is to protect shippers from cross-
subsidizing non-contributory traffic moving below the carrier’s URCS variable costs of service, and to encourage
appropriate railroad management pricing practices. As described by the Board:

Because the statutory objective is for railroads to attain only the level of revenues
that would be adequate ‘under honest, economical, and efficient management,’
RSAM was designed to include a managerial efficiency adjustment. This
adjustment removes all of the revenue shortfall that results from a carrier’s
pricing of any of its traffic below the URCS variable costs of that traffic (the
<100 traffic group). The objective of the adjustment is to relieve captive
shippers from cross-subsidizing any traffic not covering its own (attributable)
costs.

Id. at 1027.

As the annual STB calculation of the unadjusted RSAM does not incorporate the principles of providing for
“honest, economical, and efficient management” and shipper protection from cross-subsidies, it is not an
appropriate benchmark.

14814, at 1008.
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were developed for the purpose of trying to find a simpler, less expensive way than the development
of a stand-alone cost case to assess rate reasonableness in small rate cases. In pursuing this venture,
the Board recognized up front that “any simpler method will be cruder than CMP,” and that
“accuracy must be sacrificed for simplicity.”"*” Moreover, the Board recognized that procedures
other than stand-alone costs “will necessarily be very rough and imprecise.”"” For example, the

R/VC’s under the Non-Coal Guidelines are established using the URCS Phase III costing

methodology unadjusted for any movement specific efficiencies. The URCS Phase III costing
system utilizes generic Ex Parte 290 (Sub-No. 4) adjustments."" By contrast, when developing
variable cost to determine the jurisdictional threshold in a maximum coal rate proceeding, such as
this proceeding, the carrier’s variable costs are based on movement specific costs rather than
generalized adjustments to system average costs.

(5) BNSF’s Demand Analysis Is Flawed and Incomplete

BNSF’s reliance on (1) Big Stone’s alleged status as a demand-inelastic shipper and (2) the
presumption that BNSF has maximized its rates on competitive traffic is based on incomplete
analyses and false assumptions.

First, the analyses BNSF has submitted as support for its claim that Big Stone is demand-

inelastic are inconclusive and based on only five years of data.”” The BNSF’s alleged

149/

Id.
B0 14, at 1021,

151" These include: 1) a 75 percent reduction in origin and destination switching costs; 2) a 50 percent reduction in

interchange switching costs, 3) the elimination of inter/intra-train switching; 4) a 50 percent reduction in railroad
provided car ownership costs a; and, 5) allocation of 75 percent of station clerical costs to the number of cars in
the shipment and 25 percent to the entire shipment.

152 See BNSF Exhibits 1{-A-6 and [1-A-7.
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“demonstration” of Big Stone’s “demand-inelasticity” is thus only a demonstration that in the short-
run Otter Tail did not alter its operating plan in response to increased delivered fuel costs.

In its assessment of Big Stone’s recent coal burn trends, BNSF rightly recognized that Big
Stone is a large generating unit and as such it does not possess the “operational flexibility to shut
down during low load periods, such as some nights and weekends, and still be available for service
during adjacent higher load periods.”* BNSF fails to mention that it is not easy for utilities to
simply shut down large coal-fired plants in response to changes in fuel costs. BNSF offered no
assessment of Big Stone’s long-run demand elasticity vis-a-vis changes in rail coal transportation
rates. In fact, as discussed above, BNSF offers no assessment of historical rail rates to Big Stone,
or of historical rail costs, choosing instead to offer analysis of delivered fuel prices.

BNSF’s assertion that despite significant increases in delivered coal cost in 2002, ... Big Stone
has and still does operate at or close to its maximum capability, and that its operation has not been
diminished due to the change in delivered coal costs™"*" is a misstatement. Not only does it ignore
the fact that there are a myriad of factors (other than fuel cost) influencing a utility’s decision to
generate power, but it also contradicts the short-term trend evident in Mr. Slater’s exhibits. As
depicted in BNSF’s Opening Exhibit II-A-6, Big Stone annual capacity factors decreased from 1999
to 2002, falling ten percent from 2001 to 2002. Over the same time period, delivered coal cost
increased, jumping 25 percent from 2001 to 2002. A graphical comparison of these two trends

clearly show their diverging relationship, as shown in Exhibit [[-A-32.

' BNSF Opening, p. I1-70.

54 BNSF Opening, p. 11-69.
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Mr. Slater also analyzes the forecasted increase in summer peak load for the MAPP region and
the reported planned increases in base load generation capacity. Based on Mr. Slater’s projection
that MAPP power demand will increase more than MAPP base load generating capacity, BNSF
makes the statement that, “There should be no reduction in demand for any surplus coal-fired energy
that Big Stone can produce.”"** This statement does not address the fact that MAPP utilities seeking
to buy power generated off-line can.and will buy power from non-MAPP utilities as well as other
MAPP utilities. In other words, BNSF has completely ignored the supply side of the economic
equation. Therefore any assessment of the demand side is premature.

BNSF presented a summary of Mr. Slater’s analysis of the forecasted increases in Summer
native load and Summer peak generating capacity. As shown in BNSF’s Table IL.A-14, Otter Tail’s
customer demand is projected to increase from 586 MW in 2002 to 649 MW in 2011.7°%' As further
shown in BNSF’s Table II.A-17, Otter Tail’s generating capacity is projected to increase from 638
MW in 2002 to 675 MW in 2011."*” From these figures BNSF concluded that, “Otter Tail Power’s
additions are insufficient to keep pace with projected native load growth,”"** because peak native
load is forecast to increase by 10.8 percent while summer peak generating capacity is forecast to
increase by 5.8 percent. BNSF’s statement is flatly incorrect. In 2002, Otter Tail’s net Summer
power generation surplus is 52 MW (638 MW-586 MW). In 2011 Otter Tail’s net Summer

generation surplus is projected to be 26 MW (675 MW-649 MW). Otter Tail’s additional capacity

155/

BNSF Opening, p. 11-66.
BNSF Opening, p. 11-64.
BNSF Opening, p. I1-67.
BNSF Opening, p. 1I-66.
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is indeed sufficient to keep pace with projected native load growth, as demonstrated by the projected
surplus generation in 2011.

(6) Parties’ Approach to Rate Negotiations

BNSF’s justification for its pricing is based upon its arbitrary notions of revenue adequacy.
In its Opening Evidence, BNSF argues that Big Stone is a demand-inelastic shipper whose traffic
levels will not be affected by BNSF’s rate increases, and as such Otter Tail will continue to operate
Big Stone at near-capacity levels and will sell all generated power despite the recent increases to its
delivered fuel costs. BNSF seems to believe that, because Otter Tail can withstand the rate increases
imposed by BNSF, it should be made to cross-subsidize BNSF traffic groups regardless of whether
or not that traffic shares facilities with Big Stone traffic.

This contention displays a complete disregard of the Guidelines. In promulgating the

Guidelines, the agency stated:

... a benefit of these guidelines is to enable both the shipper and the railroad
to estimate the maximum rate we would prescribe if the matter were brought
to us for adjudication. We believe that this will encourage contract solutions
which (as shown below) may often be more efficient and more beneficial to
both parties than a prescribed rate. "

Otter Tail’s decision to challenge the rates at issue was based on analysis of the Guidelines as
applied to the facts and circumstances of BNSF’s Big Stone coal transportation services. Indeed,
Otter Tail’s preliminary Guidelines analysis were used in its 2001 negotiations with BNSF for a new

contract to replace the expiring one. Although those negotiations proved unsuccessful, Otter Tail

9" Guidelines, 1 1.C.C.2d at 524.
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strongly believes its decision to pursue a rate case will be vindicated by the Board’s decision on the
merits of this proceeding.
d.  BNSF’sDiscussion About the Demand for Transportation at Big Stone Being “Highly
Inelastic” Only Confirms the Obvious: That the Big Stone Station is Captive to BNSF
and Must be Protected from Unfettered Monopoly Pricing

(1) Evidence Presented by Mr. Slater Directly Contradicts Any Notion that Otter Tail
Could Exert Any Leverage over BNSF for Rates at Big Stone

BNSF devotes no fewer than 13 pages of its filing to a detailed explanation by Mr. Slater of
an obvious, irrefutable fact for any captive coal shipper: that the Big Stone Station is wholly
dependent upon BNSF for rail transportation of coal from the PRB. At a minimum, this discussion
erases any doubt the Board might have had that it has jurisdiction to determine the reasonableness
of the rates BNSF charges for coal transportation to the Big Stone Station.

Otter Tail does not dispute Mr. Slater’s conclusions that the Big Stone Station’s demand for
PRB coal transportation is highly inelastic and that BNSF has market dominance over this movement
that it would freely exploit absent the regulatory constraints imposed by Congress and the
Guidelines. However, Otter Tail takes serious issue with the notion that it and its ratepayers have the
capacity or should be required to pay BNSF rates that would exceed the maximum reasonable rates
for this service as established under the stand-alone cost test of the Guidelines.

(2) The Common Carrier Rates Charged to Big Stone Far Exceed Those Charged to
Other Captive Shippers on the OTRR

Table II-A-18 below provides data for OTRR non-issue captive utility coal traffic and data on
the captive Big Stone coal moves. In this analysis “captive traffic” is defined as any destination

served by only one railroad and no other mode. The variable service costs are calculated for 2002
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REDACTED

using the weighted average statistics for all captive coal traffic as inputs to the variable cost mode] '”

to provide a comparable costing basis.

Table II-A-18
Average Revenue per Ton-mile, Cost per Ton-mile and
R/VC Ratios For Captive Utility Coal Traffic Handled by the OTRR

Item Captive ¥ Big Stone

M @ ©)

1. Revenue perton?
Variable cost per ton ¥

Average Haul (miles)

2
3
4. Variable Cost per ton-mile (mills)
5. Revenue per ton-mile (mills)

6

Ratio of Revenue to Variable Cost ¥

= Any destination served by only one railroad and no other mode.

= Source: Otter Tail Reply Electronic Workpapers “OTRR Captive.xls.”
= Source: “VC Otter Tail Reply OTRR Captive.123.”

¥ Line 5/Line 4.

This table shows that the average revenue/variable cost ratio for the non-issue captive utility
coal traffic is while the average revenue/variable cost ratio for the Big Stone traffic using the
same costing methodology and assuming the rate is left in place would be

Such rate differentials cannot possibly
reflect demand elasticities. It is not credible that demand elasticities for captive coal traffic, with the
same (non)competitive circumstances, and with cost factors controlled for, could produce such
dramatically different results.

The rate structure for OTRR issue and non-issue captive utility coal traffic is clearly not in line

with market demand elasticities and Ramsey pricing principles. It follows that the contract rates for

16 See electronic workpaper “VC Otter Tail Reply OTRR Captive.123.”
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the non-issue captive traffic are in line with demand elasticities, while rates for the Big Stone traffic
are far out-of-line with such forces. If the rates of the shipper group are all adjusted downward by
a uniform percentage, the disparity between the rates charged to the issue traffic and other captive
coal traffic on the OTRR will be retained. As a result, the final rate structure will be totally out of
line with demand elasticities and the Board’s objective in implementing CMP and constraining
railroad monopoly power in a manner consistent with Ramsey pricing principles will be undone.

(a) Big Stone Transportation Rates Vastly Exceed BNSF’s System Average Coal
Rates

As addressed above, BNSF acknowledges that the challenged rates greatly exceed the
jurisdictional threshold and it has attempted to justify such high rates by stating that railroads must
be permitted to “achieve” and “sustain” revenue adequacy. Yet, for years BNSF has received annual
revenues from Otter Tail's coal movements that well surpass its average coal revenues for all its coal
movements. Table II-A-19 below shows the difference in revenues the BNSF receives from the
Otter Tail coal movements on a mills per ton-mile basis compared to BNSF’s total system coal

traffic, also on a mills per ton-mile basis.

I-A-77



REDACTED

Table ITI-A-19

Comparison of Otter Tail Transportation Rates to BNSF System Coal Rates
(Revenue per Ton-Mile)

20
15 A
Mills
Per
Ton-Mile 10 7
5 4
0 T T T T T T T

1996 1997 1998 1999 2000 2001 2002 2003 1Q

Time Period
Source: Exhibit [I-A-33

As shown above, Otter Tail's revenue contribution to BNSF is considerably higher than the
average BNSF coal movement of which approximately 90% of its entire system coal traffic
originates in the PRB. In 1996, Otter Tail paid more in revenues to BNSF on a per ton-mile
basis and pays approximately 50% more in 2003 than BNSF’s average PRB coal shipper under the

challenged tariff rate.
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(b) Big Stone Transportation Rates have Risen Steadily while BNSF’s Costs have
Declined

Clearly aware that its rates are out of line with Guidelines, BNSF falls back to an analysis of
trends in Powder River Basin coal costs as justification for its unreasonable rail rates to Big Stone.
BNSF states that, “Otter Tail paid, on average, only more per ton for coal transported in

aluminum cars in 2002 than it had under the contract with BNSF. ...this translates to an increase of

only [cents)/mmBTU due to increased transportation rates.”'¢"
BNSF’s per ton calculation is based on the difference between the 2002 tariff rates and
the annual average 2001 contract rates BNSF continues to try to

downplay the increase in transportation rates by comparing it to greater increases in unregulated coal
prices. The relevant comparison should be between rail rates and rail costs. The 1Q01-1Q02
increase in rail transportation rates to Big Stone was , while the RCAF-A change over the same
period was a decrease of 3.5%. The change in the RCAF-U was also negative (-0.8%). The same

is true for 2002-2003, i.e. the tariff rate increased while RCAF-A decreased.'s?

161 BNSF Opening Evidence, p. I[-71.

162 See Exhibit 11-A-34.
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PART IV WITNESS QUALIFICATIONS AND VERIFICATION

This part contains verifications by the witnesses who are sponsoring Otter Tail’s Reply
Evidence. These witnesses include Thomas D. Crowley and Joseph J. Plaistow of L. E. Peabody

& Associates, Inc.

Statements of qualifications for those witnesses are set forth in Part IV of Otter Tail’s

Opening Evidence in this proceeding filed on June 13, 2003.



VERIFICATION

COMMONWEALTH OF VIRGINIA )

)
CITY OF ALEXANDRIA )

THOMAS D. CROWLEY, being duly sworn, deposes and says that he is the same Thomas
D. Crowley whose Statement of Qualifications appears in Part IV of the Narrative portion of Otter
Tail’s Opening Evidence in this proceeding; that he is responsible for the portion of Otter Tail’s
Reply Evidence in this proceeding related to market dominance (Reply Narrative Part II-A-3) and
knows the contents thereof, and that the same are true as stated to the best of his knowledge,

information and belief.

/

Thomas D. Crowley

Sworn to and subscribed before

me this ngday of October, 2003.

C)@/mf%? j%’u

tary Public for the State of Virginia

My Commission expires: /e é / £ /JﬂZ «5




VERIFICATION

COMMONWEALTH OF VIRGINIA )

)
CITY OF ALEXANDRIA )

JOSEPH J. PLAISTOW, being duly sworn, deposes and says that he is the same Joseph J.
Plaistow whose Statement of Qualifications appears in Part IV of the Narrative portion of Otter
Tail’s Opening Evidence in this proceeding; that he is responsible for the portion of Otter Tail’s
Reply Evidence in this proceeding related to variable costs (Reply Narrative Part II-A-1 and II-A-
2) and knows the contents thereof, and that the same are true as stated to the best of his
knowledge, information and belief.

WX Y~

Y

Joseph J. Plaistow

Sworn to and subscribed before
me this _Zlday of October, 2003.

Nq/ Public for the State of Virginia

My Commission expires: / 0//]/ /ﬁj/ Do S
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(1)
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21

22

23

24

25

26

27

28

29

LIST OF EXHIBITS

TITLE
@

Schematic of Current BNSF Route of Movement from PRB, WY to Otter Tail’s
Big Stone Station.

Comparison of Rates, Variable Costs and Rate-To-Variable Cost Ratios for Otter
Tail Coal Movements from PRB Origins to Big Stone Station as presented in
Otter Tail’s Reply and BNSF’s Opening (Restated to Incorporate Agreed-Upon
T&O)-- 1Q02 through 1Q03

Variable Cost Differences by Causal Factor - OTP Reply vs BNSF Open Revised
to Include Agreed T&O -- 1Q02 through 1Q03

Summary of Otter Tail and BNSF Reply Traffic and Operating Characteristics for
Movements from PRB to Otter Tail’s Big Stone Station -- 1Q02 through 1Q03
(Based on Agreement at Technical Conference)

Otter Tail’s Response to BNSF’s Position on Road Property Ownership Costs

Verified Statement of Joseph J. Plaistow supporting Otter Tail’s April 11, 2002
“Complainant’s First Motion to Compel Production of Documents”

Reply Road Return and Depreciation for BNSF’s Movement of Coal in Unit
Trains from PRB, WY to Otter Tail’s Big Stone Station

BNSF Locomotive Maintenance Contracts Covering Locomotives Used in Otter
Tail Service Defining Spare Margin Requirements - 2002

Development of Reply Crew Wages for Otter Tail Coal Trains

Cumulative Percentage Change in Return on BNSF Stock and S&P 500
Composite (September 2000 - September 2003)



EXHIBIT
II-A-Y

(M

30

31

32

33

34

TITLE
@

Return on Investment In BNSF’s Pricing Authority 90062 - Rates & Costs At
1Q2002 thru 1Q2003 Levels

Summary of MAPP Utilities Tons and $/MMBTU 2000 through April 2003

Comparison of Annual Changes in Capacity and Delivered Coal Prices at Big
Stone Plant

Comparison of Otter Tail Transportation Rates to BNSF System Coal Rates
(Revenue per Thousand Ton-Miles)

Comparison of Changes in Big Stone Rates and the RCAF-U/RCAF-A

v Exhibit ILA-1 through Exhibit I[I.A-20 were included with Otter Tail’s Opening evidence filed in this
proceeding on June 13, 2003.

2/

£ Exhibit II.A-1 was previously filed with Otter Tail’s opening statement of June 13, 2003.
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Schematic of Current BNSF Route from

PRB, WY to Otter Tail's Big Stone Station
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Otter Tail’s Response to BNSF’s Position on Road Property Ownership Costs

At page 24 of her verified statement, Ms. Elliott explains that some investments are
assigned to specific line segments.! At page 25, Ms. Elliott explains that some investments
that are in the Fixed Asset Data Base (“FADB”) are not assigned to specific line segments.
We see that BNSF places road property investments into two categories: 1) those that BNSF
assigns to specific line segments and 2) those that BNSF does not assign to specific line
segments. Otter Tail treats the first category on a line segment-specific basis assigning the
costs associated with those investments to the traffic that uses those investments. Otter Tail
treats the second category on a system average basis, the same way that Mr. Fisher treated all

Road Property Investments.

Mr. Fisher references Ms. Elliott’s objection to using BNSF’s data for a segment-specific
adjustment because some of the road property investment is not assigned to particular line
segments. But Otter Tail does not make a segment-specific adjustment to road property

investments not assigned to line segments.

Otter Tail anticipated and answered many of BNSF’s objections to the use of BNSF’s
road property investment data in “Complainant’s First Motion to Compel [BNSF’s road
property investment data]”, April 11, 2002, which is incorporated herein by reference (see

Otter Tail Reply Workpapers 4860-4877).

1See page 24 of Cami Elliott’s verified statement attached to the May 1, 2002 “Defendant’s Reply to Complainant’s
First Motion to Compel Production of Documents”.



Exhibit I1-A-24
Page 2 of 21
Each of BNSF’s objections to Otter Tail’s use of BNSF’s Road Property Ownership data
to determine line segment-specific Road Property Investment Ownership Costs (hereinafter

“Road Property Ownership Costs”) will be addressed under the following headings:

(a) Otter Tail’s Road Property Investment Costing Procedure;
(b) BNSF’s Rationalization for Using System Average Road Property Ownership Costs;
(c) BNSF’s Cami Elliott’s Invalid Objections to the Use of BNSF Data;

(d) BNSF’s John Klick’s Invalid Objections to Reflecting the Economies of Unit Coal
Train Transportation; and

(e) Otter Tail’s Compliance with WPL and TMPA.

(a) Otter Tail’s Road Property Investment Costing Procedure

Otter Tail’s Opening Exhibit II-A-4 detailed the procedures used to determine Road
Property Ownership Costs. That exhibit lists the procedures Otter Tail used to assign line
segment-specific road property investment costs to only the traffic that used those investments.
The exhibit also lists the procedures Otter Tail used to determine system average road property
investment costs for those investments that were not assigned to specific Big Stone line

segments. These procedures are the same as those employed by the complainant in TMPA .

2See TMPA at 58-60. While the information filed in TMPA was filed under seal, and the details of the Complainant’s
procedures used therein cannot be discussed in this proceeding, the Board staff may look at and compare the
procedures used in TMPA with the procedures used by Otter Tail herein. Otter Tail urges the Board to make such
a comparison.
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(b) BNSF’s Rationalization for Using
System Average Road Property Ownership Costs

BNSF takes no exception to Otter Tail’s treatment of the portion of Road Property
Ownership Costs that were based on system averages, since BNSF costed 100% of its Road
Property Ownership Costs as system average. Otter Tail’s cost calculations that are
inconsistent with BNSF’s are those based on a line segment-specific adjustment, that is,

Adjusted Road Property Ownership Costs.

BNSF claims it is not possible to adjust Road Property Ownership Costs because the line
segment-specific road investment and depreciation information needed to do so does not exist
or is unavailable. During discovery, Otter Tail requested complete data regarding BNSF’s
road investment and depreciation on a line-segment basis, and BNSF produced a large volume
of information in response. Mr. Fisher now claims that this data is inadequate for the
purposes intended, and that because of this inadequacy, Otter Tail and the Board have no

alternative but to apply system average costs.

BNSF’s position in this case contradicts that which the carrier has taken on numerous

occasions in the past, most notably in WTU, San Antonio, and OPPD, where BNSF (and the

Board) relied on the same type of line segment-specific Adjusted Road Property Ownership

Costs submitted here by Otter Tail, in lieu of system averages.
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The WTU proceeding involved BNSF unit train coal service from the Powder River
Basin to Texas. In WTU, BNSF and its expert witness Mr. John Klick® were faced with
evidence submitted by the complainant that showed, as here, that Adjusted Road Property
Ownership Costs were substantially lower than system average. BNSF and Mr. Klick
responded with line segment-specific Adjusted Road Property Ownership Costs based on the
same type of information BNSF furnished to Otter Tail in discovery in this proceeding. As

the Board summarized in its final WTU decision in 1996:

“To adjust system-average road property return on investment (ROI) cost,
BN utilizes its 1994 road property investment database. BN identifies the
actual book value of the road property and the annual depreciation
associated with the issue traffic.” ...

“Qur restatement utilizes the BN-developed unit cost for ROL.”*

In WTU, both the Complainant and BNSF presented Adjusted Road Property Ownership
Costs as superior to and more accurate than system averages. Both parties calculated these
costs using BNSF’s “...road property investment database ...,” and evidence based on that
database was accepted by the Board as the best evidence of record. The same type of line
segment-specific data used by the parties and accepted by the Board in WTU was produced by

BNSF and relied upon by Otter Tail in this case.

*Mr. Klick appears as a witness in this proceeding as well. He and Mr. Fisher are colleagues in the same consulting
firm.
‘WTU, 1 S.T.B. at 724.
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In this case BNSF claims that somehow it is no longer valid to make any adjustment to
system average Road Depreciation and Return on Road. BNSF claims that its road property
investment database is inadequate and incomplete as a source for the dollars invested in each

valuation section on the Otter Tail route.

Mr. Fisher’s system average Road Property Ownership Costs are representative of
average traffic, but average traffic and average costs are irrelevant in this case, ‘which is
focused on highly efficient unit trains moving over heavy density coal routes - not “average
traffic.” Economies of scale made possible by high volume coal traffic have allowed BNSF to
realize greatly reduced costs relative to system average, which, in turn, have benefitted BNSF

financially over the last several decades.

The Board’s acceptance of adjustments to system average based on special studies belie
the notion, and a contrary rule would allow market dominant railroads to ensure that all rates
in all circumstances are evaluated solely against system average costs simply by modifying
their internal account formats. As for the “plausibility” of road property unit costs on high
density lines being significantly lower than system averages, one need only look at BNSF’s

highest density/highest investment line segments for confirmation.

BNSF has made its largest investments in the Powder River Basin. Those investments,
therefore, can be used to illustrate why Mr. Fisher’s conclusions are wrong regarding
Adjusted Road Property Ownership Costs. Table II-A-1 below compares the PRB road

investment with “system average” road investment:
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Table 1
Comparison of 2002 Fixed Investment on PRB Valuation Section vs. System

) PRB Percent
Item BNSF PRBY System? of System®
Q)] 2) 3) @)
1. Gross Investment $20,694,294,000
2. Accumulated Depreciation $3,080,415,000
3. Net Investment $17,613,879,000
4. Route Miles 40,996
5. Gross Ton-Miles 872,837,824,000
6. GTM’s per Route Mile (Millions) 21.3
7. Net Investment per Mile $429,649
8. Net Investment per GTM 0.02018

1/ Powder River line from Cordero Jct. to Shawnee Jct. Valuation Sec. WY18, Range 1862.
2/ Source BNSF 2002 URCS and Annual Report Form R-1.
3/ Column (2) / Column (3).

Line 7, Column (2) of Table 1 shows BNSF’s net investment per route mile in a major,
high density portion of the PRB used by the Otter Tail coal trains. Consistent with Mr.
Fisher’s point, BNSF’s investment per route mile in its PRB coal route is of BNSF’s
average investment in its system as a whole, as shown at Line 7, Column (4) of Table 1.
BNSF obviously has invested heavily in its high density coal routes. However, BNSF also has
realized enormous economies of scale in connection with those investments, a point which Mr.
Fisher ignores. Line 6, Column (2) shows that traffic density stated in GTM’s per route mile
over the Otter Tail coal route is of the BNSF average density, as shown at Line 6,

Column (4). Taking investment per route mile together with the higher traffic density per
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route mile demonstrates BNSF’s economies of scale. Even though BNSF’s coal route
investments are of BNSF’s average investments, its PRB investment per GTM is only

of its average investment per GTM over its entire system (compare Line 8, Column (2)
with Line 8, Column (3) of Table 1). These relationships are quite consistent with those
observed using Otter Tail’s Adjusted Road Property Ownership Costs, and contradict Mr.
Fisher’s implicit view that road property investment costs on a unit basis should be higher than

system average for high investment/high density lines.

In spite of these dramatic differences in investment cost per GTM, Mr. Fisher still urges
the Board to impute system average investment costs to the highly efficient, high-density coal
routes used by the Otter Tail trains. His justification for his position is that BNSF did not
provide Otter Tail the information needed to accurately determine line segment-specific route

investment costs. This claim is discussed in the next sub-section.

(¢) BNSF’s Cami Elliott’s Invalid Objections to the Use of BNSF Data

In one of BNSF’s primary defenses against the use of line segment-specific data, BNSF
attacks the validity of its own accounting data, which includes its Fixed Asset Database

(“FADB”) and Property in Service, Not Unitized (“PISNU”) data.

The Board has recently addressed this claim in TMPA and found it to be unpersuasive.’

The Board’s TMPA decision states at page 58, “BNSF argues that use of its FADB numbers is

sSee TMPA, “Return on Road Property and Depreciation Expenses” section, pages 58-60.




Exhibit II-A-24
Page 8 of 21

inappropriate because those figures do not correlate to its R-1 annual report numbers, which

»

are used as the basis for developing URCS system-average costs.” The Board went on to
determine at page 59, “We find BNSF’s arguments against the use of its FADB unpersuasive.
Contrary to BNSF’s arguments, FADB information appears to be compatible with the

information in the R-1 reports.”6 The Board went on to state, “Indeed, BNSF has used the

FADB data itself to propose adjustments to URCS system-average costs in prior cases.”’

In its Opening Evidence in this case Otter Tail used the FADB and PISNU data supplied
by BNSF to adjust system average expenses for the Adjusted Road Capital Cost portion of

road property investment/depreciation variable costs for the Big Stone coal movement.®

In Opening, BNSF’s Mr. Fisher and its witness, Ms. Elliott,” insist , as BNSF had in the

then-pending TMPA case, ' that the FADB data produced by BNSF is an inadequate tool to

°In the instant proceeding, Mr. Fisher incorporated Ms. Elliott’s verified statement by reference. Ms. Elliott’s
statement included Table 1 comparing year 2000 FADB and R-1 dollars. Ms Elliott used Table 1 as a basis for
questioning the compatibility of the FADB numbers and the R-1 numbers. In TMPA, the Board ruled that the FADB
numbers correlate with the numbers in the R-1. In TMPA at page 59, the Board ruled, “Comparison of the FADB
numbers used by TMPA to the corresponding 13 accounts in the R-1 report shows a close correspondence between
the two sets of data.” The Board was dealing with year 2000 annual numbers in TMPA and had at its disposal
sufficient FADB detail by account to confirm the compatibility of FADB and R-1 account data for the year 2000. Ms.
Elliott’s verified statement in the instant proceeding also dealt with the year 2000. Therefore, the Board’s ruling in
TMPA applies with equal force and effect to Ms. Elliott’s claims in the instant proceeding even though Ms. Elliott
and BNSF did not submit system-wide FADB dollars by account in this proceeding. Ms. Elliott and BNSF have
submitted no evidence regarding the compatibility of FADB and R-1 dollars for the year 2002 (both parties use year
2002 URCS to develop cost estimates in the instant proceeding).

Id.

8See Otter Tail Opening Narrative at [1-A-28 to 29.

At page II-44, Mr. Fisher incorporates by reference Ms. Elliott’s May 1, 2002 verified statement. A copy of that
statement is included in Otter Tail’s Reply Workpapers, pp. 4827-4840.

1°See TMPA pp. 56, 57.
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calculate line-specific road property costs. Essentially, four (4) claims are raised in this

regard:

1. The FADB data does not reflect all of BNSF’s relevant road property investment
(V.S. Elliott at 22-25);

2. the FADB gross investment data are not accurate when considered on a segment-
specific level (V.S. Elliott at 25-26);

3. the FADB database provided by BNSF somehow overstates accumulated
depreciation (R.V.S. Elliott at 27-31); and

4. BNSF makes only limited use of the FADB and the depreciation calculator in its
normal course of business.
While this issue appears to have been settled in TMPA, Otter Tail nevertheless addresses each

of these BNSF attacks on its own accounting records to ensure a complete record in this case.

(1) The FADB Does Not Reflect All
of BNSF’s Road Property Investment

Ms. Elliott begins her statement with a chart (Table 1 on page 22) that claims to compare
FADB and Form R-1 road asset totals for BNSF for the year ending December 31, 2000, and
shows a net investment disparity between the two of some ' Based on this chart,
BNSF claims that the FADB cannot be used as a basis for adjusting the R-1 data. As

discussed below, BNSF provided data permitting Otter Tail to link the gross investment in the

NGee V.S. Elliott at 22, Reply Workpaper, pages 4828.
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FADB to BNSF’s R-1. Therefore, adjustments can be made to utilize the line-specific FADB

data.

In an effort to explain her unsupported claim that the FADB generally understates actual
BNSF road property investment, Ms. Elliott states, “It would take a considerable effort to
accumulate the necessary listing of BN annual depreciation rates and to modify the
dépreciation calculator to incorporate two sets of historical depreciation rates (and to be able to
determine whether a particular line segment was a former BN or former ATSF line)... There
is no business reason for making these changes, and BNSF has not done so. 12 Otter Tail
submits that the valid business reason for maintaining an accounting database that produces
accurate net investment by line-segment is obvious when a corporation has invested $23.9
billion dollars in road property, 83 % of its total investment" (See BNSF’s 2002 R-1,
Schedule No. 352B). BNSF manages those assets intensively and specifically. Any capital
intensive business husbands such large investments. Failure to do so jeopardizes the ability of
the corporation to continue making such large investments. It strains credulity and logic that a

company that depends on lucrative coal traffic for a significant share of its annual revenues

12y S, Elliott at 30-31, Reply workpapers pages 4837-4838. Ms. Elliott’s comment is not credible on its face. There
cannot be a valid business reason for maintaining an investment database that is inaccurate. The Board knows that BNSF
does maintain a line segment-specific accounting database, since BNSF produced information from that system in
discovery in this proceeding. BNSF’s reliance on the validity of the line segment-specific investments in WTU and other
proceedings contradicts Ms. Elliott’s claim that the system produces invalid line segment-specific information.

13As discussed below, Otter Tail recognizes that some investment monies may not be assigned to a particular valuation
section because the project has not been completed or the investment covers a wide geographic area. Otter Tail’s
Rebuttal methodology accounts for these issues.
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and profits does not monitor and accurately record its current investment in the assets that lie

at the core of its business.

BNSF’s witness Elliott claims that the FADB data understates road property investment
concerning accounts for Property In Service Not Unitized (“PISNU”), and certain unspecified
capital expenditures “that are included in the FADB are never assigned to particular line
segments ....”. Reply workpaper p. 4831 Ms. Elliott’s assertion is simply a reprise of
BNSF’s effort to draw a parallel between BNSF’s PISNU funds and the UP funds that
prompted the Board in WPL. to adopt system average Road Depreciation and Return on Road

costs.'* In WPL the Board found:

In FMC, we accepted the procedure advocated by WPL here, because no
evidence had been presented indicating that any of the unassigned costs related
to the line segments at issue there. Here, by contrast, UP has clearly
demonstrated that investment not specifically assigned on the books of the
railroad to the line segments used by the WPL traffic was nevertheless
investment needed to provide service to WPL."

WPL involved UP road property investment, most of which was assigned to valuation
sections. However, a portion of the road property investment that was claimed to be used in
providing service to the complainant was assigned to a broader geographic area. The

investments attributable to the broader geographic area were the investments upon which the

141t is reasonable to conclude that the Board’s adoption of system average costs in WPL prompted BNSF to abandon
its historical advocacy of movement-specific road property costs and take the opportunity to try to advance a drive
toward system average costing for all major variable cost components, with the predictable result being higher
thresholds for Board jurisdiction and higher regulated rate “floors” on captive coal traffic.

151d. at 54.
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Board based its exception, and prompted the Board to adopt system average Road Property
Ownership Costs because the Board found “...both parties’ adjustments flawed. »1¢ This issue
was also raised in TMPA and the Board found WPL to have no precedential value."’

(2) The FADB Overstates
Accumulated Depreciation

Ms. Elliot next claims that the FADB is not suitable as a basis for adjusting system
average costs because its corporate depreciation calculations “significantly overstate the
accumulated depreciation amounts reflected in the R-1 in cases...” where “...certain assets will
be retired before the average service life of the group ....”. V.S. Elliott at 27-28, Reply
workpapers pp. 4833-4834. She purports to contrast a method of depreciation that she says
applies to the FADB with the so-called “group depreciation” that BNSF generally employs. '
However, she never explains what method is used in the FADB, or demonstrates how or why
depreciation applied to the FADB should result in an overstatement of accumulated

depreciation relative to that reported in the Form R-1.

Ms. Elliott’s Exhibit 1 includes two examples that she says illustrate an inconsistency
between the FADB and the R-1. However, neither example uses real data, and no explanation
is given regarding the source of or basis for the “FADB calculator,” or the reason for its use

in lieu of “group depreciation.” Although the support for the differences between the FADB

oId. at 55.

"See TMPA at p. 57.

18Ms. Elliott claims that when some assets are retired before their average service life, “group depreciation™ balances
that effect against other assets’ retirement after their average service life. See V.S. Elliott at 28-29. While she goes
on to say that the same thing doesn’t happen to FADB asset values, she never explains how or why.
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data and the R-1 data was not provided, Otter Tail’s Road Capital Cost calculations eliminate
this problem by adjusting for the difference between the FADB and the R-1, as discussed in
Exhibit II-A-4."

(3) The Claimed Understated
Investment in High Density Lines

Finally, BNSF and Ms. Elliott claim that the FADB data can understate investment in
high density lines. As part of Ms. Elliott’s denigration of BNSF’s accounting records, Ms.
Elliott criticizes the procedures BNSF uses to allocate charges to specific line segments and
states, “This approach to maintaining investment records is in accordance with recent STB
practice and BNSF cost cutting initiatives, and it is a particularly critical tool given downsizing
of clerical personnel.” See V.S. Elliott at 25-26, Reply workpaper pp. 4831-4832. Again,
however, no evidence or explanation is offered indicating any specific effect on the measure of
investment used to provide service to Otter Tail, nor does BNSF explain why this alleged
defect was not of any consequence when BNSF was relying on line-specific data in WTU.

Ms. Elliott provides no evidence quantifying the effect of her criticism of BNSF’s accounting

on Otter Tail’s Adjusted Road Property Ownership Costs as presented in this proceeding.

The point of Ms. Elliott’s discussion of this issue —- other than to justify reliance on
system average costs —— is difficult to fathom. She appears to be saying that BNSF

deliberately follows an arbitrary and inaccurate road property cost accounting system in the

19Exhibit 1I-A-4 explains the procedures Otter Tail used to reconcile the numbers BNSF provided in discovery to
URCS.
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interests of cutting clerical costs, and that “there is no reason for BNSF to attempt to maintain
more accurate line-specific records that reflect relative traffic densities.” V.S. Elliot at 26.
Such a laissez-faire approach is simply not credible in light of BNSF’s publicly-stated

efficiency goals:

Keep BNSF’s cost per GTM at the lowest level in the industry without
degradation to our infrastructure or service quality. This will be
accomplished by optimizing our fleet size, velocity and facility capacity,
as well as through disciplined execution of each car’s service plan.”

Absent a showing that her various, unquantified objections relate to assets used to
provide service to Otter Tail, and that they give rise to costs that are otherwise accounted for
in Otter Tail’s system average allocation of certain fixed plant investments, Ms. Elliott’s
abstract references cannot support abandonment by the Board of its (and BNSF’s) established
practice of determining variable Road Property Ownership Costs on a movement-specific basis
using BNSF’s own valuation data base. Certainly a default to system averages -- with an
attendant increase of $0.47 per ton in the variable cost calculation for the Big Stone movement
—- cannot be justified.

(d) BNSF’s John Klick’s Invalid Objections to Reflecting
the Economies of Unit Coal Train Transportation

In its Opening Evidence, BNSF argues that a movement-specific adjustment cannot be

made to its system average road property investment and depreciation because “economies of

2°BNSF 2000 Annual Report at 7 (Reply Workpaper, p. 4802).
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density ... have no effect on variable costs,” which BNSF claims is a fundamental principle
underlying URCS. According to BNSF average variable costs should not decrease as density

increases. Rather, the variable portion of total costs should increase as density increases.”!

These claims were made in a verified statement authored by Klick that was attached to
BNSF’s reply to the First Motion of Otter Tail Power Company to Compel Production of
Documents, filed in this proceeding, on April 11, 2002 and incorporated by reference into
BNSF’s Opening Evidence at II-44. In its decision dated November 15, 2002 granting Otter
Tail’s motion to compel, the Board ruled that “...BNSF should disclose information on road
property investment costs and depreciation”.* However, in light of BNSF’s attempt to
resuscitate Mr. Klick’s arguments in this proceeding, Otter Tail provides additional rebuttal to

certain points raised by Mr. Klick.

BNSF’s Mr. Klick argues that Otter Tail’s approach ignores the relationship between
density and variability. Mr. Klick’s verified statement attacks, solely through unsubstantiated
assumptions and analogies, the URCS 50% variability factor in the determination of Road
Capital Costs. BNSF made the same argument in TMPA.** At page 56 of TMPA, the Board
rejected BNSF’s position “because it is not fully supported” and because the complainant did not

have an opportunity to respond to this argument, which BNSF had raised for the first time on

218ee V.S. Klick at 38, Reply Workpaper, p. 4844. (“The second consequence of the use of linear cost functions
in URCS is that as density increases . . . the proportion of total cost that is variable increases.”)

22§TB Docket No. 42071, Otter Tail Power Company v. The Burlington Northern and Santa Fe Railway Company,
served November 15, 2002 at 9.

23See TMPA, page 56, footnote 94.
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rebuttal. Although BNSF has made a timely presentation of its argument in the instant
proceeding, it still has not presented any evidence to support its position. Instead, BNSF
continues to resort to the same unsubstantiated assumptions and analogies rejected in TMPA.
Road property variability is perhaps the longest standing “settled issue” in rail cost
accounting, inasmuch as the 50% variability factor has been applied since the 1940's and has
been re-affirmed several times since its establishment. The most recent re-affirmation followed
an exhaustive, critical econometric review by the Commission and its expert Dr. M. Daniel
Westbrook, Assistant Professor of Economics, Georgetown University.?* Yet, in spite of the
Board’s admonition not to relitigate “settled issues,” BNSF urges the Board to reject the 50%

variability factor. BNSF makes the same arguments that the Board rejected in Adoption of the

Uniform Railroad Costing System As A General Purpose Costing System For All Regulatory

Costing Purposes, Ex Parte No. 431 (Sub-No. 1) (“Adoption of URCS”), without submitting any

evidence whatsoever.

In Adoption of URCS, the Commission stated that it is “...our intention to adopt URCS,

as proposed here, in lieu of Rail Form A, for all regulatory costing purposes where such costs are
appropriate.” (See page 3) The Commission included in its decision a proposal “...to continue to
rely on Rail Form A variability for road and equipment return...” (see page 10) because unlike
most cost components for which Dr. Westbrook was able to develop regression equations with

strong regression statistics and explanatory power,” Dr. Westbrook (or any other party for that

*'See Adoption of the Uniform Railroad Costing System as a General Purpose Costing System for all Regulatory
Costing Purposes (“Adoption of URCS”), served January 26, 1989.

2>See Adoption of URCS, page 7.
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matter) was unable to develop a functional relationship for Road Capital Costs superior to Rail
Form A’s 50% variability assumption.
BNSF’s witnesses Klick and Fisher did not carry out the rigorous econometric analyses

performed by Dr. Westbrook. In Adoption of URCS, Dr. Westbrook set out the following

econometric techniques for the development of acceptable cost relationships for application in

URCS:

Specification and estimation of an econometric model depends
upon three things: (i) a clear definition of the theoretical
construct that is to be estimated; (ii) a theoretical model,
including clearly stated assumptions, that relates the object of
interest to an appropriate data set in a meaningful way; and (iii)
an appropriate data set with which to carry out the estimation.”

In contrast, Messrs. Klick and Fisher do not even refer to a “data set with which to carry out the
estimation.” Mr. Klick instead relies on assumptions and hypothetical “data sets”.

Although Mr. Klick acknowledges that the 50% variability factor was not established
by a regression equation, he nonetheless assumes, without any econometric foundation, that the

50% factor applies only at the average density :

26Dr. M. Daniel Westbrook, PhD, “Research Report on URCS Regression Equiations”, October 17, 1988, page 2.
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Although the 50-percent variability for road property
depreciation and investment was not established directly on
the basis of a regression equation, it is nonetheless
appropriate to treat this as the proportion of road property
ownership costs that the Board would deem to be variable at
the average density of the railroad that year, based ona linear
cost function.””

Mr. Klick proceeds to assert, based on his assumed regression relationship, that “...it would be
impermissible for Otter Tail to make line segment-specific adjustments on the aenser—than-
average line segments its movements traverse without also increasing the variability ratios.”*
But, Mr. Klick’s assertion is contrary to the long-established application of the 50%
variability factor to road property costs at all densities.”” By contrast, Mr. Klick’s basis for his
claim is a hypothetical “data set” that he discloses at pages 37-39 of his verified statement. In

general, BNSF’s argument that economies of scale, scope and density do not exist in the rail

industry is unsupported by Board precedent or by any evidence.”

During Adoption of URCS, the railroad industry, including Burlington Northern and
The Atchison Topeka and the Santa Fe, through The Association of American Railroads

(“AAR”) used analogies and urged the ICC to adopt a variability factor higher than 50%. The

27See Verified Statement of John C. Klick, page 38.

281d, page 42.

29§ee, for example, both parties’ URCS in Opening, that is, Otter Tail’s Opening electronic file “UBNSF02.zip” and
BNSF’s Opening electronic file “BNSF_02.zip”, worktable D1, part 2, line 235-249, showing column (H) variability
percentage of 50%. This variability percentage was used in TMPA and in all the coal rate cases referred to in the
instant proceeding by either BNSF or Otter Tail.

*[n response to Otter Tail’s request for workpapers supporting Mr. Klick’s “Variability Example” graph at page 39
of Mr. Klick’s Verified Statement, BNSF responded that there was no evidence supporting Mr. Klick’s graph and that
the graph was “...hypothetical in nature...”. See BNSF’s Responses to Complainant’s Fourth Request for
Workpapers, September 18, 2003, page 7.
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railroads urged the Commission to overturn the long-standing application of the 50% road
property variability factor using analogies to relationships between variable costs and density for
other cost components. See “Comments of Association of American Railroads”, March 20,

1989, page 8 and V.S. of Rawert, page 17. At pages 8 and 9, the AAR argued:

Use of the Rail Form A variability ratio, 50 percent, as a default value
significantly understates true variability, because the economic
depreciation of investment represented by those accounts is far more
variable with volume than indicated by the Rail Form A coefficient.

* k%

The Commission has proposed to default to the Rail Form A
variability ratio, 50 percent, for return on capital invested in road
property. This approach would significantly understate actual
variability. The cost of capital invested in physical assets is as
volume-variable as the physical stock of the assets themselves.
Better default values would be the variabilities determined by
URCS for each railroad for roadway and switching maintenance.

See also Id., Rawert V.S. at 17-18 (recommending application of the same variability ratios
developed for running track maintenance).

But the relationships urged upon the Commission by BNSF and the railroads do not involve
Road Capital Costs, so those analogies are not relevant. To be granted any weight whatsoever,
BNSF and the railroads must base its arguments on an accepted relationship for Road Capital
Costs, which BNSF has not done. The Commission rejected such comparisons then and BNSF
has not provided any evidence for the Board to accept them now.

If the Board were to reopen this long-settled issue, Otter Tail believes that the variability

of road property assets and the capital cost of the road property assets is significantly less than
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50%. By definition, road property assets are fixed assets.! The railroad industry is noted for
having particularly long-lived assets with the average life of the assets included in Otter Tail’s
Road Capital Costs adjustment factor being greater than 30 years. Because road property assets
are not fungible® nor easy to sell like equipment, once railroads make road property investments
those assets are a sunk investment. If volume disappears, there is little a railroad can do to
liquidate those assets. The lack of liquidity results, in part, from the assets’ lack of fungibility
and from regulations requiring railroads to go through abandonment proceedings before they are
allowed to dis-invest in road property. Costs related to road property investments are step
functions in which, once invested, the road property is capable of handling enormous traffic
volume increases before the next capacity expanding road property investments have to be made.
The variability of road property investments bears no resemblance to the variability of
equipment investments, since equipment investments are fungible, are shorter-lived, and can be
made in much smaller increments than road property investments. For example, BN had to
invest billions of dollars in road property in the Powder River Basin in order to develop the coal
proposed to be mined and brought to the electric utility markets across the nation. That was a
huge sunk investment. By contrast, BN could increase its equipment capacity by a train at-a-time
or even by a car at-a-time. This suggests that the variability of road property investment costs is

far less than the variability of equipment investments.

IlRixed assets are “...tangible property used in the operation of a business, but not expected to be consumed or
converted into cash in the ordinary course of events.” See Dictionary of Finance and Investment Terms, third edition,
copyright 1991 by Barron’s Educational Services, Inc. Library of Congress Catalog Card No. 90-48232, page 152.
12Webster’s. defines fungible as “...being of such nature or kind as to be freely exchangeable or replaceable, in whole
or in part, for another of like nature or kind.” See Webster’s Encyclopedic Unabridged Dictionary of the English
Language, copyright 1994 by dilithium Press, Ltd. page 574.
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Otter Tail believes that the variability of Road Capital Costs is much closer to 0% than it
is to 100%. But, unfortunately, nobody has ever successfully documented the functional
relationship between variable costs and road property investment return and depreciation. Nor is
it appropriate for Otter Tail or BNSF to challenge the long-settled 50% variability factor for road
property investment and depreciation without such evidence.

URCS has always applied a 50% variability factor to road property investment return
and depreciation. BNSF’s and Mr. Klick’s proposals for something other than a 50% variability

factor were rejected during Adoption of URCS and the Board should reject them now.

(e) Otter Tail’s Compliance with Wisconsin and TMPA

Otter Tail has demonstrated that its line segment-specific Road Capital Cost calculations
meet the requirements set out in WPL.*® Otter Tail has also showed above that its Road
Capital Cost calculations are consistent with the Board’s TMPA ruling. Otter Tail’s special
study of BNSF’s road property investment return and depreciation costs is based on specific
investment data for those investments needed to provide service to Otter Tail. Most of that
cost is based on the actual investments and gross ton-miles over the valuation section milepost
ranges traversed by the Otter Tail train. Otter Tail’s road property investment return and
depreciation costs are more movement-specific (and hence more accurate) than BNSF’s system

average calculation, and should be accepted as the best evidence of record.

338ee Exhibit TI-A-25, pp 9-10.
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BEFORE THE
SURFACE TRANSPORTATION BOARD

OTTER TAIL POWER COMPANY
Complainant,
Docket No. NOR 42071

v.

THE BURLINGTON NORTHERN AND
SANTA FE RAILWAY COMPANY

Defendant.

N N e N N e N N N e e

VERIFIED STATEMENT OF JOSEPH J. PLAISTOW

My name is Joseph J. Plaistow, I am a Vice President of L.E. Peabody & Associates,
Inc. located at 1501 Duke Street, Suite 200, Alexandria, VA 22314. 1 graduated in 1967 from
Michigan Technological University with a Bachelor of Science Degree in Metallurgical
Engineering. In 1972 1 graduated from the University of Minnesota with a Masters Degree in
Business Administration.

1 was employed by Burlington Northern Railroad Company, a predecessor of defendant
The Burlington Northern and Santa Fe Railway Company (“BNSF"), for 15 years as Director
of Costs and Economic Analyses in the Finance Department, as Director of Equipment and
Service, and Director of Planning and Equipment in the Food and Manufactured Products
Business Unit of the Marketing Department from 1972 to 1987. In 1987 and 1988, I was Vice
President, FMI, Inc where 1 was responsible for managing the efficient operation of

refrigerated boxcars. In 1988, I joined Snavely King & Associates, an economic consulting
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firm that provides services to clients on railroad matters. In 1998, I became a Vice President
of L.E. Peabody & Associates, Inc.

I am a Past President of the Washington Chapter of the Transportation Research
Forum. I am also the national Secretary .of the Cost Analysis Chapter of the Transportation
Research Forum.

In 1976, 1 was admitted to practice before the Interstate Commerce Commission
(“ICC”) as a non-attorney practitioner. I am a member of the Association for Transportation
Law, Logistics and Policy. I am familiar with practices and procedures before the ICC and its
successor the Surface Transportation Board (“STB”). [ have testified before the STB and the
ICC many times on cost and economic issues. Throughout my 30-year career in
transportation, I have studied the economics of providing transportation services by private and
public transportation companies.

As a Burlington Northern employee I was familiar with Burlington Northern’s efforts
to improve management of its assets. Key to the better management of assets was the
development of information systems, databases and software capable of efficiently using
information gathered in the accounting systems in the normal course of business. The guiding
adage was, “What you don’t measure, you can’t manage.” Today BNSF has gver $19 billion
invested in road property assets. Crucial fo the effective, profitable management of that road
property asset base are the related detailed accounting records.

I have been asked by Otter Tail to address BNSF's recent refusal in this praceeding to
produce movement-specific road property investment data to Otter Tail. According to Otter
Tail, BNSF has stated its reason for this position to be that the movement-specific data it keeps
is not useful for the purpose for which Otter Tail seeks to use it, which is to propose
adjustments to BNSF's system average variable costs. This pronouncement on its face

conflicts with the “measure and manage” principle. 1 will show that BNSF's refusal to

=)
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provide this critical road property information to Otter Tail has no validity and that it would

significantly affect Otter Tail's ability to accurately determine the economics associated with

BNSF's provision of coal unit train service to Otter Tail’s Big Stone Generating Station ("Big

Stone”) near Milbank, SD. My testimony is grouped under the following headings:

A

The Board’s Preference for Line-Specific Over System Average Road Property
Capital Costs;

BNSF’s Past Use of Movement-Specific Adjustments to System Average Costs;

The Significance of Line-Specific Road Capital Costing to Otter Tail;

. The Evidentiary Anomalies That Led to the Board’s Decision in Wisconsin' Are

Not Present in This Case; and

BNSF’'s Claim That Its Road Investment Data is Not Relevant to or Useful For
URCS-based Calculations of Variable Costs is Invalid

A. The Board’s Preference For Line-Specific Over System Average Road
Property Capital Costs

In Ex Parte No. 347(Sub-No. 3) (Evidence)*, the Board standardized and simplified the

process of presenting and critiquing evidence in maximum coal rate proceedings. However,

nothing in Evidence suggested a relaxation of the Board’s preference for movement-specific

over system average cost evidence or the expectation expressed in Coal Rate Guidelines that

shippers such as Otter Tail will receive timely and adequate discovery of the information

needed to present a case under Constrained Market Pricing (“CMP™). Coal Rate Guidelines, 1

I.C.C. 2d at 548.

! STB Docket No. 42051, Wisconsin Power and Light Company v Union Pacific Railroad Compary
(“Wisconsin™), slip opinion served September 13, 2001.
*See Evidence, decided March 12, 2001.

o e—
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In its decision in Ex Parte No. 431 (Sub-No. 1) Adaption of the Uniform Raiiroad
Costing System As A General Purpose Costing System For All Regulatory Costing Purposes
(“Adoption of URCS™ 894, 5 ICC 2d), the ICC established the principles for the post-Rail
Form A era by stating that URCS was:

“...not intended to foreclose the use of demonstrably superior cost estimating
procedures in those situations where the Commission has traditionally accepted
alternative evidence. For example, in situations where engineering analysis has
produced demonstrably better maintenance costs for specified movements in the
rate reasonableness phase of a maximum rate case, the Commission has
preferred the engineering analysis over the RFA-produced estimates. The
Commission intends, in such situations, to continue to rely on whichever
estimating process produces the best evidence of record.” {See 898 5 ICC 2d,

Adoption of URCS)

The Adoption of URCS proceeding embraced linear cost functions as the basis for determining
system average unit costs, but it encouraged movement-specific adjustments replacing the
general purpose system average costs whenever a party could show the superiority of such
movement- or line-specific costs.> Both shippers and railroads (including Burlingtoan Northern
and the Atchison Topeka and the Santa Fe - - BNSF’s predecessors ) supported the acceptance

of movement-specific costs when a party is able to demonstrate the superiority of such costs.*

The railroads are the soic repository of most of the movement-specific road property
information required to calculate road property investment return and depreciation costs
(collectively, “Road Capital Costs™) in coal maximum rate cases. Shippers such as Otter Tail
gather that information from the railroad’s responses to discovery requests.

The Board has consistently permitted adjustments to a defendant carrier’s system-

average costs to reflect the economies and efficiencies that are associated with high-volume

3See Adoption of URCS, pages 894 and 904.
‘Comments of Association of American Railroads, March 20, 1989, page 33, in Ex Parte No.
431 (Sub-No. 1).




Exhibit IT-A-25
Page 5 of 18

unit train coal movements. Costs tailored to the transportation characteristics of a particular
movement (f.e., movement-specific costs) generally are preferred over system average costs,
because those costs long have been recognized by the Board as being more accurate than
system-average costs. Significant economies of scale are realized on BNSF’s coal lines in
general, and the PRB-to-Big Stone Station coal line in particular. While BNSF has made
substantial road property investments in coal lines, the carrier also has been able to increase
traffic volumes over those lines to such an extent that the cost per unit is much less than it is
on the routes used by general freight or system average traffic. There is no justification for
failure to reflect these economies of scale.

In conformance with the Board's preference for movement-specific variable costs,
Otter Tail intends to calculate Road Capital Costs for the specific line segments traversed by
Otter Tail trains based on BNSF’s valuation records. Otter Tail proposes to include all URCS

road investments in its Road Depreciation and Return on Road costs. Otter Tail’s URCS road

investments will be divided into two categories: (1) road investments that receive a line-
specific adjustment (that is, Adjusted Road Capital Costs); and (2) those that will remain in
Otter Tail’s costs on a system average basis.’

For the Adjusted Road Capital Costs portion, Qtter Tail will calculate return on road
property investment and depreciation expenses attributable to the Big Stone Station coal
movements using BNSF’s recorded line segment-specific gross investment and depreciation

data by valuation section, which Otter Tail has requested be provided in response to Otter

“The property investment accounts that will be assigned on a specific basis will be determined by the accounts flowing
into the URCS unit costs for road depreciation (DIL234C10) and road return (D1L251C10). Those accounts are 2
Land, 3 Grading, 4 Other ROW, 5 Tunnefs and Subways, 6 Bridges, Trestles & Culverts, 7 Elevated Structutes, 8
Ties, 9 Rails & OTM, 11 Ballast, 13 Fences, Snow Sheds & Signs, 17 Roadway Buildings, 27 Signals & Interlockers,
37 Roadway Machines and 39 Public Improvements. Al other road property accounts will be included in Otter Tail's
line-specific Road Capital Costs in the overheads allocated to the Oteer Tail movement.
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Tail's discovery requests.® This is the same approach approved by the Board in other recent

rate cases, including FMC’, and that BNSF used (and the Board approved) in West Texas

Utilities.*

B. BNSF’s Past Use of Movement-Specific Adjustments to System Average Costs

BNSF's refusal to provide the requested road property investment and depreciation
information to Otter Tail contradicts the position that BNSF took on numerous occasions in the
past, most notably in West Texas Utilities, San Antonio, and OPPD, where BNSF (and the
Board) relied on the same type of line segment-specific Adjusted Road Capital Costs that Otter
Tail proposes to submit in this proceeding, in lieu of system averages.

The West Texas Utilities proceeding involved BNSF unit train coal service from the
Powder River Basin to Texas. In West Texas Utilities, BNSF was faced with evidence

submitied by the complainant which showed, as Otter Tail would expect to show in this

proceeding, that Adjusted Road Capital Costs for the rail lines traversed by the West Texas
Utilities’ trains were substantially lower than system average. BNSF responded with line
segment-specific Adjusted Road Capital Costs based on the same type of information that O&er
Tail has requested of BNSF in this proceeding. As the Board summarized in its final decision
in 1996:

“To adjust system-average road property return on investment (ROI) cost, BN
utilizes its 1994 road property investment database. BN identifies the actual

See Outer Tail RFP's 12, 13, 14, and 109-112. .

7 STB Docket No. 42022, FMC Wyoming Corporation and FMC Corporation v. Union Pacific Railroad Company
(“FMC™), slip opinion, served May 12, 2000.

'See West Texas Uilities, slip opinion, served May 3, 1996, page 82.
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book value of the road property and the annual depreciation associated with the
issue traffic.” ...

“Qur restatement utilizes the BN-developed unit cost for ROL ™

In West Texas Utilities, both the Complainant and BNSF presented Adjusted Road
Capital Costs as superior to and more accurate than system averages. Both parties calculated
those costs using BNSF’s “...road property investment database ...” and a 50% URCS
variability factor. BNSF's line-specific analysis was accepted by the Board as the best
evidence of record. The same type of data used by the parties and accepted by the Board in
West Texas Utilities should be produced by BNSF in this proceeding. It is that line segment-
specific information that Otter Tail proposes to rely upon in this case.

In my opinion and based on my experience in coal rate reasonableness proceedings,
BNSF has no valid grounds for refusing to provide Otter Tail the line segment-specific road
property investment and depreciation information needed to properly determine Big Stone
movement-specific Road Capital Costs. BNSF should provide (1) the line segment-specific
information it maintains in the ordinary course of business, and (2) non-line segment-specific
information for all other investments, and let the Board select the best evidence of record after
both sides have made fully documented presentations. If the Board acquiesces to BNSF's
efforts to force Otter Tail and the Board to rely on system average Road Capital Costs, those
costs will be substantially overstated for the route at issue in this proceeding, and will fail to

protect Otter Tail’s right to a fairly determined maximum reasonable rate.

*West Texas Utilities, 1 S.T.B. at 724.

€t e —
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C. The Significance of Line-Specific Road Property Capital Costing to Otter Tail

With access to the BNSF road property investment information sought in this motion to
compel, I expect to demonstrate that Road Capital Costs associated with the Otter Tail route
are significantly below system average. That has been the case in many previous maximum
rate proceedings. Unfortunately, most of the STB’s maximum ra'te decisions do not disclose
the results of road capital costing in sufficient detail to support my conclusion with publicly
available information. The Wesr Texas Utilities and FMC decisions, however. did report
sufficient detail. The West Texas Ulilities decision allows me to support my conclusion both
as to return on road property investment and annual road property depreciation expense.
(Recall from the previous Section B, above, that in West Texas Utilities, the Board relied upon
BNSF cost witnesses Klick and Kent's Road Capital Cost evidence.) The FMC decision'® only

discloses enough information to support my conclusion regarding annual road property

depreciation expense.

Exhibit_ (J/P-1) shows that line-specific road property depreciation from the Wesr
Texas Utilities decision was $39.33 per car (74.6% of system average) and return on road
property was $53.93 per car (45.0% of system average). Total West Texas Ultilities line-
specific Road Capital Costs were $93.26 per car or $0.84 per ton. If system averages had
been used, Road Capital Costs would have been reported as $1.55 per ton, an overstatement of
$0.71 per ton. At the jurisdictional threshold level, this difference amounts to $1.28 per ton

(30.71 times 1.80). Assuming West Texas received 2 million tons of coal eack year, then the

' Sec FMC, pages 77 and 78.
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jurisdictional threshold would be overstated by $2.6 million dollars per year. (Otter Tail
expects to burn 2,029,000 tons of coal in 2002.)

Exhibit__(IJP-2) shows that line-specific FMC annual road property depreciation
expense varied from 46.6% to 74.2% of system average, all of which are lower than West
Texas Utilities' 74.8% .1

If the Board compels BNSF to produce the required road property investment
information, I expect to be able to demonstrate that Road Capital Costs for the Otter Tail route
are significantly below system average costs. If the Board does not compel BNSF to produce
the required information, I may not be able to demonstrate this fact, but the conclusion that
Outer Tail line-specific Road Capital Costs are siguificantly less than system average Road

Capital Costs will remain unaltered.

D. The Evidentiary Anomalies That Led to the Board’s Decision in Wisconsin are Not
Present in This Case

In Wisconsin, the Board declined to accept either Union Pacific’s or Wisconsin Power
and Light’s line-specific road property investment and depreciation costs and defaulted to

system average costs, because Union Pacific Railroad Company (“UP”) had shown that a

" Wisconsin also reported favorably on a movement-specific adjustment to Road Capital Costs. In Wisconsin with
regard to Return on Investment and Depreciation for Road Property, the STB stated, “In FMC, we accepted the
procedure advocated by WPL here, because no evidence had been presented indicating that any of the unassigned
cosis related to the line segments at issue there. ™ (See Wisconsin, page 53)

L s |
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portion of its investment that was assigned to a general (default) account and not to specific
line segments was needed to provide service to the complainant.

The Board selected system average costs as the best evidence of record even though
“Both parties adjusted the URCS system-average return on investment and depreciation
expenses for road property by a ratio of UP’s investment in the route used for the WPL traffic
(on a per-GTM basis) to system-average investment on a per-GTM basis.”? The unique
problem that led the Board to default to systern average in Wisconsin does not exist here, since
it is Otter Tail's intention to include system average costs for all road property investments
shown to be used by the Otter Tail movement, but not directly assigned to the movement. For
road property investments that BNSF has assigned directly to the Otter Tail Big Stone line
segments, it is Otter Tail’s intention to charge the related Road Capital Costs directly to the

traffic using those investments.

E. BNSF’s Claim That Its Road Investment Data is Not Relevant to or Useful for
URCS-based Calculations of Variable Costs is Invalid

After decades of making movement-specific adjustments to its system average Road

Capital Costs, BNSF now claims that its road property investment database is no longer useful
for this purpose. BNSF’s denigration of its own records appears to be another part of its
larger effort to reverse the Board's longstanding and correct policy of preferring movement-

specific costs in unit train coal cases,” and to revive the position unsuccessfully urged by

12 Sec Wisconsin, pages 53-54.
3 See Adgption of URCS, page 898.

10
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railroad defendants in the past to base variable cost determinations on much higher system
average costs.

System average Road Capital Costs are representative of average traffic, but average
traffic and average costs are irrelevant in this case, which is focused on highly efficient unit
trains moving over a heavy density coal route - not “average traffic.” Economies of scale
made possible by high volume coal traffic have allowed BNSF to realize greatly reduced costs
relative to system average, which, in turn, have benefitted BNSF financially over the last
several decades.

The fact that a database for a line or movement-specific adjustment may not correspond
directly to a railroad’s individual R-1 accounts cannot be a valid basis to reject movement-
specific costs.” The Board’s routine acceptance of adjustments to system averages based on
special studies belie the notion, and a contrary rule would allow market dominant railroads to
ensure that all rates in all circumstances are evaluated solely against system average costs
simply by modifying their internal account formats. As for the “plausibility” of road property

unit costs on high density lines being significantly lower than system averages, one need only

look at BNSF’s highest density/highest investment line segments for confirmation of this fact.

BNSF’s claim that its movement-specific data is not useful for making adjustments to

URCS-based costs is preposterons. URCS is based on the books and records of BNSF as fited

“Any movement-specific or line-specific refinement to system average costs must be based upon that portion of
accounting and operating records that pertaia to that specific movement or line. The refinement cannot be based upon
an entire R-1 account or operating statistic. [f it were based or the entire account or statistic, it would not constitute
a refinement to system average costs, it would constitute system average costs.

11
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in its Annuat Report Form R-1. It is a regulatory requirement that BNSF file this information
each year, and BNSF complies with that regulatory requirement. BNSF cannot keep two sets
of books and records for regulatory purposes, so BNSF's R-1 data has to be consistent with
URCS-based calculations of variable costs. Alternatively, what BNSF must be claiming is that
they do not maintain their road property investment and depreciation records on a line-segment
specific basis. However, this cannot be true because until recently, BNSF itself has been
relying on such line-segment specific investment information for its own determinations of
Road Capital Costs.'

If BNSF has discontinued maintenance of all its line-segment specific road property
investment databases, then BNSF should provide that information to Otter Tail for the latest
time period for which that data is available. BNSF should be required to provide all categories
of road property investments whether the category is assigned to the line segments used by the
Otter Tail Big Stone traffic or whether they are unassigned. This data, if provided, will allow
Otter Tail to determine Road Capital Costs that are more representative than system average
costs. It is not within BNSF’s authority to make the regulatory decision that the data should not

be provided because it supposedly is inconsistent with URCS-based variable cost

determinations. Only the Board has the authority to make that determination.
If BNSF still maintains a portion of its road property investment and depreciation

information by line segment and a portion of that information unassigned to specific line

"BNSEF also needs this line segment-specific road property data for state tax purposes. Several states assess property
taxes on the actual value of real property. For example, Wyoming, which contains the bulk of the Powder River Basin,
assesses taxes on the basis of the value of each mile of main teack. See 2001 State Tax Handbook, page 215, published
by CCH Incorporated, Chicago, IL.
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segments, then BNSF should provide that information and let the Board determine whether or
not Otter Tail Big Stone route Road Capital Costs determined as described earlier are
consistent with URCS-based variable cost determinations.

I submit that BNSF may be maintaining detailed and accurate net investment by line-
segment. BNSF may be measuring and managing its $19 billion dollars investment in fixed,
road property assets. BNSF should be managing those assets intensively and specifically.
Any capital intensive business husbands such large investments. Failure to do so jeopardizes
the ability of the corporation to continue making such large investments. It strains credulity
and logic that a company that depends on lucrative coal traffic for a significant share of its
annual revenues and profits does not monitor and accurately record its current investment in
the assets that lie at the core of its business.

I believe that most road property investments can be assigned to individual line
segments, but failing to assign 100% of the investments does not invalidate the movement-
specific adjustment of the portion that is directly assigned. I further believe that the appropriate
treatment of the unassigned portion is to treat it on a system-average basis, that is, to allocate
the Road Capital Costs associated with the unassigned investment to all traffic moving on the
system. I also believe that failure to assign 100% of road property investments to individual

tine segments does not change the fact that movement-specific Road Capital Costs for high-

‘“Some: investment monies may not be assigned 10 a particular valuation section because the project has not been
completed or the investment covers a wide geographic area. The methodology used in past cases will account for these
issues.
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volume coal unit train service are likely to be lower than system average Road Capital Costs
and that those reduced costs arise because of the economies and efficiencies that are associated
with high-volume, repetitive movements such as the Otter Tail Big Stone unit-train service.
Failure to measure those reduced costs does nothing to alter this Board-recognized cost

relationship."”

CONCLUSIONS

The methodology that Otter Tail intends to use to determine the Big Stone movement's
Adjusted Road Capital Costs will be based on BNSF-provided line-specific investment data for
those investments needed to provide service to Otter Tail's Big Stone Station. Most of that
cost will be based on the actual investments and gross ton-miles over the valuation sections
traversed by the Otter Tail trains. Appropriate adjustments will be made to reflect the issues
of unallocated monies. These annual Road Depreciation expenses and Return on Road costs
will be more movement-specific (and far more accurate) than the system average calculation.

BNSF has no valid grounds for refusing to provide Otter Tail the line segment-specific
road property investment and depreciation information that Otter Tail needs to properly
determine the Big Stone movement’s Road Capital Costs. BNSF should provide the line
segment-specific information it maintains in the ordinary course of business, non-line segment-
specific information for all other investments, and let the Board select the best evidence of

record after both sides have made fully documented presentations.

'" See the Board’s February 9, 2001 decision in TMPA, page 3

4
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[
Exhibit__(JJP-1)
Page 1of 1
DEPRECIATION AND RETURN - WTU VS SYSTEM AVERAGE
. BNSF 1994
Item —— Source Amount
1 @ 3)
1. Traffic and Operatin
a. Mies WTU Decision, p. 19 1/ 1,113.2
b. Tons per Car WTU Decision, p. 76 110.48
c. Tare WTU Decision, p. 79 21.66
d. Gross ton-miles per Car Lia’(1b + 1c*2} 171,210.160
ion
a. Road track maint & ownership D1L234C102/ $0.00027302
b. General Overhead Ratia D8L608COo1 2/ 1.10311
c. Road incl GOH 2a*2b $0.00030117
d. GTM's per Car Lid 171,210.160
e. Road Depr per Car L2c*2d $51.56
f. Index 1.02285
g. Road per car indexed e *2f $52.74
h. WTU depreciation per Car WTU Decision, p. 81 $39.33
i. WTU percent of System L2h+2g 74.6%
3. Return
a. Road track maint & ownership D1L251C10 2/ $0.00064673
b. Genaral Overhead Ratio D8L609CO1 2/ 1.08266
¢. Road incl GOH Lia*3b $0.00076019
d. GTM's per Car tid 171.210.160
e. Road Return per Car L3c*3d $119.88
f. WTU Road Return per Car WTU Decision, p. 81 $53.93
g. WTU percent of System 1.3f + 3e 45.0%
h. BNSF system Road & Depreciation L2g + 3e $172.62
i. WTU Line Specific Road & Depreciation L2h + 3f $93.26
j. Totat Variable Costs WTU Decision, p. 76 $845.16
k. URCS Linking Factor ST8 0.9934
1. BNSF sysem Road & Depreciation/Ton L3h + 1b* 3k $1.55
m. WTU Line Specific Road & Depreciation/Ton L3i+1b* 3k $0.84
n. Total Variable Costs/Ton L3j+1b* 3k $7.60

1/ Miles from Eagle Butte to Oklaunion
2/ From BNSF 1894 URCS formula produced by the STB and used in WTU.
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CITY OF ALEXANDRIA )
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JOSEPH J. PLAISTOW, being duly sworn, deposes and says that he has read the

foregoing statement, knows the contents thereof and that the same are true as stated.

Josepl J. Plaistow

Sworn to and suy rj
before this, /] |
of

, 2002.

Witness my hand and official seal.

g |

Wy Coftmission Expies duy 31, g
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CERTIFICATE OF SERVICE

[ hereby certify that this 11th day of April, 2002, I served a copy of the foregoing

“Complainant’s First Metion to Compel Production of Documents” on Defendant, The

Burlington Northern and Santa Fe Railway Company by hand-delivery upon counsel for

Defendant at the following address:

and by overnight mail:

Samuel M. Sipe

Steptoe & Johnson LLP

1330 Connecticut Avenue, N.W.
Washington, D.C. 20026

Michael Roper

Senior General Counsel

The Burlington Northern and Santa Fe Railway Company
2500 Lou Menk Drive

P.O. Box 961057

Fort Worth, TX 76161-0057

s

Jeffrey O. Moreno

+ e—
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REPLY REVISIONS TO THE TREATMENT
OF ROAD PROPERTY INVESTMENT RETURN AND DEPRECIATION

(a) Otter Tail’s Rebuttal Road Property Investment Costing Procedure

Otter Tail road property and depreciation expense calculations at the system level, described
in Exhibit [I-A-4, pages 6-11, have been revised for this Reply filing to incorporate BNSF’s
Responses to Workpaper Requests filed on September 18,2003. The road property workpapers just
received were FADB 2000 totals by ICC account for gross investment and accumulated depreciation.
System road property investment reported in the R-1 combines FADB gross investment, Projects in
Service Not Unitized (“PISNU”), property accounts not assigned at the valuation section level, and
the ATSF purchase accounting write-up. Discussion of procedures used in calculation of Reply road

property investment return and depreciation is separated into the following categories:.

i System Average Return and Depreciation

. Gross Investment and Reconciliation to the R-1 and URCS
a. FADB Gross Investment
b. PISNU
¢. Unassigned FMA
d. ATSF Purchase Accounting Write-up
e. Reconciliation to URCS

. Adjusted Net Investment

. Adjusted Annual Depreciation

. URCS System GTM

. Adjusted Net Investment and Depreciation Costs per GTM

i Valuation Sections Traversed by Otter Tail (no change from Opening)

iii  Otter Tail Route Specific Average Investment and Depreciation Weighted on Otter Tail
GTM’s

iv.  Reply Ratio of Otter Tail Route Specific Investment and Depreciation to
System Average Return and Depreciation
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REPLY REVISIONS TO THE TREATMENT
OF ROAD PROPERTY INVESTMENT RETURN AND DEPRECIATION

i. System Average Return and Depreciation

URCS Gross Investment and Reconciliation to the R-1 and URCS - gross road property
investment reported in the R-1 consists of amounts in the FADB (Fixed Asset Data Base, called
“FMA” in the data received), PISNU, unassigned FMA, and write-up for the ATSF purchase
accounting adjustment. Otter Tail’s Opening and Reply road return calculations adjusted gross
investment for PISNU and unassigned FMA but were missing the FADB account totals to enable
reconciliation to the R-1.

a. FADB Gross Investment - BNSF has just now provided the 2000 FADB data but
not the 2002 data requested. We have estimated the 2002 FADB by applying the ratio of URCS
gross investment in 2002 to URCS gross investment in 2000 to the 2000 FADB gross investment.
as shown on page 7 of 14 of this Exhibit and electronic file “Road Inv Otter Tail Reply.123", sheet
2000 System’. This ratio is then applied to the 2000 FADB gross investment to arrive at the 2002
Gross Investment at FADB level, shown on page 7 of 14, column (3) of the “2002 Reconciliation
to URCS Gross Investment in Road Property” table and level ‘Reconciliation’.

b. PISNU - Projects In Service Not Unitized - PISNU expenses shown in column %)
of the “2001 Reconciliation to URCS” table were described and incorporated in Otter Tail’s opening
road return calculations.

¢. Unassigned FMA - Fixed Assets not assigned to a specific line segment - These
expenses shown in column (6) of the “2002 Reconciliation to URCS Gross Investment in Road

Property” table were described and incorporated in Otter Tail’s opening road return calculations.
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REPLY REVISIONS TO THE TREATMENT
OF ROAD PROPERTY INVESTMENT RETURN AND DEPRECJATION

d. ATSF Purchase Accounting Write-up - BNSF provided ATSF purchase accounting
data in discovery. The ATSF purchase accountings costs are used to reconcile to the R-1 and are
included in Reply workpapers. (Purchase accounting costs by account would be applied to the
valuation sections formerly belonging to the ATSF on a cost per track-mile basis rather than
removing them at the system level. There are no former ATSF valuation sections on the Otter Tail
route.)

e. Reconciliation to URCS - FADB, PISNU, unassigned FMA, and the ATSF write-up
were combined and compared to the totals reported in the R-1 and used in URCS. This total “URCS
equivalent” was less than the 2002 URCS gross investment. We assumed that the
FADB, unassigned FMA and ATSF write-up were correct and adjusted the PISNU account totals
to reconcile to the URCS. The gross investment at FMA Level shown on Page 5 of 14, column (7)
of the “Reply Development of BNSF System Road Property Investment per GTM at the Line
Specific Val Sec Level” (electronic file “Road Inv Otter Tail Reply.123", sheet ‘URCS Inv’) was
then calculated by subtracting the adjusted PISNU and unassigned_FMA to put the gross investment
on an equivalent level with the line specific valuation section FADB net investment.

Adjusted Net Investment - We first calculated the 2002 FADB accumulated depreciation by
caleulating the ratio of the 2002 URCS accumulated depreciation to the 2000 URCS accumulated
depreciation. We then applied this ratio to the 2002 FADB accumulated depreciation to calculate
the equivalent 2002 FADB accumulated depreciation. The 2002 FADB accumulated depreciation

is then substituted at Page 5 of 14, column (10) of this Exhibit for the URCS accumulated
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REPLY REVISIONS TO THE TREATMENT
OF ROAD PROPERTY INVESTMENT RETURN AND DEPRECIATION

depreciation used in Otter Tail’s opening road investment calculations. The Net Investment at the
valuation section level is then calculated by subtracting the 2002 FADB accumulated depreciation
from the 2002 gross investment at the valuation section (or FMA) level to put the net investment on
an equivalent level with the valuation section FMA net investment.

Adjusted Annual Depreciation - 2002 FADB annual depreciation shown on Page 6 of 14,
column (7), is then calculated for the gross investment at the line specific val sec level using the R-1
Schedule 332 depreciation rates.

URCS System GTM - GTM for Car, Contents, & Cabooses - no change from opening.

Calculation of Adj Investment and Depreciation per GTM - Net investment and
depreciation, as adjusted to account for FADB accumulated depreciation, adjusted PISNU and
Unassigned FMA costs, are divided by the GTM service units in URCS to derive system net
investment and depreciation expenses per gross ton-mile. All adjustments have been made to the
system level net investment and depreciation to make it equivalent to the net investment and
depreciation at the line specific valuation section (or FMA) level.

ii Valuation Sections Traversed by Otter Tail

This section is the same for Reply as calculated and described in Opening.

il Otter Tail Route Specific Average Investment and Depreciation Weighted on Otter
Tail GTM’s

In Opening Otter Tail inadvertently included GTM for the Jones Jet to Moran Jet inthe divisor

used to calculate costs per gross ton-mile even though BNSF provided no investment data for this
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REPLY REVISIONS TO THE TREATMENT
OF ROAD PROPERTY INVESTMENT RETURN AND DEPRECIATION

segment. Otter Tail has removed this segment from its Reply calculation of weighted investment
per GTM.

iv. Reply Ratio of Otter Tail Route Specific Investment and Depreciation to System
Average Return and Depreciation

This ratio is automatically recalculated by dividipg Otter Tail’s weighted average investment
and depreciation cost per gtm by the revised system average net investment and depreciation per gtm
which has been adjusted to exclude the adjusted PISNU and Unassigned expenses not included at
the valuation section level. The calculation of system net investment also incorporates the FADB
accumulated depreciation to be consistent with the route specific investment. The route specific
investment has been corrected to exclude gross ton-miles related to the Jones Jct to Moran Jet
segment.

Other than variability which is addressed elsewhere in this filing, Otter Tail’s Reply
calculation of road return and depreciation responds to all criticisms regarding FADB reporting
of accumulated depreciation put forth by Mr. Fisher and Ms. Elliott. Otter Tail’s procedures are
consistent with those accepted by the STB in TMPA' and should be accepted by the STB here as

the best evidence of record.

' In TMPA, at page 60, footnote 100, the STB describes the adjustment (correction) they made to depreciation to
incorporate the running portion. Otter Tail believes that adjustment was inappropriate. The investment and depreciation
amounts used for the ratio are total both at the system level and the valuation section level. Those system totals are
allocated between running and switching in URCS Worktable B5 so that the road return and depreciation unit costs in
Worktable D1, column 10 to which the ratios are applied are at the variable running level.
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Exhibit II-A-33
REDACTED Page 1 of 1

Comparison of Otter Tail Transportation Rates to BNSF System Coal Rates
(Revenue per Thousand Ton-Miles)

Percent
Year Otter Tail 1/ BNSF 2/ Difference
) ) €)) @
1996 11.65
1997 11.62
1998 11.10
1999 10.64
2000 10.43
2001 9.96
2002 14.89 9.89 50.6%
1Q2003 15.19 10.13 49.9%

1/ See Otter Tail Reply electronic workpapers, "exh 33 96t099.123", “exh 33 00to01.xIs,
"exh 33 wtd miles.123", Reply Workpaper Vol L. pp. 5021-5022.
2/ BNSF Annual Investor's Reports. Otter Tail Reply Workpapers Vol. I, pp. 5013-5020.




REDAC
T
ED Exhibit II-A-34
Page 1 of 1

Comparison of Changes in Big Stone Rates and the RCAF-U / RCAF-A

Group D
(Gillette)
Rate to
Period Big Stone RCAF-U 1/ RCAF-A I/
e)) ® ©) )
1. 1Q 2000 0.941 0.536
2. 1Q 2001 0.979 0.539
3. 1Q 2002 $13.49 0.971 0.520
4. 1Q 2003 $13.76 0.996 0.512
Annual Change
5. 1Q00-1Q01 0.038 0.003
6. 1Q01-1Q02 (0.008) (0.019)
7. 1Q02-1Q03 $0.27 0.025 (0.008)
Annual Percent Change
8. 1Q00-1Q01 4.0% 0.5%
9. 1Q01-1Q02 -0.8% -3.5%
10. 1Q02-1Q03 2.0% 2.6% -1.5%
Cumulative Percent Change
11. 1Q00-1Q01 4.0% 0.5%
12. 1Q00-1Q02 3.2% -3.0%
13. 1Q00-1Q03 10.3% 5.8% -4.5%

1/ 4Q2002 RCAF-U = 1.000
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UNITED STATES
SECURITIES AND EXCHANGE CO\H\IISSION
WASHINGTON, D.C. 20549

FORM 10-Q

(Mark Oue)
& QUARTERLY REPORT PURSUANT TO SECTION 13 or 15(d) OF THE SECURITIES EXCHANGE ACT CF 1934
For the quarterly period ended September 30, 2002
OR
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 13(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition geriod from to .

Commission file cumber 1-11535

BURLINGT ON NORTHERN SANTA FE CORPORATION

(Exact name of registrant 35 specified Inlts chorter}

Defawars ’ 411804964
(State or other jurisdiction (LR.S. Employer
of tucorporation or organizatien) . Idendfteation No) ¥
. H
2650 Lou Menk Drive L
Fort Worth, Tezas
(Address of prircipal executive offices) i
76131 {
{Zip Cede) had
(800) 795-2673

{Reglstraat’s teleghone mumber, including area code)

Indicate by check mark whether the registrant (1) has filed alf reports requirsd ta be filed by Section 13 ar 15(d) of the Securities
Exchange Act of 1934 during the precedmv 12 moaths (or for such shorter period that the registrant was required to file such reports),
and (2) has been subject to such fifing requirements for the past 90 days. Yes_ v No___ -

Indicate the number of shares outstandiag of each of the issuer’s classss of oc»mmon stock, as of the latest practicable date.

Skares . :
; Outstanding at “
2002
Class October 31,2002
Common stock, 3.01 par value . ] . 377,475,697 shares
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CERTIFICATIONS

EX-99.1 4 dex991.hitm CERTIFICATIONS

Exhibit 99,1
Certification Pursuant to 18 U.S.C. §1330
(Section 506 of Sarbanes-Oxley Act of 2002)

Burlington Northera Santa Fe Corporation

In connectior with the Quarterly Report of Burlingion Northera Santa Fe Corporation (the “Company”) oa Form 10-Q for the
"pericd ending September 30, 2002 as filed with the Szcurities and Exchange Commission on the date hereof (the “Repart”™), the
undersigned, Matthew K. Rose, Chairman, President and Chief Executive Officer of the-Company, and Thomas N. Hard, Execitive Vics
President and Chief Financial Officer of the Company, each hereby certifies that, to his knowledge on the date herecf:

{1) The Report fully complies with the requirements of section 13(a) ar 15(d) of the Securities Exchange Act of 1934; and
(2) The information contained in the Report fairly presents, in al! materdal respects, the financial condition and results of operations
of the Company. ’ - :

Dated: November 13, 2002

o/ - MattHEW K. Rosg Il
Matthew K. Rase
Chairman, Bresideat 200 Chief Executive Officer

TroMas N, Huonp
. " Thomas (¥, Hund
Executive Vice Presidentand Chiel Financial Officer

E3
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<TYPE>§-XK

<SEQUENCE>1
<FILENAME>dSk.txt
<DESCRIPTION>FORM §~K

<TEXT> N
<PAGE>
SECURITIES 2ND EXCEANGE COMMISSION
Washington, pC 25549
FORM 8-K
Current Report Pursuant
to Section 13 or 15(d) of the
Securities Exchange Act
Date of Report {Date of earliest event reported): August 9, 2002
Burlington Northern Santa Fe Corporation .
({Exact Name of Registrant as Specified in Its Charter}
Delaware ) o
(State oxr Other Jurisdiction of Incorporatian)
1-11535 41-1304964
{Commission File Number) _ (I.R.S. Emplcyer
Identificaticn No.,}
2650 Lou Menk Drive, Fort Worth, Texas 76131-2830
{Address of Principal Executive Offices) {Zip Code}
{817) 352-4813
‘{Registrant’'s Telephone Number, Including Area Code)
{Not Applicable)
{Former Name ar Former Address, If Changed Since ILast Report)
<BAGE>
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SIGHATURES

registrant has duly caused this repert to be signed on its hehalf by the
undersigned hersunte duly authorized, :

Pursuant to the requirsmepts of the Securities Exchangs Act of 15

BURLINGTCN NORTHZR SANTA F%
CORPORATION
(Registrant}

Date: August 9," 2002 By: /s/ Themas N. Hund
(Signature}
Thomas N. Hund
Executive Vice President and
Chief Financial 0fficer
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BURLINGTON NORTHERN SANTA FE CORPORATION
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99.2 Statement Under Oath of Principal Fina_nciai officer dated August 3, 2002,
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<DCCUMENT>

<TYPE>EX-92.1

<SECUENCE>3

<FILENAME>daxd91.txt

<DESCTRISTION>STATEMENT OF BRINCIPAL EXECUTIVE CFFICER
<TIXT>

<PAGE>

Exhibit 99.1

[Ye]

STATEMENT UNDER OATE GF
PRINCIFAL EXECUTIVE OFFICER
REGARDING FACTS AND CIRCUMSTANCES RELATIKG
TO EXCHANGE ACT FILINGS

I, Matthew K. Rose, state and attest that:

-{1) To the best of my knowladge, based upon a review of the covered reports of
Burlington Northern Santa Fe ("BNSF" or the "Company"), and, except as
cerrected or supplenmented in a subsequent covered regart:

. No covered report contained an untrus statement of a material
fact as of the end of the perioed covered by -such report {cr in
the case of a report on Form 8-K or definitive proxy matecrials,
as of the date on which it was filed); and

. No covered report omitted to state a material fact necessary to
make the statements in the coverad report, in light of the
circumstances under which they were made, not misleading as of
the end of the period covered by such repori: {or in th= case of a
report on Form 8-K or definitive proxy materials, as of the date
on which 1t was filed).

(2} I have reviewed the contents of this statement with the Company's Audit
" Committea. . .

{3} In this statement under oath, each of the following, if filed on or before
the date of this statement, is a "covered report":

. 2001 Annual Rsport on Form 10-K of BNSF filed with the Securities
. and Exchange Commission;

. All reports on Form 10-Q, all reports on Form 8-K and all
definitive proxy materials of BNSF filed with the Commission
subsequent to the filing of the Form 10-K identified abave; and
any amendments to any of the foragoing.

/s/{ Matthew K. Rose Subcribad and sworn to
Matthew XK. Rose before ma this Sth day
Chalrman, President and Chief Exscutive Gificer of August, 2002
Burlington Northern Santa Fs Corporatioxn

Pate: August 9, 20602

TRTY.SRC, 208

Page ! o
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Exbinle 99.1

STATEMENT UNDER OATH OF
PRINCIPAL EXECUTIVE OFFICER
REGARDING FACTS AND CIRCUMSTANCES RELATING
TO EXCHANGE ACT FILINGS
1, Marthew K. Rose, stare 2nd aftesti thal:
(1) To the best of 1y kmawledge, based upon a raview of the sovered reports of Buclington Norttern Samsz e ("BNSF ';oz the "Compzny”).
and, exceptas commectader suppiemented in a sabsequimicovered Teport: )

. No covered repart contained en untree Steiement of amateris! fzct as of the end of the period caverad by such feport {ar in thzcase of 2 rpant
on Form 8-i or deffuitive proxy muaterials, as of the daie e which irwas fied); and ' ;
- i

. No covered ceporc omitted to statea material fact neceysary to make the statemencs i the covered report, in light of the circurmstances under
which they were made, not misleading as ofthe end of the period coverad by such repart (or fn the case of a report oz Fam 8-K or definitie
proxy materiats, 3 of the date on which it was filed). ) ]

(2)Uhave reviewed the contentsof &is statement with ihe Company's Audit Comumittze.
- (3){n ts scateruent wnder aath, cach of the {ollowing, if filed ox or befare the date of this statement, {3 2 *cavercd report’:
.2 1| AnavalRepart on Fonm | -K of BNSF filed with the Secwities and Exchange Commtission; A

, Al peports on Form 1 -Q, all ceports en Farm 8-K and all definltive proxy materzzls of BNSF filed with the Comumission subsequeatte the
filing of the Farm 1 -K ideatified above; aad any ameadmeats tozny of the foregoing. : :

/s/ Matthew K. Rose Suberibsd and sworn to
Matthew K. Ros2 before me this gth day
Chairman, Presidect and Chief Executive Officer  of August, 2002
Burlington Northern Santa Fe- Corporation

pste: Avgust 9, 2002
Kaaran Franic

Notary Public
My Commission Expires: 9-29-43
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Exhibit 95,1

STATEMENT UNDER OATH OF
PRINCIPAL FENAXCIAL OFFICER
BREGARDING FACTS AND CIRCEMSTANCES RELATING
TO EXCEANGE ACT FILINGS

' Thomas N, Hund, state znd stisstthaz

(1) To the best of sy kmosiledge, based upen z review of the coversd reparts of Buzlingten Northers Sznta Fe ("BNSF" or the "Compzny™,
and, except 25 corrected ar supplomented n 2 subsequant covered regost: .

, No coveredregart vﬂﬂﬁi!ﬁ". o wmivue statement of « material fact as of e ead o‘ { the periad covered by such report (or in the ease af arrgors
o Form 8-K ardefinitive proy materials, a5 of the date on which it was fild); zx

. No covered report omitted to state 2 moaterial fact nccessary to make the statzments in the coverad regor, in Light of the circumstances undec
witich they were mads, aot misleading s of the end of the peried covered by such report (or iz the case of 2 report on Farm 8-K or definiiive
proxy rmaberials, 25 of the date an which it was ﬁl:d) . i

(2) Lhavs reviewed th= contents af this setement with the Company's Aud’t Committee.
(3) In this staterwent under oath, ezch of the following, if filed an orbefore the date of this stateraeat, is 2 "covered repart”;
4 1 Annual Report en Fosm 1 -K of BNSF filed with dre Securifies and Exclunge Commission;

. AH reports oz Form 1 -Q, all reporis on Forn 8-K and all definittve proxy materials of BYSF filed with the Commission sul_s.aquent totte
filing of rh° Form 1 -K xd..mﬁ.a above; and any amendraents to any of the foregoing. X

/s/Thomag 8. Fund Subcribed and sworn to
Thomas N. Hund efors me thkis ts day
Executlve Vice Presidant and of August, 2002

i
T
£

chief Financial Officar
Burlington Northern: Santsz Fe Corporation
Date: August 2, 2002

/5;/ Laglie H. Filoras
Netary Public
My Commission Expires: 04/217/02
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through better design and

execution of each car’s service

plan. We will continue ro
reset our service goals as we
approach 2005, For our coal
customets, our goal is to
improve traia cycle dmes from
the mine to che utility and
return te the mine. For our
grain customers, our goal is
to mect their request dates for
hopper cars at dhe elevators
and train delivery requircments
to the ports and other recelvers.
Ease of Doing Business —

Play a larger role in our cus-
tomers’ supply chains by
reducing the number of cus-
tomer touch points within
BNSF and by expanding web-
based transactions to cover
all needs of our customers.
Efficiency~ Keep BNSFs cost
per GTM at the lowest level
in the industry withour degra-
dation to our infrastructure
or service quality. This will be
accomplished by eptimizing
our fleet size, velocity.and
facility capacity, as well as
through disciplined execution
of each car’s service plan.
BNSF People - Retain and
hire 2 well:qualified and
diverse workforce for BNSE
We will continue tw improve
safety performance and work-
force development through
training, an enhanced per-
formance management
system and adherence te
BNSF's Vision and Values
(see page 18).

This is a large underaking chat
requires marshalling the ideas
and cemmitment of aft 40,000
BNSF employees. We believe
it is the right course of action

for our Company ar chis time,
and we are confident chat we
can achieve these goals.

Our management team recog-
nizes the importance of creating
a positive and enthusiastic work-
place environment, as expressed
in one of our core shated values:
“Empowering employces and
showing concem for cheir well-
being, and respect for their talent
and achievements.”

We have made progress since
1995 thanks, in part, to the
quality of our mamgeménc team
and the suppoct and trust of our
Board of Directors. Three of our
directors will not be sunding for
reelection ac our annual sharchold-
ers meering. Joseph F. Alibrandi
and George Deukmsjian served
on the boards of predecessor
companies since 1982 and 1991,
respecrively, and have reached

mandarory retirement age. Ronald
Woodard joined the BNISF board
at the time of the merger in
1595. All chree directors have con-
tribuced significantly to shaping
BNSE, and we extend our appre-
ciadon and thanks to them.

Finally, we wouldn't have achicved
any of the successes desciibed in
this letter and on the subsequent
pages of chis report without the
commitment, innovation and
enthusiasm of our employees; the
confidence and trust of the thou-
sands of customers who do busi-
ness with us, and the even larger
number of shareholders who have
invested in our future, To al
of you, thank you very much.

e

Robert D. Krebs

Chairman

Noer 2.

Marthew K. Rose
President and
Chief Execudve Officer
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Shareholder Information

Shares Listed

Newr York Stock Exchange,
Chiage Steck Exchange,
Facific Exchrange,

Ticker Symbot: BN

Principal Corporate Office
2650 Lou Menk Drive,

Foct Worth, Texas 76131-2

{800) 795-2673

vrwwbnstcam

Stock Transfer Agent

and Registrar

Via first chiss/registered mail:
EquiServe Trust Company, NA.
PO. Bax 43069

Providence, Rbode Iitand 0234C-3059

Via privase mail carrier
EquiServe Truse Company, NA.
150 Royall Suzer

Canton, Masadhasetrs 02021

. {800} 526-5673

hespillwor: equiserve.com

Shareholders

As of Jannary 31, 2003, thae
were appraxirzardy 42,600
shercnalders of record.

Shareholder Services

You are eacouraged ra costacr our
Teansfer Agent direcdy for the
shareholder services listed befow:

Change in Certificate Registradon,
Dividend Reinvestment Servicr,
Change of Maifing Address, Last

os Stolea Centificates, Replacement
of Dividend Checks, Dircar Depesit
of Dividends, Cansolidatian of
Multiple Accounts, Elimination

of Duplicaie Report Mailings,
Replaccment of Focm 1095-DIV.

Dividend Reinvestmens Plan

Institutional Investors

A dividend reinvestmens plas i Inquicics Ram securiiy anafysss sed

provided for registered sharchoid i peafe Js should be .

25 2 convenjent way to purchase direcrend ta the Compang’s inveror

mare shaces chrough inwestment of seladons conrace

dividends or vohuncary cash payments.

A boclder describing the plan is Ms. Marsha K. Morgan,

avzilable frorn the Transfer Ageat. Vice President — Invertoc Rdztians,
(817) 352-6452

Form 10-K

The Company’s Annuaf Reparton Annual Meeting

Form 10-K Bled with the Securities The Annual Merring of Sharcholders

ard Esxchange Commission {SEC} wili be held ar the Forr Worth Club,

is pasted on the Company’s website, 306 West 7th Strecs, Forr Wardh,

wwwhesEcom. A copy of the Tews, on Wednesday, Apl 16,

Annual Report on Porm 10-K is 2003, 2t 2:00 p.m.

als available to sharcholders free

of charge upoa rojuest te the

Company's Investoz Reladons

Deparmment 2t 2500 Lou Menk

Drive, Fort Worth, Texas 76131-

2828, The Company’s filings on

Farm 10-K, Facm 18-Q and Form

8K are posted on the Company's

website s soon 3s reasonably

pracicable after che reporrs are

decteonically filed with the SEC.
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Exhibit 99.1

Certification Parsuant to 18 U.5.C. § 1350
(Section 906 of Sarbanes-Oxley Act of 2002)

Burlington Northern Santa Fe Corporation
In comnection with the Annual Report of Burlington Northern Santa Fe Corporation (the "Company™) on Form 10-K
for the period ending December 31, 2002 as filed with the Sccurities and Exchange Commission on the date hereof (the
"Report”), the undersigned, Matthew K. Rose, Chairman, President and Chief Executive Officer of the Company, and
Thomas N. Hund, Executive Vice President and Chief Financial Officer of the Company, each hereby certifies that, to his
knowledge on the date hereof:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934;
and .

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and results
of operations of the Company.

Dated: February 14, 2003

It Matthew K. Rose {s/ __Thomas N, Hund
Matthew K. Rose Thomas N. Hund

Chairman, President and Chief E ive Officer Executive Vice President and Chief Financial Officer -

E6 , 4805
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BEFORE
THE SURFACE TRANSPORTATION BOARD

)
OTTER TAIL POWER COMPANY, )
)
Complainant, )
)
v. )} Docket No. NOR 42071
. )
THE BURLINGTON NORTHERN AND )
SANTA FE RAILWAY COMPANY ) ENTERED
) Ofico of the Secreta
Defendant. ) APR 11 2002
Part of
Public Aecord
COMPLAINANT’S

FIRST MOTION TO COMPEL PRODUCTION OF DOCUMENTS

Complainant, O((ex.' Tail Power Company (“Otter Tail™) hereby moves for an order
compelling Defendant, The Burlington Northem and Santa Fe Railway Company (“BNSF”), to
produce information sought in “Complainant’s First Set of Interrogatories and Requests for
Production gf Documents” and in Complamant’s “Third Set of Requests for Production of
Documents,” which were served oa January 17, 2002 and on March &, 2002, respectively. Otter
Tail’s Motion addresses two specific areas of discovery. First, this Motion asks the Board to
order BNSF to respond to certain discovery on road property investment and depreciation costs,
which is covered by Requests for Production (“RFP”) Nos. 12, 13, 14, 103, 110 and 112.
Second, this Motion asks the Board ta order BNSF to respond to RFP-47, which encompasses
forecasts of revenue and traffic volumes. Copies of these Requests and BNSF’s responseé and
objections are attached hereto as Exhibits “A” and “B.”

This Motion is supported by the Verified Statement of Joseph J. Plaistow (“Plaistow

V.S."), a Vice President of L.E. Peabody & Associates, Inc. and 2 former employce of BNSF for

vy
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15 years. Mr. Plaistow explains the critical importance of road properly investment information
to accurately develap variable cost of providing rail service; states how Otter Tail intends 1o use
that information A in this proceeding; and describes how BNSF's refusal to provide this
information will substantially impair Otter Tail’s case. Mr, Plaistow’s Verified Statement is
attached as Exhibit “C.”

I BACKGROUND

Otter Tail filed its Complaint on January 2, 2002. The Complaint alieges that BNSF’s
common carrier rates for unit train transportation of coal from various mines in the Powder River
Basin to Otter Tail’s Big Stone Generating Station, located near Milbank, South Dakota (“Otter
Tail movement”), are unreasonably ]ngh aﬁd therefore unlawful.

On January 17, 2002, shortly after filing its Complaint, Otter Tail served "éomp)ainam’s
First Set of Intesrogatories and Requests for Production of Documents.” In RFP Nos. 12, 13 and
14, Otter Tail requested standard information on road properiy investment and depreciation.
This information, which is routinely sought in stand-alone rate cases, will enable Otter Tail to
calculate movement~quciﬁc variable costs. In RFP-47, Otter Tail requested forecasts or
projections of future trafﬁc volumes and revenues for both coal and non-coal traffic in the Stand-
Alone Railroad (“SARR?”) states and along the Otter Tail route.

BNSF served its responses and objections to Otter Tail’s first discovery requests on
February 19, 2002. See Exhibit “A.” In response fo RFP Nos. 12, 13, and 14, raqucsting line-
specific road property investment and depreciation, BNSF asserted the following identical
objections:

BNSEF objects to this Request on grounds that it is overly broad and
unduly burdensome to the extent it seeks information that is not

maintained by BNSF in the normal course of business, that is not
maintained by BNSF in the format requested, or that would require
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a special study to compile or to report in the format requested.

BNSF further objects to_this Request on grounds that the data
maintained by BNSF would not be relevant to or consistent with
URCS-based calculation of variable costs.

[emphasis added] The first sentence simply is a rote objection that BNSF asserted in responsz to
virtually every Otter Tail document request, inclnding those to which BNSF responded that it
will produce documents. For RFP ﬁo& 12,13 and 14, however, BNSF has refused to produce
any documents for the reason stated in the underlined text.

On March 8, 2002, in an attempt to address BNSF's objections to RFP Nos. 12, 13, and
14, Otter Tail served additional road property investment and depreciation discovery requests in
its third sct of discovery requests to BNSF. Those requests included RFP Nos. 109, 110 and
112.! Nevertheless, BNSF repeated verbatim the same objections it assested to RFP Nos. 12, 13,
and 14 and addéd objections to specific subparts.? See Exhibit “B.” Though BNSF indicaled that
it would provide Otter Tail with a more detailed written explanation of its objection, it has not
done so.

In response to RFP-47, on projections and fqrecasts, BNSF asserted a series of confusing
and convoluted objections without clearly stating whether it would p‘roduce any documents and,
if so, what types of documents. In subsequent discussions between the parties, BNSF clarified
thz;t the following sentence from its objections defines the scope of what BNSF is willing to

produce:

BNSF further objects to this Request to the extent it secks any
projections or forecasts other than BNSF’s official traffic vohume

and revenue projections.

! Otter Tail believes that the information requested in RFP Nos. 109, 110 and 112 also are encompassed by RFP-12.

Nevertheless, Otter Tail secved the more amrowly talored RFP Nos. 109, 110 and 112 in order to avoid any dispute

over this fact,

xA!thmlglsBNSFresptmn:lm‘ltlutltwoulo:l duce d poase to RFP-112, |tswﬂ1mgm:ssto dosois

subjea to its objection that “the dats maintained by BNSF would not be relevant to or consistent with URCS-based
of variable costs.™ B Otter Tail is unsure what, if anything, BNSF will produce in light of that

objection, this Motion to Compel p RFP-112.

v
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{emphasis added] BNSF subsequently explained that its “official™ forecasts consist of selected
2-3 year projections. Although BNSF has not denied the existence of longer term forecasts, it
has classified these forecasts as “unofficial” and thus beyond the scope of what BNSF is willing
to produce. BNSF has not explained its criteria for distinguishing *‘official” from “‘unofficial”
forecasts, which remains unclear.

. -BNSF bhas made plain that it will not produce to Otter Tail the vast majority of the
information requested on road preperty investment and depreciation or on traffic volume and

revenue projections. Because this information is critical to Otter Tail’s calculation of variable

costs {(and investment) and its calculation of stand-alone costs {forecasts), Otter Tail has filed this
Motion to Compel.
115 ARGUMENT

Since the Interstate Commerce Commission (“ICC”) adopted Constrained Market Pricing
(“CMP”) in Coal Rate Guidelines, Nationwide, 5 LC.C. 2d 520 (1985), both the ICC and the
Board have recognized the need for broad discovery by shippers and have granted such
discovery. In Coal Rate Guidelines at 548, the ICC stated “We recognize that shippers may
require substantial discovery to litigate a case under CMP, and we -ara prepared to make that
discovery available to them.” The Board’s Rules of Practice promoata this policy by permitting
“discovery . . . regarding any matier, not privileged, which is relevant to the subject matter
involved in a proceeding ... ™ 49 CFR. § 1114.21(a).

The information that Otter Tail seeks from BNSF through this Motion to Compel is well
within the broad scope of discovery in rate reasonableness proceedings. Moreover, &zis
information is essential to Otter Tail’s ability to calculate variable costs and stand-alone costs. Tn

the following sections, Otter Tail demonstrates its real and practical need for discovery of
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BNSF’s (1) road property investment and depreciation costs and (2) revenne and traffic volume
forecasts.
A. Road Property Investment and Depreciation Costs.

1. Otter Tail has a real and practical need to discover BNSF’s read
property investment and depreciation costs.

The relevance of yoad property investment and depreciation cost data to variable cost
calculations is unquestioned because the information is needed to make line-specific adjusiments
to system average costs. The Board repeatedly has recognized tbat “[blecause a camier’s
systemwide average costs are not necessarily representative of the costs of providing a particular
service, [}, appropriate adjustments are made in individual rate cases to determine as nearly as
possible the costs attributable to providing the service at issue.” Minnesota Power, Inc. v.
Duluth, Missabe & Iron Range Ry. Co., STB Docket No. 42038, 2000 STB Lexis 126, at *6
(served Mar. 6, 2000); see also West Texas Utils. v. Burlington Northern R.R , 1 S.T.B. 638, 717
(1996), Axiznr;a Pub. Serv. Co. & Pacificorp v. The Atchison, Topeka and Santa Fe Rv. Co.,

. STB Docket No. 41185, 1997 STB Lexis 169 {served July 29, 1997). The Board has concluded

that such adjustments are particularly appropriate “to reflect the cconomies and efficiencies that

are associated with high-volume, repetitive movements such as . . . unit train service.” Texas

Municipal Power Agency v. The Burlington Northem and Santa Fe Ry, Co., STB Docket No.

42056, 2001 STB Lexis 125, at *6 (served Feb. 9, 2001) (“TMPA™); see also, PPL Montana, '

LLC v. The Burlington Northern and Santa Fe Ry. Co., STB Docket No. 42054, 2000 STB Lexis
657, at *5and n.8 (smed Nov. 9, 2000); EMC Wyoming Corp. v. Union Pac. RR. Co., STB
Docket No. 42022, 2000 STB Lexis 269, at *89 (secved May 12, 2000) (“EMC”).

Otter Tail’s discovery requests seek line-épeciﬁc valuation data that will enable Otter Tail

to make appropriate adjustments to BNSF's system average road property investment and
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depreciation costs. In Iowa Pub. Serv. Co. v. Burlington Northem R.R. Co., No. 37029, 1985

ICC Lexis 542, at *8-9 (March 11, 1985) (“IPS™), the ICC held that

Line-specific valuation data are necessary to determine a railroad’s
investment base, the consideration of which is dispensable (sic] to
any analysis of its cost of doing business. An inabilitv to_gain
access to such data would substantially impair a rate complainant’s
oppartunity to develop its case before the Commission. Thus, the
information is clearly relevant.

[emphasis added] The ICC ordered BN to produce the same type of information that Otter Tail
bas requested in RFP-12. Moreover, the ICC considered the information so important that it
required BN to perform a special study, if necessary, or to allow IPS to conduct its own study

using BNs records. Id.; see also Platte River Power Authority v. Burlington Northern RR. Co.,

No. 39687, slip op. at 2 (served Oct. 3, 1984).

Without discovery of BNSF on road property investment and depreciation costs, Otter
Tail will be forced to rely upon system average costs, which almost certainly will overstate
BNSF’s variable costs for the Otter Tail movement. The Board recognizes that such an
overstaterment of variable costs, by riot making a proper adjustment to systemn average costs,
“would reéult in 2n understatement of the revenue-to-variable cost ratio of the transportation at
issue, which could in tum affect whether we have authority under 49 USC. 10707(d)(1) to
review the rates or the extent to which we can afford relief if the rates are found to be

unreasonable.” TMPA at *10, note 10.

Otter Tail Witness Plaistow describes the impact that reliance on system average road
property investment and depreciation costs would have had on pastraté cases absent discovery of

the railroad. Plaistow‘V.S. at 8-9. For example, in West Texas Ultilities, the line specific road

property depreciation was 74.6% of system average and the return on road property was 45.0%

of system average. Id. at 8. At the jurisdictional threshold, the difference equaled $1.28 per ton,
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which amounts to $2.6 million per year on West Texas’ 2 million ton annual coal movement. Id.
Otter Tail almost cettainly would suffer a similar adverse impact without discovery of BNSF
sufficient to enable Otter Tail to make appropriate movement-specific adjustments to system

average costs. Clearly, BNSF’s goal is to force such a result in this case and all future rate cases.

2. Otter Tail’s discovery requests are r bly tailored to permit
movement-specific adjustments to BNSF’s system average road
property investment and depreciation costs.

Otter Tail’s discovery requests on road property investment and depreciation costs are
intended to permit Otter Tail to make the same kinds of adjustments to BNSF’s system average
data that have been made by both shippers and railroads, including BNSF’s predecessors, and

accepted by the Board for over fifieen years. Specifically, in order to calculate movement-

specific variable costs, Otter Tail intends to determine road property investment and depreciation
costs for the specific line segments traversed by Otter Tail trains based on BNSF’s valuation
tecords obtained through discovery. This is the same approach approved by the Board in other
recent rate cases, including FMC Wyoming Corp. v. Union Pacific Railroad Co., STB Docket
No. 42022, 2000 STB Lexis 269 (served May 12, 2000), and that BNSF itself used with Board
approval in West Texas Utilities Co. v. Burlington Northem RR., 1 S.T.B. 638, 724 (1996); see
also San Antonio, Texas v, Burlington Northem R.R., 1 LC.C. 24 561 (2 986); Ornaha Pub.
Power Dist. v. Burlington Northem R R, 3 L.C.C. 2d 123 (1986), aff'd, 3 LC.C. 2d 853 (1987).
As described by Otter Tail Witness Plaistow, Otter Tail intends to include all URCS mad
investments in its road depreciation and return on road costs. Otter Tail will accomplish this by
dividing URCS road investments into two categories: (1) road i.\;wesnnmfs that receive a line-
specific adjustment, and (2) road investment that wiil remain in Otter Tail’s costs on a system
average basis. Plaistow V.S. at 5. In the first category, Otter Tail will calculate return on road

property investment and annual depreciaticn expenses attributable to the Otter Tail movernent

I
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uéing BNSF’s recorded line segment-specific investment and depreciation data by valuation
section, which Otter Tail has requested in RFP Nos. 12, 13, and 14. Otter Tail also will uss thé
information from these requests and RFP Nos. 108, 110 and 112 to determine what portion of
non-line-specific road investment should be included in Otter Tail’s movement costs on a system
average basis.

What little explanation BNSF has provided to Otter Tail as the basis for its objection that
“the data maintained by BNSF would not be relevant to or consistent with URCS-based
calculation of variable costs™ appears to be premised on an assertion that the line-specific data
does not add up to the total road property investment in BNSF’s Annual Report Form R-1. Asa
result, BNSF concludes that .its own data is inconsistent with URCS. But, as Otter Tail Witness

Plaistow explains, this assertion is nonsense, because BNSF cannot keep two sets of books on

road property. Plaistow V.S. at 11. The data that is recorded on BNSF’s linc-speciﬁc Tecords on

road property must be the same information that was used as inputs to total the road property

figures recorded on BNSF’s R-1.%

It appears that BNSF is claiming that some, but not al, of its road property investment
and depreciation costs are recorded on a line-specific basis, and that the failure to record 100%
of these costs by line segment renders the line-specific cost elements inconsistent with URCS.
This argument appears to be tied to the Board's recent decision in Wisconsin Power and Light

Co. v. Unicn Pacific RR. Co., STB Docket No. 42051, 2001 STB Lexis 740 (served Sept. 12,

2001) (“WPL"), where the Board declined to accep either party’s line-specific adjustments to
road property investment and depreciation costs and, instead, defaulted to system average costs.

The Board used system average costs as the best evidence of record in that case because neither

* The Board has ruled that, evenif a particular costing ptueedure ar formula is not discoverable because it is
inconsistent with URCS, the data inputs are relevant and discoverable. Minnesota Power, Ioc. v. Dututh, Missabe &
Iron Range Rv. Co,, STB Docket No. 42038, 1999 STB Lexis 244, at *21-22 (served May 11, 1999).

—
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of the adjustments proposed by WPL or UP accounted for unassigned costs. Id., at *84-86. Baut,
the Board did hot state, as BNSF seems to believe, that the existence of unallocated toad
investment and depreciation costs renders the data unrefiable and requires the Board to “default”
to system average. In fact, Otter Tail has formulated its discovery requests to address the WPL
concemns by eliciting information that will allow Otter Tail to make line-specific adjustments that
will account for all road property costs, both assigned and unassigned, that are nsed by the Otter
Tail traffic. Plaistow V.S. at 10, 12, 13.

Specifically, there are methods by which the parties can determine whether certain
unassigned or shared system costs could be assigned to the Otter Tail movement. For example,
BNSF’s unallocated costs may fall within th\e following three categoﬁes: (1) costs that
ultimately will be, but have not yet been, allocated due to a time lag between the recording of
costs an BNSF’s books and the allocation of those costs to specific line segments; (2) costs
attributableto write-ups of assets as a resuit of the merger of The Burlingion Northern Railroad
Company with The Atchison, Topeka & Santa Fe Railway.; and (3) shared system costs that
typically are not allocated to specific line segments. Otter Tail intends to address the first
category lﬁrough RFP-110, which would provide Otter Tail with the same information that
BNSF eventually would use to allocate the investment among specific line segmeats. Otter Tail
intends to address the second category through RFP Nos. 13 and 14, which attempt to identify
wmerger-related write-ups.* Finally, through RFP-109, Otter Tail attempts to identify the third

category of unallocated costs, so that Otter Tail can evaluate and assign those costs that are used,

* This reference to merger-retated write-ups should not be confused with the jected by the Board in
EMC, at *11-12 and note 7, that UP should have uscd book value, rather than the acquisition value, for assets
acquired from other wilroads. In EMC, the Complai d fo exciude the acquisition premium paid for

Lines over which the issue-traffic moved. In this proceeding, :u:ce the Ottee Tail movement does not traverse any
former ATSF line, there is no basis w attribute 3gy portion of the ATSF write-up of road property assets to the Otter
Tail line segments. . ’
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in part, by the Otter Tail traffic. By including all URCS-related road investments in its road
depreciation and return on road costs, both assigned and wnassigned, Otter Tail would address
both BNSF’s relevance objection and the deficiencies that the Board found in the WPL parties’
adjustments to system average costs.

BNSF, however, would deny Otter Tail the discovery that it needs to make these line-

specific adjustments to system average road property inv t and depreciation costs. If, after

seeing Otter Tail’s evidence and argument, BNSF still believes that the data used and/or
adjustments made by Otter Tail are inconsistent with URCS, it can make that argument in its
evidentiary submission. For now, BNSF should produce (1) the line-specific Homﬁon that it
maintains in the ordinary course of business, and (2) the non-line specific information for all
other investments. The Board then will select the best evidence of record after both parties have
made fully documented evidentiary submissions.

3. BNSF’s objections go to the probative weight of the dats, not to its
discoverability.

The Board may easily dispense with BNSF's objections to Otter Tail’s road property
investment and depreciation discovery requests because BNSF’s objections go to the probative
weight of the evidence, not its discoverability. At the heart of BNSF's refusat to produce any
information is its objection *“on grounds that the data mafntained by BNSF would not be relevant

to or consistent with URCS-based calculation of variable costs.” But, as demonstrated in the

preceding section, the requested information is the same information that both the Board and "

BNSF have used to make movement-specific adjustments to road property investment and
depreciation costs in numerous prior proceedings. Therefore, the relevance of this information

has been long-established.

10
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BNSF’s objection does not provide O;ter Tail or the Board with any explanation as to
why the requested information no longer is consistent with URCS. Rather, Otter Tail is expected
to accept BNSF’s conclusion without question or any opportunity to make its own assessment.
In fact, BNSF’s refusal to preduce responsive material denies Otter Tail access to the very data

that is necessary either to verify or refute the accuracy of BNSF’s conclusory objection. More

importantly, the objection usurps the Board's responsibility to make that determination for itself

based on the evidence and arguments presented by the parties. v

BNSF’s only explanation of its objection, which was provided orally to Otter Tail’s
comnsel, is that the line valuation data is *“unreliable™ because it does not correspond with
BNSF’s R-1 totals® But, as previously demonstrated in Part ILA.2, supra, even if true, this
assertion does not render the data inconsistent with URCS. Moteaver, numerous ICC and STB
decisions uniformly hold that the alleged unreliability of data is not grounds for withholding that
data from discovery.

For example, in IPS, 1985 ICC Lexis 542, IPS sought to compc( BN to produce system
track information to calculate maintenance of way costs using the “Speed Factored Gross Ton™
formula that the ICC had approved in prior cases. BN asserted 2 relevance objection based upon
the reliability of the data. In ordering BN to produce the data, the ICC held:

BN’s ohijection to the production of its track data goes to_the
probative weight that the information may have and not to its
relevance. Althongh BN and IPS each cite conflicting initial
decisions by [ALJs] to support their positions regarding the
validity of the SFGT formula in determining maintenance-of-way

sts, BN does not deny that such costs are a significant portion of
a railroad’s varjable costs or that expenditures for maintenance-of-

way are relevant in this proceeding. Thus, we cannot find that
discovery would not lead to introduction of relevant evidence.

3 BNSF provided this ¢xplanation at a discovery conference held on March 7, 2002. BNSF also indicated that it
would provide Otter Tail with a more detailed written explanation of BNSF’s objections, but it has not done so.

1
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Challenges 10 the reliability of the data are inore properly raised if

or when the data are offered in evidence.
Id. at *6-7 [emphasis added].
Similarly, in The Kansas Power & Light Co. v. Burlington Northem R.R., No. 39386,

1984 ICC Lexis 423 (June 22, 1984), the ICC ordered BN to px;oduce its computerized accounts
system, which was designed to provide expenditures for maintenance-of-way and structures over
BN line segments. BN argued that “this system is tmauditq!, not fully developed, and not used
or relied upon by BN personnel for any purpose.” Id. at *6. In overruling BN’s objections, the

ICC determined that:

Data pertaining to MOW is relevant in determining the cost of

service. Relevance, and not probative weight, is the test for

determining _the discoverability of information. 49 C.FR.
1114.21(a}(1). Moreover, information is discoverable if it is
“reasonably calculated to lead to the discovery of admissible
evidence.” 49 C.F.R. 1114.21(2)(2). The weight to be accorded to
this information may be determined subsequently.

Id. [emphasis added]. See alsg Utility Fuels, Inc. v. Burlington Northem R R, No. 39002, 1984
ICC Lexis 407, at *9 (June 29, 1984), in which the ICC concluded that “BN’s arguments that it

should not be required to produce the documents because they consist of either simulations or
isolated test results, all of which are out of date, go to their substantiv_e or probative weight and

not to their admissibility or relevance.”

Finally, in Minnesota Power, Inc. v. Dulath, Missabe & Iron Range Railway Co., STB

Docket No. 42038, 1999 STB Lexis 244 (served May 11, 1999), the Board overruled DMIR's
objections to producing line-specific joint facility cost calculations:

DMIR ds that such doc ts are not relevant because they
rely on derived, not actual, gross tons or mileages. Nevertheless,
MPI avers that it cannot calenlate fine-specific joint facility costs
without the missing items. Accordingly, MPI’s motion to compel
... will be granted. DMIR is free to challenge the probative value
of the derived data in the evidentiary phase of this proceeding.

12
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Id. at *18 {emphasis added].

In each of the cases discussed above, the railroads’ objections closely resemble BNSF’s
objections to producing road property investment and depreciation cost data in this proceeding.
Just like the costs in those cases, road property imvestment and depreciation costs are a
significant component of variable costs and thus are relevant to this proceeding. BNSF has not
contended otherwise. Rather, BNSF has challenged the reliability of its data by challenging its
consistency with URCS-based variable cost calculations. That, bowever, does not render the
data itrelevant, as BNSF alleges in its objection. At the very least, the data is discoverable
because it is “‘reasonably calculated to lead to the discovery of admissible evidence.” 49 C.F.R.
§ 1114.21(2)(2).

BNSE’s objections to the reliability of its data go to the data’s probative weight, not its
relevance. Such arguments, as the above-cited cases make abundantly clear, are more propeily
raised if or when Otter Tail offers the data in evidence, Otherwise, Otter Tail “may be deprived
of a meaningful opportunity to prepare and file its opening evidentiary statement, since it has not
yet reviewed the material.” Utility Fuels, Inc. at *10.

4. The Board shonld overrule BNSF’s objections for fack of specificity.

BNSF’s failure to adequately explain its objections, in and of itself, provides an adequate
basis to overrule its objections. BNSF's response to RFP Nos. 12, 13, 14, 109, 110 and 112 each

contain the following identical language:‘

© BNSF adds further objections to specific subparts in RFP Nos. 109and110.hRPP~lﬂ9.ﬁNSFappwswu
-phying word games. It states that the depreciation data reqy d in subparts (b)-{¢) is not available in the database
that includes some of the Otter Tail Line segment i data. This response suggests that the dat does exist in

another database, but BNSF does not agree to produce that database even though it also would be responsive to
RFP-12. BNSF objects to subpart {{) because the data sequested has not been allocated to a sperific Jine segment.
But, Otter Tail has reg d the data precisely b it is unallocated, so that it may evaluate whether any portion
does in fact relate to the Otter Tait tine segments.

{footnote cont’d on page 14)
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BNSF objects to this Request to the extent that it is overly broad

and unduly burdensome, that it seeks information that is not

maintained by BNSF in the normal course of business, that is not

maintained by BNSF in the format requested, or that would require

a special study to compile or to Teport in the format requested.

BNSF further objects to this Request on grounds that the data

maintained by BNSF would not be relevant to or consistent with

URCS-based calculation of variable costs.
These objections do ot even assert that a request actually is overly broad or unduly burdensome,
whether the information is maintained by BNSF in the normal course of business, whether the
information is maintained in the format requested, or whether a special study would be required.
As a consequence, Otter Tail cam-lot determine whether, or even how, to address these objections
in this Motion to Compel. Also, as previously discussed in this Motion, BNSF has provided very
little explanation of its objection “on grounds that the data maintained by BNSF would not be
relevaat to or consistent with URCS-based calculation of variable costs.”

The rules goveming discovery in STB proceedings are modeled on the discovery rules

contained in the Federal Rules of Civil Procedure and the STB frequently has looked to judicial

interpretations of those rules for guidance. E.g., Potomac Elec. Power Co. v. CSX Transp., Inc.,

STB Docket No. 41989, 1997 STB Lexis 121, at *2 and 0.5 (1997) (“Our discovery rules ...

foﬁow generally those in the Federal Rules of Civit Procedure.”); Arizona Electric Power Coop.
Inc. v. The Atchison, Topeka, and Santa Fe Ry. Co., No. 37437, 1986 ICC Lexis 104, at *31
(Oct. 16, 1986) (referring to Fed. R. Civ. P. 26(b)(4) to determine application of the work-
product doctrine); Westinghouse Elec, Corp. v. The Alton & Southern Ry., 1 LC.C. 2d 182, 185-
86 (1984). Under the Federal Rules, *“The resisting party must make a particular and specific

demonstration of fact and cannot rely on simple conclusary assertions about the difficulty of

Tn RFP-110, BNSF objects to subpart (¢) “on the ground that BNSF does not maintain data at the Jevel of detail
that would permit BNSF to respoad to this Request.” BNSF proceeds to state, however, that it will allocate thess
investments to particular accounts “at some point in time.” Otter Tail simply asks that BNSF produce the sarne
information that it will rely upon to make this furure allocation, so that Otter Tail can make that atfocation itself.
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complying with 2 discovery request.” Caker v. Duke & Co., 177 F.R.D. 682, 686 (M.D. Ala.

1998); see also McLeod, Alexander, Powel, and Apffel v. Quarles, 894 F.2d 1482, 1485 (S"‘ Cir.

1990} (boilerplate objections to document requests as “overly broad, burdensome, and

oppressive” are insufficient); Swift v, First USA Bank, No. 98 C 8238, 1999 U.S, Dist. Lexis

19474, at *18 (N.D. HI. 1999) (failure to cite a basis for boilerplate objections violates the
Fedetal Rules’ requirement to specifically state the grounds and legal basis for each objection).
Accordingly, under the Federal standard, the Board must reject BNSF’s “litanny” objections as
legitimate bases for refusing Otter Tail’s document requests.

The second part of BNSF’s objection fails for the same reason. BNSF objects oa the
unexplained grounds that “the data maintained by BNSF would not be relevant to or consistent
with URCS-based calculation of va:riable cost.” BNSF’s assertion is nothing more than an
impennissible, conclusory allegation. As such, it fails to supply a valid basis for BNSF’s refusal
to produce responsive documents. See Bums v. Imagine Films Entertainment, Inc., 164 F.R.D.
589, 593 (W.D.N.Y. 1996) (“Defendants did not meet their burden under Rule 33(a) of making a
specific showing of reasons why the interrogatories should not be answered or documents not
produced where they merely .made conclusory objections.”). Accordingly, the Board sbould
order BNSF to produce documents responsive to Otter Tail’s road property investment and
depreciation discovery requests.

A very practical reason for requiring objections to be raised with specificity is the need to
have sufficient information upon which to base 2 Motion to Compel. Without an adequate
explanation, the émposer of discovery often will find it difficult to prepare a Motion to Corapel,
particularly when, as here, the facts relied upon to sﬁpport an objection are not readily apparent.

In this proceeding, Otter Tail is leR without any knowledge as to whether BNSF’s “Hitany”

4874



objections even apply to a particular Request. In addition, Otter Tail must divine the basis for
BNSF’s assertion that its road property investment and depreciation data is inconsistent with
URCS-based variable cost calculations. The Board must not permit BNSF to *“sand-bag™ Otter
Tail by holding arguments umtil its opposition that it should have made initially, thercby
depriving Otter Tail of the opportunity to address the objection in its Motion to Compel.

B. Traffic Volume and Revenue Forecasts.

RFP-47 asks BNSF to produce “all forecasts or projections prcpare;i by or for BNSF
from 1999 through the present, or in BNSF’s possession, of funire traffic volumes and/or
revenues” for both coal and non-coal traffic that use BNSF lines in the SARR states and any
portion of the BNSF lines 2Jong the Otter Tail route. Otter Tail requires this information in order
to develop appropriate traffic volumes and revenues over the life of the stand-alone railroad.

BNSF has agreed oaly to preduce its “official” traffic volume and revenve projections,
which BNSF has told Otter Tail make only 2-3 year projections. BNSF does not deny the
existence of other, longer term, forecasts. Nor does BNSF explain why the production of such
forecasts would be overly broad, unduly burdensome, or irelevant. BNSF also has not
explained what distinguishes an “official” foreca;t from an “unofficial” forecast, except to issue
vague utterances that it does not rely on forecasts longer than three years. Instead, BNSF makes
conclusory allegations and characterizations that should be rejected on the same precedent cited
in Part ILA4., supra. '

V The ICC and the STB long have held the production of traffic volume and revenue
forecasts to be relevant. The ICC ordered ATSF to éroducc such information in Arizona Electric

Power Cooperative, Inc. V. The Atchison, Topeka, & Santa Fe Railway Co., No. 37437, 1986

ICC Lexis 104 (Oct. 16, 1986), finding that “{tJhe requested information is integral to the stand-
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alone cost constraint under 1985 Gnuidelines . . . where we determined that the stand-alone cost
copstraint is a long-term concept invelving traffic projections.” Id. at *20-21, citing Ex Parte
No. 347, slip op. at 30-31; see also The Kansas Power & Light Co. v. Burlington Northern R.R.,
No. 39386, 1984 ICC Lexis 423, at *4-5 (June 22, 1984); San_Antonio, Texas v. Burlington

Northern R.R., No. 36180, 1986 ICC Lexis 56, at *10 {(Nov. 24, 1986} {ordering production of

coal and non-coal traffic volume projections over BN claims of imprecision and unreliability).

In West Texas Utilitics Co. v. Burlington Northemn Railroad, 1 S.T.B. 638, 662-63
(1996), the Board found that BN's own traffic forecasts prepared in the ordinary course of
business, and not for purposes of litigation, to be persuasive evidence of traffic growth.
Similarly, in McCarty Faums, Inc. v. Burlington Northem Railroad, 2 §.T.B. 460, 474 (1997), the
STB declared its preference for noﬁml business forecasts made by the carmer servisg a
particular market over a projection that merely assumes historical trends will confinue in the
future. The Board reacked the satne conclusion as to forecasts for both traffic vohmes and
revenues in FMC, at *57 and 66-67.

Because BNSF's jong-term forecasts clearly are relevant and BNSF has not supported its
claims of burden and overbreadth, the Board should order BNSF l(; produce documents that

respoad fully to RFP-47.
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I,  CONCLUSION

WHEREFORE, for the foregoing reasons, Otter Tail respectfully requests the Board to

issue an order compelling BNSF inimcdiately to praduce to Otter Tail the following data and

information:

1. Information on road property investment and depreciation that is requested in

RFP Nos. 12, 13, 14,109, 110 and 112; and

2. All traffic volume and revenue forecasts that are requested in RFP-47.

April 11, 2002
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INTIRSTATE COMMEIRCE COMMISSIAN
No. 35180

SAN ANTONIO, TEZXAS, ACTING HBY AND THROUGH I73
CITY PUSLIC SERVICE BOARD

v,
BURLINGTON NORTHERN RALLROAD COMPANY, ET AL.
ecided: March 25, 1986
Certa{n post-Staggers Act raZe increases on co2l mcvemaais ta Ses
Antonio's electric generating facility found to have exceeds? tna 152
persent revenus-to-variadle cost standard af Seczion 203(c)}!1j{A} of
the Sczggers Rail Act of 1980, and cefunds plus interest awirded.

Qonz2ld G. Avery, Kelvin J. Dovd. John H, fteSenr, C. Micthael
Loftus, and William L. Slover for complaman:.

James C. Dachane, Ronald §. Flaga, R. Eden Martin, Thomas W.
Merrill, Thoround A, Miller, Nicholas P. Moros, Donal L. Turkal, azd
Stuart £._Vaugha for dsfandants,

DECISION
BY THE COMMISSION:

.This ptoceedim, congerns the lawfulness of the races chirged on
movenents Of coal ina wnit trains by Burlington Northern Railrsad :
Company {38) from the Powder River Basin of wWyoming tsS an fntzcchenge
point vith Southern Pacific Transportation Company (SP) near Fore
Worth, TX, then by $P to the Elmendorf, IX elec:iric generating plant

oparated by the City of San Antonio, TX (s2n Antonio), A
N rd
P
BACKGROUND I S
1 9%
o

The San Antonic coal rate dispute has a long and complizated
history, It is divided into two distinct phases. Phase [ cazes,
iavolving the tariff rates from the effeclive date of thz so-calles
San Antonia IT tariff {se= San Antonio, Texas v. 8uriingion Horzhern
Inc., 333 I.C.C. 1 (1978)] to the effective dazs of the Staggjers Rail
Act of 1980 (S:agqen Act), are not at jssve in this decisien,
alenough phase I is still pending before the Commission.®/ Phase 32,
to which this decision is addressed, {avolves t_h: lawfulhess of the
rates from the effective date of the Staggars Act to Octgber 1, 1937,
which is governed by Section 203{c) of the staggers Acz.2/

In this decision ve interpre: the reach of Section 203{cH{l11(A},
fina that ic¢ is applicable to this San Antenio traffic, award apoes-
priate refunds for the pariod fron Qctader ), 1361 through Magsh 3,
1924, and sstanlish 3 scheduls for the submission of uprazsd csen
avidance :.f‘.adn, TO subsagueni movaments.

0 Al

"
.
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Iquipsent Costs

tp

ition

MY

Comglainznt’a Fo

Ia ics calculation of variable costs for the subjact
mcevesznt, the Conmplalinant (oz San Antoaio) includsd the costs
sssociated with the acguisicion of locomotives, cazs and cabooses.
These equipment costs, stated oz &n anauzlizad basis, vera devel-
oped 23 of sach gquaster froa the fourth quarter of 1980 through
the second quarter of 1984. Thea Cozplainant devaloped a saparate
cost for each type of aquipmant each quazter, The methodology
used by the Complainant to davelop each of thoss separaze costs
wags the same for each of the 15 quacters. Any differences in
costs betwaen quarters resulted entirely frow the Complainant's
use of different methodological {nputs (equipment costs, embedded
debt rates, service lives, etc.). 7Por sxazple, San Aantonic devel-
BN's locomotlve coats for each of the first five quarters

oped
1980 - 4cth quarter 198)) based on costs and ocher

(4th quarter

daza for locomotives In BN's Alllance Pool as of June, 1981. For
each of the next four quarters (lst quarter 1982 - 4th quarter

1982) those locomotive costs ware based on data for locomotives in
the Allizance Pool as of March, 1982.

In developing locomotive coszs, the Complalaasar divided the
lecomotive pool into three cazsgorieg: those purchased, those
acquired under cperating lease, and those acquired under capital
laage.*/ For costing purposes, San Antonilo treated opéra:ing
laage Tocomoctives different froo those purchased or acquired under
capital lessa, 1In the case of the former, the Complatnant’s cost
calculations provided for recovery by the ratlroad of rent
expense, In the case of purchased and capltal lease loconotives,
Sen Antonico’s cost calculations provided for recovary by the
carriers of both cost of capital and depreciation expense. In
acriving &t overall locomotive coasts, San Anctonio determined a
separate cost for purchased locowotives, cperating lease locomo-
tives and capital lease locomotives and then weighted thoss costs
according to the proporiion of each type of locomotive in the

pool.i/

Ynlike loconotives, the Complalngnt treated all cars and
cabooses the sace for costing purposes. San Aantonio's car acnd
caboose cost calcularions provided for recovery by the ratlroads
of both cost of capital aud depreciation expense.

1/ dccezéding Z2 zthe Complalinent, only the 3% zcguirzd locc=octives
T gader cacizal l2as2, All-of S2's locomotives werz 2ithar
surchasad or zcguirsd unday operazing lazss,
2/ In arriving az 2 slugle cos:t for 3IXN's capi
T ilocomotivas, th2 Complalnang dsterafined a
and 18 ysar lazze 1ife loccmezivas and the
cos2s 2zzsordizg s the prosertica of e2sch lezse
naal :

s
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.
June 27, 1984, Qmahe Public Peower DMatric:
corporatian, 2ad polivical subdivision of §
apt's chargas?® for the %ransportation o2 un
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uitizately Ted acztunmsing s I czelasion, Gge cZa 1CC
sercant vars fazisr 9 cozIu scn dezTeciaticn axrenae
ragairas ad 2 the variazilisy Zcs S22 z2n7 Ctzer exzemsas
inciudad in und lcn whiz stz czz dazrecizticn
exganse vhi et 2 34 ilure alesuzialy sc
suzperT 133 ')' s arns s2zztezent usesr Tha
seszorsad’ s c ers

. I lacex

Q272 caleulated <ne everaze nusher of 2060239%ivés wgad o provide tae
service at i3sus baged on the atles run by segmez:i: EN aprarassly relied
ugoa cycle hours by segment to calgulate the re=guiszite ausler o7

gzctivez. Ecwever, 34’3 anzlysls {s defsciive fa thet 301°s vorkpapers
dq not contein the data necessaty to deterzine whelher actuzl er plapied
cycle Rours per ssgmexnt wars used azd in fact co::vfn tvo cycle tizma
. sources »roduciag dAiZrfarizg resulta. QFPD'a asubstaztiated ezalysis s ihe
. Yest evidence of recard. .

5. Cosz cavital .

. The 233ectial diZference betveen the cost of czypital r. locomatives
ag ccxputed by O0PPY aad &y 3X lias in the ireaicent a_corued or]
locoaotives secured undsr operating leases.

()3 3] di. azzregated the locsaaiives in BX's iillance Poal {Zrom whick
all laccmosives uled in 03°D service are drawn) m-a three ac‘.nislticn
vehicles, 4 ajproprista-rale of re'urn vas accori:d locomotivag odtained
&§ purchase cr \.h-oua. a cajzital lease.

gowever, for locomotives sacured under operating lesses, 0?90 -
considered the aanu=l lesse gsayzensz o such locozczives %o be equal %o
2X'3 czpizal cost cn those lecomotives. 3N ccntenis that the operaiisz

lesses on the locomotives vased %o transpors OPFD tralfic are longz-tera
non~cancellable, -full-payout fimancial irnstruments. It urges
“should be trezted as capiial lesses citizs an initial! decision of form
Judge NeFrail iz Fa. 39(:32 Ariansas Sover and [izit v. 3urléizztoa
Norshern, decided June 25, 1964 \AX&L; waoica sctaseec tha% L2 the ohy l22
are iong-iter=, nom-~cazcslladle Mii-payeout Fimanaial

ingtruzents as

alleged, they would nave the charzcleristies of a cz:itzlized lease spd
oculd be izciuded Lz the {avestmsct hasge. Eo;eve:, atnce tis leage

dogroents vere nat La that record (fo. 39082) a positive deverzipration

could nos be =zade.
Tet -arz Syetex ¢ Acsaumis vides iassruciions
ta 4% C.F.2. § 1200 2-20. .

2-20 Accouniing Zcr Lezses. (a) ZIessas ahall be
accauatad for as qagi‘-:al lezzes 'theneve: the lease
=2ets ona or zare of tie following four eritaria:

(1) The lsasze tramsZers owzassh tip of tie )

The Cozzissicn's
Acooux 5 for Leases

proper<y to the la2ges by the end of the lesge terz.
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COAL POCOL LOCOMOTIVES

The locomotives assigneé ta the coal poger pools zre
units of 3000 horsepﬁwer {high horsepower locomotives), with
six aexles. There is a major difference when comparing cecal
assigned units and those used in general freight service -
the latter of which are usualiy less than 3000 horsepower,
with four axles. The horsepower and axle difference gives
the coal assigned units the capacity to handle heavier loads
with better traction and at lawer speeds. Also, the coal
assigned units are equipped with specialized pacesetter
eqguipment to control the speed of the train to a speed as
low as 0.4 miles per hour for coal train loading operations.
Pacesetter equipment is not necassary on general service

'locomotiées since locomotives in general service have no
need for continuous commodity loading which requires slow

movement of cars under ‘loading tipples.

COAL POOL CREATION & USER ALLOCATION

Locomotive reguirements for all of BN's western unit
coal trains are met from BN's coal locomotive pools. The
pool size is determined by the locomotives required by the
users (i.e., the utilities receiving the coal}. The number
of locomotives that are in a pool is based on the number of

car sets in service required to transport the amount of coal

!

he antire flest o locomotivas

derzndad by all the u

ISEIrSs.
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. éluriingion Northern has established
locomotive “pools” to efficiently meet the
‘motzve power needs of unit train coal

:-operatnons

s
FL

Locomotive pools..

= Are assigned to specific locations
- % for scheduled maintenance

5 = Allow each user to share in the
‘pool efficiencies

,' m Are managed by a centrally located
power control team |

m Carefully monitored on a minute by |
minute basis and all activities |
recorded

G)
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z

#Since locomotive requirements for all

nit coal trains are met from locomotive
pools” the entire fleet of locomotives

- ‘making up the “pools” must be allocated
-to each user in an accurate and equita-
le:manner

The pools are dynamic and con-
g stantly changing to meet overall
B User needs

PR\ Certain pool activities are not spe-
@ cific to any user and yet must be
e shared by all
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WEST TEXAS UTILITIZS COEPANY

V.
SURLINGTON NCRTHIRY RATLROAD COMPANY

Decided: April 23, 1936
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The Beard finds that the defendant ran.aadt che rate

dominance over the traffic at issue and tha
charged by the dafendant on that tratfic is
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powared by 3

z23C8 fgT 2 varie!

h.  grizizal valye. WIT uses 51.9 =2illlon as the erigisal
value . of SO7CMAC locsmotives, wiile BN uses $2.¢ =illisn,
HBowever, BN's recards indicate that the average corigiza! coss or
SDTOMAC loccactives was $1.5 uillion.'™ Cansacuently, ve

accept WIU's $2.9 miilion Zfigure.

c. Stare jargis. B3N assunes that WIU's servics requizes a
spare 2Argin of 31.22%.° WIU applies a 10% spare margin Zactor.

BN's figura is developed froca a study s5f locosotive sarvices
at its Alliznce shop during the first § months of 1994. BN
acknawledges, howevar, that tha Allianca pcol does not includa
data for SD70MAC locamotives. With the exception of the D60
serias locomativas, the average age of Allilance locomotives
ranges betwaen 15 and 19 years, This compares to the average age
of the SD7JMAC locomotives of 1.26 years. Thse impact of
locomotive 2ge on spara margin is shown in BN's study.!*® The
spare-margin ratia for the nawvar SD60 merias locomotives is
significantly lover than for the cldar locomotives in the pool,
and the percentaga of bad-order tiss for SD§0s is less than for
tha rezainder of tha Alllanca Pocl. There ara no data
rapresentative of the newer SDTOMAC locozotives that subatantiata
the use of a spare margin different from the 103 acceptad {n past

cages.

- d. gQvele tige. s discussed previously, this procaeding
focusas on the rsasconablsnass of rates from Rawhidae only. WIU's
cycle time is based on aggregate data from varicus origin mines,
and we are unable to disaggragate the data. BN relied on actual
Ravhide-to-Cklaunicn cycle time. Consequently, we accept BH's
cycle time as the bast evidenca of record for calculating
locomaotive and car rasquiresents.

®. Eqiipment . BN'a calcul=ticns assume an
8,760~hour year (3565 days x 24 hours). WIU develops its cost
using 8,766 hours or 365.25 days per year. Becauss KTU's -
estizate gives effect to leap years, it is slightly zore
accurate, and we accapt it.

Sased on the above discussed slements, va calculata
locemotive ownarship costs at §96.51 per carload.

13. ;zott %i X .

BN develops its LUN expenss by adjusting systen-average
costs for SD7GMAC loconotive fuel efficiency and repair cos:.
develops LUMs of 57.3724 par car corresponding .to an operating
cost of $120.80 per car.

BY

WIU uses the sama ganaral methed as BN, WTU calculatss the
LMs per car at §3%,1438 using a mixture of locomotive types. WTU
caiculates LUN cparating expsnse to ba $110.53 per car.

As discussed supra, Saction §, we disallow tha adiustzment
Zactezrs davaioped by betx rarties Zor locszotive rapaizs and Jfuel

axpensa. Hovaver, ¥a acser:t 3N'3 calculation of $7.3734 1iMs pss
cazr, b=cause it is basad on the agtual nushar of SDTOHAC
lecenotivas used Sc provida sarvica te WIGD. Thersfsre, sur
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ARKANSAS POWER & LICED coxray, ET AL.ls
. 3URLINGTON NORTERRN RAILEGAD COMSANY, EF AL.%/
Ho. 37458
ARRANSAS POWER & LIGET GOHPANT, 2T AL.
AURLINGTCN. NORTEERY a:izapan COMPANY, IT AL.
He. 35082
ARSANSAS POWER & LIGHT COMPANZ, ET AL,
BURLINGTON NOROHERN SATLROAD COMPANT, ET AL.
No. 33685
. ARKANSAS POWER & LIGED COMDANY, T AL,
* BUALINGTON NORSSERN RATLAOAD COMBANT
Decided: May 7, 1987

Uoor lication of eonl rs detines, unit trein es=ges oa
coal fraom the Fowder River Basin of Wyom foand o exceed

a aeximim reSSORAOLS TGr cartain ceal. movements O
RediIela, &, In 198z, and for all coal mcvements to Kensas
CLty, PO, In 1383 and 1984, and found noc showt w0 éxcmed =
. maximum Teasonadle level 2Ar Al _soel movewents to Wewark,
AP; 4in 1382 and 1983. Reparations with intarceat ocder=d,

J. Raymond Clark and Mary Todd Poldes for complainant.

D tag J. Babb) Robert B. Batchelder, ESdnuncd W. Burke, Donald

T . R Loy thleen M. rlanzcan, Nicielas 2, Moros, William
- K., Sower, Louise A. mann, MarX E. 9o0LA2rsc, vJames G< SJorqo,
' and conal L. Turkal for defendants.




chargas
zuing ohkas

«13Q the

iz2asag wers true ouerasing
anual rentzl paymant would he b.f.shera

We neve exanined the complec: lszss documents of chose ioco-
motives in the Alliance Fael chzracterizsd a3 operzsing lesses.
clearly BN chese =5 classify the lesses as gpsracing lezses {for re-
perslng purpeses. Althougn the the lezses la quescticn coculd =zrguadiy
ne cozsidered as capilal lseses, we bdellave (¢ is z2peropriace fc hold
BN ta the bzsis on which It reparted She leages in this contaxs as
wall, Morseover, 23 in Owaka, 2 [.0.0.24 at 3I, L€ appears that W’'s
exhibits 2c2 thesmselvas s¥ylad "Operacing™ leases.

2. The second locomotive ownershipg Lasus 1s shether the
.defendant cacrilers have justifled substituring a 100 parceat wvarishle
factor in lieu of the T3 percentv variapllilty factor applied by APL &3
1ocamotive depraciation. EN'3s 190 gercent variability factor implice
ttly assumes that the size of the locometive fleez fnereased at the
gutses of the subject movement in direct preportion to the murber of
enits handling APL traffic, and thet 1§ would commensuyrataly decresse
tn diraszt propertion upon cessation of ta= serviee. EN concands that
its diresck cosiing angroach already includes the constant portica of
syscem locomctive depreciation expenses and to apply the variabillicty
fagtar would result in inpclwding the constant portian twice. B cfses
twa Comnissisn dac!.sionsl/ to support Lit3 use of 100 percent depracia-
ticn variabllifyy

There 13 no dasis in thess records for distinguilasking
netween average [freight lccomntives and those dispatched ta wmit traiz
coal service from the Alllance Pacl. Since She variabiliby faczor
.measures, in effe2ct, changes in fleet size arising fcam fluctuations
in craffic levels, any depargure from the HEPA 79 percent aversge can
e justified only if the subscitucte percentage i3 shown o pravide a
mare iccurate asasure, BN simply Bes aot provided evidence to supgart

13 180 percent variability factory

Yoreovar, tie cases cited by 8N da act {nvalidate use of Che
79 percent variability fedtor. The assertion i1 Arizone dealt with
ron-dedicated locomatives at a fully alloeatad (not variabla) level,
while the Arkansss citation arcse from 2 aisinsarpretation of the
deet3ion iX Cocket MNo. 376678, Central Louisiana Eleetric Campany v.
Burlington Northern Lac. and MissSouri racitic Nailroed Company,. served
Feoruary &5, 19¢3, waersin variznillity was properly permitviad for coal
pool locomotives. See Omsha; supra, at j0-31. Thus, APL's 79 percent
factor 3 appropriate far use pere, .

Lacemotive Cost

3. APL uosed 2z 10 percent sgare margin for locomotives. The
19 perceat margin iz the figurs usually applted fn Commissicn procesad-
tngy {ses, a.z., Cmehe, susra, 2 I.C.C.2d 2t 30 n.S1 and avthoritiss
Mcreover, here, EY itsalf used 2 10 percent spare

g re

cizsd Thasrel)

margin in davelcping capisal eosts for 1fs own SAC rzilroed (s=22
Txaints ¥o. 13, Appendix & in Xansas City)., Eowever, EZN ghaliangzs

aI213
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issue 1z this consaxs cencern:
e 212 locamotivaes that age not in active servies.
-

should e alz i
Accordiag to 3N, the Commiszsior has ssnfused ths concept of inzesive
leconotives WLSH 2 narvawer casagory of spars igcematives for which
bad order units were reportsad in Form 0S-C, Motive Powes and Car
Zaquizasnt. In Ihis report, unita wers classified 22 bad erder caly if
neld in such avatus fer pericds exceeding 2% hcuprs. BN stazas that’
13s 3tudy rasults reflszet all pon-cyclz hours ip funeslons supperting

tn-crcle cperations.

There Is a preblem with includipg all non~-cycle hours froam
the Allfance 2o0l, as 38 has done, and atur-ibutipg thas figurs to the
APL movements. The non-gycle factor appropriaca to cozi pocl locomo-
tives way raflect not only the traffic pavserns of the various caal
movements wiich draw power from the pool, but alao the over:zll level
of line congesticen inlluenced by non-coal movements, For exzmrle, a
decline in non-coal movements may have the effect of decr=asing ccal

rain running tiaes. Whether such decrease would transliate inco 2
reduction in gocl locomotive imits would depend upon the ability of
mine or utilicty To handle the train at zhe origin or desdtination
terminel upon arrival. However, the record daes not disclose whetker
tratns iavolved in the APL movemenss tha: arrive at & terminal ahead
of schedule are handled immedlacely ar must avalt scheduled loeding/

uniocading tizges.

It should z2lso be recsgnized shat investment costs of main~
taiaing 3W's power pool d3 not esqually affect all of the coal traflic
érawing power from the pool. Por -exzmple, 3N states that coal trains
originasing on its Giilette~Orin line destined for roints south of
Northport, Nebraska do not pass through ths Allisznce laocomotive heavy
pepair ccmplex., Hence, locomotives hendling such trains musc ke shuc-
tled 33.8 miles in each diraction at a mintimm-for meintensnce. A BY
average non-cycle facter.welghited <o refleet this shuttling would, i
applied to APL trains epereting via Alliance, overstate the pon-~cyecle

ratia.

the

ne

In sum, applying vo an individual movement the average cycls
experience for a pool serving numerous coal moveasnss may result iz
significent dissortion. For exzmple, when an individual movement
experieaces an increase in cycle times, with no such increase occur-
ring generally, tae likelihood is that the relatively flxed mumber of
non~-cycle kours fdentiflable with that movement would constitute =z
smeller than average proporsion of tatal cycle hours. Hence, 4in the
abssnce of compelling reasens otherwise, the pecl non-cyele faaser
would be inaporopriately high for such a2 movement. Here, we eannot
test the BN study's reliabllity as applied t¢ the pool 22 a whole or

to the subject movement.

In order €5 jJustify applying the BY pool studles to individ-
ual movamen:s, at a minimum, the count of non-gyele hours shculd be
allocatad and applied on at least three separate bases: (1) per .loco-
motive unit-gile {dissznce related), (2) per locomotive unict-hour
(tize related) and (3) per locomotive unit dispetched (nelther dis-
tznce nor time related). Such an apgroach weuld tend to elfminste
exiesing distertions "in BN's precedere, whereds individusl coel pove-
ments having widely varyiaz characteristics zre neverthelass. charged
witn 2sal pocl avarez 2le sxperisnce e <
2neapt such an ap i selieva

e o
31
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Lceocmotive Msintenancs

For taa BN gortion or the mevezments, APL developed factars
for adjuscing B3NS APFY systea aversgs locomotive maiatzanance axpensa,
using 3N's own SMD-510 repors (Servicz Locomative Aepair Cost}) and
L£:-303 {Lacomative Candiilon of fower -- #ilzege Summtary Report).
From thase resorts, APL segregated the diract expense dollars and
mileages operated by all model types in the Alliance Pool and for the
entire system. Then, APL calculated an average direet cost per loco-
motive unit-milie far each model type, The costs pepr mils wers weight-
cgd by the percentages of the various zdsl types, thus ersating an
average Alliance ZPocl locomoftive unit-mile direct expenss. A compari-
gon of this Alliancs Pool average with the system average wnit-mile
direct axpense produced the vzrifous sdjustmsnt factors used hy APL,

B¥'s principal eriticlsm of APL's lccomotive msiztanance
adjustment facters, based on the Allispee Fool study results, is that
they resulc in an underallaocation of indire=ct expanses to c¢oal locamo~
According ta BN, the gztudies upen which APL pelied do 2ot

tiveae
rensir axpensgas bty {ndividual locomotive unit,

‘preflset the total

APL's lccomoitive maintenance expanse evidance, bzsed upan
ts special atudies, has been adequately Justified to suppors Li3
adjustaent to BN'3 HPFA average casi. While total {ndirect expenses
may be higher for ccal locomotives, they will tand t3 be less than
gystem average on & milasge basis, dus t9 the coal Locometives' higher
APL's methadology glves recognition to such

degree of utillzatilon. -
used it as the besat evidance of

experience and accordingly we have
record.

With respect to the MP peritton of the movement ia the

Redfiald caze, both APL and MP developed average repair cost for ¥P
coal ioccactives dartived from apother case. Both parties converted
thege average ¢33t3 to a unit-mile basis and compared the results with
MPfs system average locomotive repalir cost pger sile €0 produce 2 loco~
mative adjustmenst facter, This adjuatment factor was used to reduce
the RPA system average cost. Eowever, in convercing thease casts o a .
unic-pile Yasis, ¥P used only the annual line-hanl miles in the sub-
ject 3sevvice, whareas APL used both the znnuez) line-haul miles and the
annual road train switching miles in the subject - gervice.

Because the subject maovement incurs rged toain switching
service on MP's portiom of the movemanc, the related mila:ges skould
be included in the coel locomotive repair cost da & unitv-aile basis.
Accardinrgly, APL's adjustment factors have deen utilized in our

ressatament.

crrosriate

Two 1s3ues arcss co the appror

i
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The da2ta found in these reports account for gbout 40 perceat of

84's total Tocomotivs mazintenancs expenditures. Thus, about 62

percent of BN's 2nnual locomativa maintenance expenses are npt

directly assigned to specific types or catagories of locomotive
units,

Because of the limitations of locomotive specific maintenaace
date, 1 believe that my use cf system average Rail Form A unit .
costs mora properly reflects the best estimzie of 8X's locomotive
maintenance cost attributeble to the KPBL traffic. Certafnly,
system average Rail Form A unit costs is the best estimate of UP

Tocamntive maintenance costs and not costs from a study mede af

" BN records as Mr. Crowley has used.

TESESET

8. Locomotive Capital Costs

BN locomotive capital costs ara based upon the actual average
vah)e and age of the lacomotives used in the Alliance (oal
_Locomative Poal. UP lacomotive capital costs are based upon the

average value of locomgtivas in their caal pool as shown by Mr.

Kauders in ICC Dccicet No. 39082, Arkansas Power and Licht Company

v, Burlington Northern Railroad Co., et al and Missouri Pacific

Rafjlroad Company, o

The Eevelopment of the locomotive canitil cost simply calculates
the loccmotive depreciation based upon the rate of depreciztion

of 4.05% as prescribed by the Commission for wse in filing 8R's

f-1 Bepord'for 1882, z 22 vesr useful life and an averags

by
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a. Cvale Time — Mr. Hil utilized 2 122.9 fow cycis time for als csloulztion
of loecmotive capital costs at 4984 evels. This eycle time purporiediy represents
the cyele time of OPPD trains moving during the October 1983 thrcugh September
1984 time period. In our cpening evidencs, we relied on & cyciz time of 103.1 hours,
which equalled the weighied average of the cycle time of all OPPD trains moving
between June 1982 through September 1984,

In our restatement of this cost item we have ealeulated the OPPD cyele time
f&r all trains moving in each calendar yesr 1382 through 1884, For our 1982 cost
studies, cycle time equalled 88.3 hout"s; for our 1983 cost studies, eycle time
equalled 1011 hours; and for our 1384 cost studles, cycle time equalled 125.0 hours.

b, Spare Margin — A difference of $2.26 per carload betwesn Mr. Hill's
ealeulation of locomotive éapital cost and our initial locomotive cepital cost is
é‘aus’ed'by the use of diiferent locomotive spare margins. Mr. Hill used 30.27
bpercent while we relied on a 10 percent spare margin.

'The pumber of léwcomotives required for a given uait coal train service isa
function of: (1} the number c'»t diesel units per 'train; {2) eyele time; (3) znnual
volumme; and (4) spare margin. The number of unifs per train and locetion in the
train (head end or mid-train} can be determined by actual observation or a review of
the records cevering an existing movemant. Cydle times and annual volumes are
also aveilable from aetuel railroad records. Spare mergin requirements cannot-be

identified from obsztvations of sxisting sparations, but must be based on other study

4897
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The BN has utilized & npumber of different spare margins

in receni coel rais

3 . s . : i . " - -
cases befcra the Commissien. In the first San Asalornic cese,—‘/ a spars margin of 13

percent-for the San Antonio service wes claimed by the BH in develoging locomotive

investment costs. This figura was in direci conilict wiih the required spare margis

" “which BN had at that time reporied to the Association of Americsn Railroads

("AAR") in terms of a "bad order” retio. That ratio for the BN was appmﬁm&tély ]
percent at the time. In the decision in that proceeding, the Commissior recognized
the BN's éttempted overstatement of the spare margin and the Commission found:

Y,..the spare margin ailcwance used (by BN) is approximately twice that

of the BN system average." (Decision, Appendix, page 13)

The Commission éecepted instead the 8 percent spare margin for the
locomotives basad on railroads* reports to the AAR which Szn Antfonio had presented.

In more recent proesedings, the BN has tried to use a sba;‘e locomotive margin
of 38 percent which they say is cohservative because the ellegad ac@um.mtio is 341
percent. The Commission has rejected the BN's attemptéd use of a 30 percent spare

margin in rseent unit cosl train cases, In Minnesc‘ta;z-/ the Commission stateds

1/1cC Docket No, 36180, Sen Antonio, Texas Acting By and Through Its City

Public Serviee Board v. Burlincton Northern Railroad Company, et al.

2/interstats Commerce Commission,. Dockat No. 37135, Increased Rates on
Cosl, BN, Montana to Supsrior, Wisconsin.
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"...therz is ne demonsiraiion of rzoord to suppert defendant's use of g 39
perceat spers mergin, Defendant's discussion of the .nesd for spars
motive powsr decmed neessszry to meei seteduling rsquiremenis is not

persussive, Therefore, we have zecepied complainanis' soare margin
3

L

In CLECO,—‘-/ the BY used a 30 percent spare margin for locomotives and the

Commission rejectsd it stating: ’
"The restatement adheres to the traditions! use of the actual
number of loeomotives used incressed by a 10 percent spare factor to
represent the bad-order ratio for both roed loeomatives and cabooses,

BN's statistical data and operating testimony supporting a 30 percent

spare mergin lack sufficient probative value to warrant acceptance on

this record in the absence of a study reflecting both normalized repair

and maintenance experisuce and demand factors." .

Tn Sergeant Bluff,—z-/ the BN, through Messrs. Thomes R. Hackney and Mark E.
Bscker, preserted yet another spare margin requirement. Tha BN claimed in that
case the spare margin requirement was 26,85 percent.

In this case, the BN, fhrough Mr., Thomas R. Hackney, has presented still
another claimed spare thargin requirement fo’f'BN. The ‘BN pow eclaims thai jts

spare margin_requirement is 30,27 peraent, the last in a long line of spare margins.

We have reviewed the workpapers in comnecticn with this spare margin calevlation

and find it to be unsupported.
The 30.27 percent spere margin is a weightad average of BN's alleged spare
margin for its locomotives (3.2 percent} end the alleged spare margin for forsiga

coal units on {ts lines {25.2 pereent). The procedure for calewlating the two portions

of the BN's overall spere margin are the same. TFor ease of understancding, we wiil

4839
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foltowing topics:

b BN Coal Versus General Freight
2) BN Coal Traffic Pensiized

3 BN Unrealistie Spare Marzin

4) Restatement

1) BN Coal Versus Generel Freight - The newest BN spare margin study

presented in this eese is based on a review of utilization of its coal fleet for 2

" twelve~month period (August 1981 - July 1982), During this twelve-month pericd 6.9

g

million cosel pool locomotive unit hours wers generated. y Coal pool locomotive
are used in cosal serviee 75 percent of the time, general ,se:;vicei’? petcent of the

time, and are unserviceable 8 percent of the time as shown in Mr. Hackney's

testimony and summarized below:

Table 41
Separation of BN’s Coal Pocl Locomotive Hours
» Unit
Service Hours (Milton) Percent
1 - {2 (3
" * 1. Coal service 5.14 75 %
2. General service 1.21 17 .
3, Unserviceable . 0.55 _8
4, Total 6.50 100 &

Source: Hackney verifled statement and workpapars,

Yor this fotal, 6.2 miliion hours were generated on-lize axd 0.7 million hours

were generated off-lina.

oril under ths

y .
iz set io

Ouwr discussica of the BN's spare margin caleulatisns i

4900




PrpR——

s

[SRmrer

. Badusne

ey JEESEVE Y

bt f AN kT 21 Raitgl

' To the extent this waiting ime increases, the spar.e margin ratio wiil also increase.

Cozl pool locomotive unit-hours gamerated in gen
inaxp aa:y ignorad by BN wiinessss ia devsioging the spare-margin requirsment for

enerated in the movament bsiwesn general

fad
O
o
5
1%
(7113

OPPD trains exespi for those |
servies end coal pool sarvice (enly 12,2 perceni of the generzl sarvies hours or

approximsately 155,000 hours). The erbitrary exclusion of general service hours
ereates an unquantifiable bias in Mr, Hackney's spare margin anslysis.

2) BN Coal Traffic Penalized — Mr. Hackney caleulates his spare margin

requirements by dividing non-cyele time by in-cycle fime, The single largest
component {57 percent) of npon-eycle time is what Mr. Hacknsy calls
"redispatching”. Redispatching time is synonymous with ‘the time 2 serviceable
locomotive is placed on & holding track waiting for management to find a use for it.

The following hypothetlcal example demenstrates this point. Assume a
raﬂrogd has one unit train rz;ovement which is powered by five locomotives and it
takes 200 hours to completa a cyele and 35 trips per year will deliver the ennuel
volume requirement. Following Mr. Hackney's procedures, a 25.) percent spare
would be necessary &5 demonstrated in Table 42 bslow. '

Table 42° .
Impact of Waiting Time on Hackney's Cyela Procedures

[tem Amount
) : {2)
1. Numbaer of locometiives per trein
2. Cycle hours per train .
3. Trm. per year
"‘*. ulOuvé XI‘;“C"CI

Ve |

1 men
:
!t

h
o
(0
]
(4]

4901




~1&-

Next, essume that the railroad's business ofher thap coel is recucsd because of
recsssﬁonary pressures. As 2 pasuli, c}c‘.s time for the unit coal trzin was reducsd
beceuss of the elimination af interference by other traffic on the involved line
segments, However, following Mr, Hackney's procedures, the reduesd cycle iime
would creste an increesed spare mai'gin requirement as shown in th.e tahulation
below. Because of the elinflnation of congsstion of the line segments, the cycla
time fo;' the unit coal {rain dropped by 10 heurs from 300 Ato 190 hours. Changing this
one component and epplying Mr. Hackney's spare margin proeedures increases the

sg}are margin from 25.1 pereent to 3L7 percent as shown below.

- Table 43 _
Demonstra ticn of Bias in Hackney's Spare Margin Caleulations

item ~ Amount

(1) ] : (2)
1. Number of locomotives per.train 5 ;
2, Cycle hours per train 190

" 3. Trips per year ’ . : 35

4, Locomotive in-eyele hours per year (L1xL.2x13) : . 33,250
5. Total locomotive hours per year {L1x 8,760 hours) ’ 43,300
6. Locomotive aon-cycle hours per year {L5-1L4) 10,550
7. Spare margin following Mr, Hackney's procedures (L6 = L4} 31.7%

Implicit in Mr, Hackney's method is the unwarranted assumption thet if the

F
BN
N
.

coal designated units are not used in coal serviee or general service or are e

e

beiween serviees, ihe spare margin assigned to coal fraffic will increase

proporifonz tely. This results beczuse all coal loccmative unii-heurs nol eccounted

ey

for ere considered non-cycle hours following Mr. Hackney's procedures (the

tion). As pon-cycle hours incresse so doss Hir.

numerator in BN'%s spare marzin eq:
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3 BY Unrealistic Spars Margin ~ Anothar way to undsrscore the error in M.

Lignt

ey's &llegsd spare mergin reguitement i5 through ifs conversion 0 sectust

locomotives. Mr, Hackney is saying here that for every lecomotive on a ecal train,

uy

the BN is purchasing an additional 0.312 locomotives, or approximatsly every fourth
lccomotive purchasad {in the ‘coal pool) is & support or spare mﬁgin unit.

In order to test the soundness of this eppreach, we developed the spare mergin
required for the BN;S road locomotive fleet '(éxcluding coal) following the Hackiey

procedures. First, we identified the “total- number of BN lecomotives from

information filed in the BN 1982 Annual Report. Applying the historicel pereentage

of road fk'éight to total locomotive units, we obtained the number "of roed freight
locomotives (Line I below). Next, the BN road locomotive units were converted to
annual locomotive unit-hours for the fotal fleet {Line 2, Col;.rmn {2)). Deducting
annusl coal unit-hours (Line 2, Column {3} from the total results in annusi unit
hours for the BN's roed fleet excluding the coal pool. The eetive [productive or
in-eycle) uilt-hours were developed for the entire BN road fleet from infor'maﬁo,n
contzined in its Annual Report. The active {productive or in-cycle) unit-hours fér
the BN's road fleet excliding the coal poil were caleulated by deducting e,
Hackney's active (productive or tn-cyele) coal pool un1t~hc;urs from the total (Line’
3). Next, we deducted the active unif-hours from the total unit-hours resulting in
inactive or margin hours (Line 4).., Following Mr. Hackney's procedures, the spare

mergin required is’ caleulatad by dividing the Inactive unit-hours by the active

unit-hours (Line 5\
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Road Fles

Itam Road Fleet Cosal Pool Less Cos] Pool

1)) @ 6 @
L Tetelroud freigat locomotiveéy 2,586 XXX X%
3. Annual locomotive unit-hours (600) 23,478 % 4,853 17,625
3. Active (productive or in-eyele) unit . . ) |

hours (000) : 95134 13,7008 5,813 ‘

4, Inactive (margin} hours (000) 12,965 1,53 3/ 11,812
5. BN's spare mergin (L4 + L3) .7 136.28% 31.2% 293.2

2/ Linelx 365 days x 24 hours
/ Hackney Testimony, pages 13 and 18,
4/ Train hours {road end switching)* x locomotivss per train**

(BN Annual Report 1982, Schedule 710, Line 18, Col.(j) minus Line 2, Col.f)) x {AAR
"Operating and Traffic Statistics - Calendar Year 1379," Line" Burlington Northern, " Col:
(38) + (Col, (36) + Col (38)))

¥ 1382 Aanual Raport, Sehedule.753, Line 115, Col. {b) + Lina 16, Col. {b) :
i }CESE( A)mnual Report, Schedule 755, (Line lI, Cal.{t} + Line 12, Col.(b)) + Line 3,
oL(b; )

As noted ‘above, Mr. Hackney's analysis suggests that every coal pocl locomotive

requires 8,312 locomotives as support (Line 3,-Column (3), or Mr. Hackney's spare

margin), When these procedures are abplied to the BN's entire road flest excluding

€&

al, Mr. Hackney would claim thst for every active road locomotive (other than -

coel), two edditional units are needed as support (spare margin) - Line 5, Column

)

enire

). Clearly, the acfual applicaticn of Mr. Hackney's OP®D methodology te the

FHra

17]

ysiem shows its error.

4904



e Y

el

]

.

6o evpapht

#a¢ 1255 than 8 percent — iess fhan 60 percent of the spare mercin used hers.

e. Deprzciation Yariability ~— In his repiv verified statement, Mr, Hill states

that "njc zdjustment is reguirad to- eliminate the system aversge comnsiant costs
from the direct costsvwhich I caleulated b2causs no constant costé werz included in
the Gireet costs." (Hilly p. 37)

Mr Hill is of the opinion ths;t beczuse he identified locomotive eapital costs
on a diresf besis, the results are' 100 pefceﬁt variable with OPPD traffie. If
locomotive dapreciation ware truly 100 percent variable with OPPD traffic, as Mr.
Hill postuietes, then the ebsence of OPPD's traffic would cause the BN's lecomotive
depreciation expense allocable to the portion of the Alliance pool used to serve
6?PD to diszppear altogether. As the ICC's regression analyses prove, this is
clearly nct the ease, .

In the erew wage and fuel studies discussed herein, totsl expenses were
caleulated first end then converted to a variablé level through appliestion of Rail

Form A ‘f.ariatiility factors. Following Rail Form A procedures, total locomotive

v depreciation has been placed on 2 veriable level, Rail Form A treats locomotive

depreciation as 73 percent variable. The 79 percent variabiiity factor was derived
by the Commission's Section of Cost and Veluation z.ttiiizingr _multiple regression

technigues. The subdivision which includes locomotive deprecigiion also

|
H
{
}
!
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save operating dollars tomorrow;
next year, and for many years
Sinto the future, That's a formula
QB thats atleast as old as "The Eco-
. nomic Theery of Railway Location,” the
1387 classic on reilroad enginesring by
AM. Weliington, ]
Cver the past two generations, rail-
il roads have applied the formula in ways
af which Wellington would heve ap-
: vroved: Disselization. Centralizad maffic
i conuol. Mechanization of track mainte-
nance. Compterization of accounting

) PEND CAPITAL DOLLARS today to

way to reduce operating expenses, by
reducing their use of manned helpers,
Thevre doing his by invesiing tn dis-
titbuted power (DP), which enables one
engineer to operate multiple locomotive
consists in a rain From the cab of the
lead locomotive,

ELLINGTON, though writing over a
certury ago, would have under-
szoed the 2conomics of helpers versus
distributed power He notzc mountain
crzdes nave two negative offects on rail-
road sconomics: the first is axtra

involve gradss of 1.5% or more {2, 2
rise of a 1.5 fest for every 100 fesitrav-
eled). Other factors thac play 2 le in
establishing a helper district include the
lengrh of the grade, the amoumnt of cur~
vature—since this adds resistance o the -
movement of 2 frain—and achieving the
desired horsepowerperion raio. )
Where discribuied poiver has been
implemented. one of its mos stiking
effects has been to reduzcs the sumber of
mannied helper districss fn mountats ter- -
rizory In £993, Union Pacific used dis-
[Nzt rranne

na L <




Sist GRIFFITAS

the Kansas City Southern across the
Ozark Mountains betwean Neosho, Mo.,
and Hatton, Ark. Other major North
American users of DP are the Canadian
Pacific, Ferromex, and Transportacién

Ferroviaria Mexicana (TFM).
DP has not yet won universal accep:-
ance on Chass 1 lines. Canadian National,
SX, and Norfolk Southsrn have so far
not adapied distriburad powsr.

HAT BENEFmis doss DP gener
Major edvantages cited b\-‘G'- har

ris Hz:mczz.

million an fuel and Ca‘( spen

lion. If CEHHM’ 3% figuee isren scr.ah-..
and if bath railroads wera ablem imple-
ment DP ont 109 of their total opera-
tions, NS's annual savings would be$2.4
raillior and CSX’s £2.9 miilicn, if fuel
stays at 2000 prices. The 1% Boure is

based on the fact that in many road-zeiv-

ice applicadions DP isa't advanageous,
and fuel is consumed by yard engines
and locals where DP isn't applicable.

Since Locotrol equipment cosis ap- -

proximately $100,000 per locomortive—
the exact price depeads on optional fea-
tures included—does fuel savings alona
justify equipping much of a railroad'’s
feet for DP cperation? We can do 2
back-of-the-envelope economic analysis
\JSiI'.E these °ssumptio'1$'
nual fuel savings from DP opera-

tior.S' $2.5 millior

* Useful life of DD-cquped locomo-
dves: 20 years

» Hurdle rate (ie, the raté of rein
that justifies a capital invesiment): 20%

+ Cost per locomotive for DP hard-
ware: $100,000

Based on this scenario, the present
value of 20 yesrs’ warth of fuel savings is
about $16 million, which would allaw a
railroad the size of CSX or NS to pur-
chase 160 DP-equipped locomatives.
With CSX having a2bout 3530 locomo-
tivesand NS about 3500, thar's probably
no: enough DP units to generate the

required fuel economies, so CSX andNS

would have to look For other savines that
DP would provide, in order to justiiy DP
ona r;u,.el\' financial b

However, ‘GEHH's estimate of 5%
fusl savings may be conservative. Mike
\o'kn.-;r director of cperating practices
Faci ‘, resorted his com

miher dhan
¢s, Enginesrs.
4 Vojkmar, ofien ceniment on aow
& DP wzin rolls compared to acen-
venticnal waia.

The most obvisus economv fro-r-

using DP iz thz: the helper crew; genar-

Ay an enmncer 2nd 3 coneuctor, can be

elirnirated. On a Class | rallroad with
Stanong laoor agresments, the costof a

TWOSPRrson Crevy starts atabaut 3400 por-

tour of duty; inclusive of fringe beaefits.

Howeveg, DP often reguires tore lo-
comotives ta move ihe same number of
trains. Manned helpers can cuc faorouc
almost anyivhiere. but it's impractical to
add DP units excepr ar major terminals.
Labor costs saved by eliminadng

- manned helpers are offset by the cost of
using DP locomotives over line segments
where they are not needed.

On ths Kansas City Southern, for
instance, two EMD SD70MAC's or GE
AC4400CW's are enough.to take a coal
train from Kansas City 175 miles south
to Neosho, Mec. That's where the moun-
tain grades begin, and thats where KCS
usually addad manned helpers.

After converting to DP, KCS's practice
has been to link-up the DP units in
Kansas City, using three of the big A.C.-
traction units on the point of coal mains
and twa on ths rear—meaning that for
every coal train rupning south of
Neosho, three 4000- er 4400-h.p. loco-
motives run 350 unproducdve miles.
Owning and maintaining a sixade,
high-horsepower locomotive s an expen-
sive proposition. $600 or mere per day;
depending on its 2ge, horsepowet, pe
of service, and other factors,

Where mainline capacity is limiiad,
DP can reducs congsstion compared to
manned helpars. A belger returning to
the bot*orn of 2 zrdn rak, 2 "-.\.

BUT OFTEN IT NEED

DISTRIBUTED POWER SA‘-;’E

LABOR AND FU UEL-
LOCOMOTIVES,

MORE




RaN FLANARY

ARer its creation in 1382, Norietk Southern cantinusd Seuthern Raibsay's prectice of using mid-taia
remote helpars with cadio receiver cars an loaded 2gal trains of its Appalachia f¥a.) Distict. NS now
favors manned helpers on the rear. Before this change, on June 16, 1987, an esstwsed *C” Eain {far
"eonsaldsied”! aases trough Natural Tuanci, Va., at 13 mph, the oermanent speed imit here.

any mere power than before. Oa the
KCS. DP allowed it to imcrezse coal

capacity was a factor in the decision to
conver: to DP o the KCS and in UFs
Blue Mounains.

NSFE practice is ic con
2 ars whers

[
O]

particularly where there are inconsisten-
cies in train length and type of service.
such as unitcoal and grain trains mized
with manifest and hotshot intermodal

trains, On BNSF, the highest-prority
trains wifl usually have enouglt powerto -
not require helpers. ’
At Union Pacific, Volkinar said that
aliminating train separations has be
one of e mos significant benefits
DP In a recanr mentk, for example, UF
originziad 1036 wains frem Pow

£ thess,

DP.




phy. “The engineering of the Westem
railroads is differenr than it is in the
East,” said John Kissinger, CSXs gener-
al manager of locormotive planning. Tha
geography and engineering of Western
roads often favors DP in place of
manned helpers. -

According to Lamy Shughart. CSXs
former general director, locomotives,

helser trips on CSX tend to be shower

than thosz in the V fost Western

kelper districts ar

The two great Canadian transcontinéntats, Canadisn Pacific and Caniadien National, have commos aad~
paints but yitely diferent routes thawgh the Canacian Rackies. Buitt by hand through an wimapped

- wildernass for ends politlcal and mogetary, the CP when completed in 1885 had a tortuous alignmant

tiat for a centiry required manned helpers on the 2.2% grades of Regers Pass, B.C. & 1984 the Homi
Macdonald Tusnel and its 2pproaches reduced CP's wastwand grade to 1% {at a costaf C$E00 mllioa):
hewever, much of CP's aligiment is st 1885vintage aad almost requires disiribuied power for heanvy
ireins. Canadian National, compistsd ' Vanceuver with the assisizacs of pawer shovals 2t the a2
datz of 1915, was engireerad fs minimize speradng costs and thys 2chievst = mainfine rulisg Frade of
0.5%. It's a rowe that didn't requise heipers and has fitle nsec fr distibuted pover today.

native is to run power through from
minal to 1erminel, which would reg



Lacowol Preduct Mz
way: “The vales stor: ©
2d: w0 be wailored 1o -
specific operzting considerations.”
cther words, ons size does not ft ali, -

WHEN LOQKING at the speciliconern
ing considerstions of the maj:
ratiroads where DP is in use today, w
see thev've founid different wavs g us
DP technology to reduce operating costs
Burlington Northern Santa Fe
"Powder River Basin coal trafiic repre
sents the biggest singe application of D1
on this railroad. Other placss wherz §
has found a homeinclude heavy double
stack and manifest trains on its traps-
continental main line, and the Tehachapt
Mountains of southers: Calitoraia. With-
in the past year, DP has replaced some
heloer operations on eastward trains out
of Bakersfield, 3
Belying the conventional wisdem that;
DP makes sense only over long distan-
ces, same eastward trains pick up their
DP units in ths yard atr Bakersfield and
shed thern between Majave and Barstow
for a westward train to pick up and;
retura 1o Bakersfield, This makes for a*
total DP run of less than 90 miles,
though power swaps on the main line
can result in dgnificant train delays.
BNSF still runs manned helgers on
sore eastward trains out of Bakersfield,
in part becausz adding DP to a train is
more time-cansuming than cuktingina
manned helper.
. Brian Satomax Another BNSF helper district afected
As many as a dozen manned helper sets frequent Norfolk Seuthern’s formsy Pennsylvania Railrozd maie by DP les between Denver and Palmer
linz over the Allagheny Mountalas in Pennspivaaia, On September 6, 1997, a tvouaft hefper shovss o~ Lake, Colo., ont the Joint Linse, formerdy .
& westward trai at dltaona. The gondolas loaded with stesl billets are destined for 2 roliing mill. shared by Santa Fe, BN, and Rio
Grande, and now by BNSF and UP.
Helpers still tie onto southward ccsl

LOCOTROL-EQUIPPED LOCOMOTIVES IN SERVICE | tains but fche rain has 2 DP uri on
1N NORTH AMERICA power with the

pow=r wi

Hotz
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OR A FIRSTHAND LOOK at 3 mannad

helper operation, well ride with a
BNSF helper crew operating cut of
Bakersfield, Calif., over the Teha-
chapi Mountains, The helper wilt
assist eastward train Q-RICALT,
which originated at Richmond,
Calif., and is destined for the BNSF
vard at Alliance, Texas. The consist
is lergely containars swned by J.B.
Hunt Transport moving in double-
stack equipment, plus some spine
cars and conventional piggyback
fazcars. Our train weighs 3538 tons
and is 6631 feet long.

BNSF special instructions
raquire lighter-weight inrerzmodal
cars co be placad toward the rear of
trains in order 1o pravent sring
i em ey PP

tenaer
1ed

Ty

?‘~§§ é TEHACHAPI HEE—‘:?

Baun JuwNizox

Here's why helper :ets—ofany type—quickly tum & black en grades with unna!s. On Aprit 19, 1985,
noioriousy smofy Tupnel 4 in California's Tehachapi Mountalns belches the sioiy black smoke of
partially combusted dlesel fuef as 2 seven-unit helper set emerges with a 10,000tan unit cnide o
tratn, The helpers are passing the west switch of CIIF, at the sast podal of the 1175-ast tuarel.

An hour afer leaving Bakersfield,
and after a faw briefwaits for wesc-
ward trains o pass us at Bena and
Caliente, we're ready to tackle
Tehachapi’s 2.52% helper grade. Qur
engineer starts out in Rur 4 in
order to keep the slack bunched on
the gorton of the train he's pushing,
and as the trzin staris ta move he
works up to full powsr, Rua 8.

Although the road erginesr calls
the signels to the helper engineer-
over t}‘e radio, s eat.a.h imgortant

he knows he needs to increase the
throutle position on the helper.

We make brief stops to meet
westward trains at Cliff and Woed-
ford, and reach the summit and cut

- aut of our train just over thre=

hours after leaving Bakersfeld.
We'll return light 10 Bakersfield. The
crew counts this 23 a good nin—no
major delays, and no L.ne.\p:cted in-
cidenzs with our train.

Critizal to helper operaticn cn

bl
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At Chaska, Tenn., 0a CSXs formier Losisvile & Nasnwilie Clacinnaii-Aliznta main Ins, 3 helper sezhatks
put &f the packet 2 coupia t0 & southward ceal trein on September 13, 1987. In the meantime, a
noithward coat emply wilh a former Seaboard cabucse passes fie oid coal dock {stilt standing day).

This is a former L&N helper district from (hasta o Du, Tean., up D' Mountain, about 10 miles.

tains) involved Powder Rivercoal. But it
has gradually estended DP to include
other major corridors inclading Salt
Lake City-Los Angales and Roseville-
West Coltor, Calif. In 2001, DP was im-
plemented on Soldier Summit in Utah
and oa California’s Donner Pass.

UP .maintains significant manned
helper operations over Beaumont Hill on
the Sunset Route in Southern California,
and on Cascade Suramit in Oregon, but
the latter may f2ll to DP seon.

Canadian Pacific. At one time CP
had twa msajor passes on s roul

The lascof t

ering

CP’s distributed power is focused on
westwardt coal trains from soutkern Bri-
tish Colurnbia to the Roberts Bank coal
port near Vancouver, and bulk mineral
and grzin trains runcing westward from
Calgarv and Moose Jaw, Sask. An east-
ward fumber train uses DP from Revel-
stoke to Golden, B.C.

CP may expand it use of DB Candi-
date comidors irclude Toronta, Ont., to
Winnipeg, Man. According io Bob Rev-
nolds, CP's mansger of locemotive sys-
tems, this will allow CP to run longes
trairs and efiminace air brake repeater

CTES NOW

Pavro Orose

loaded train arrived Kingsgate witha CP
anit in the lead and a UP unit train:
cut into the traln was another pair o
locamotives, one CP and one UP, operat--
ing under remote cortrocl

Because DP radio communicatons
use a diiferent poriion of the radio spec-
trum in Canada than in the U.S. and
because of other equipment requirve-
meals unique to exch cartier, upon inter-
chaags the lead umits were physially
swapped and the trainleft Eastport with
the UP unit in the lead. Now, each zail-’
road contibutes SDICLIMACS to 2 soal
of “intemational leaders” dedicated 1o
joint CP-UP service. These units can
operate in DP minde on toth Canadian
and U.S. radio frequencies I
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S&P Fixed Income Page 1 of 2

aaron ryan Internationat Sites  Giobal / English

[ ERib Donbita

[ Creait Kaungs | Equity Research 1S&P Indices jFunds {Products & Services

* Credit Ratings Search
* Credit Ratings Lists.
* Credit Ralings Criteria
* News & Analysis

Search - . N .
AR e et Credit Ratings List
Credit Ratings 558 ' s B
€
(Keyword, Company Name, . ‘stz(‘:m{; All, except Structured Firfanics and Public Finianoce (US).- £ cC !
etc) N Coo L 0 i
industry Sc |
Search Tips Group: >.: g
> Region: Al '
] Credit Ratings > Country; NI, |
i Ralings . .
* Credit Ratings Actions Optional > gion e FiLTER B3 |

(Entity / Issuer Name) Filter Tips

Al ABCDEFGHIJKLMNOPQRSTUVWXYZ

3 Browse By Sector Ratings are as of Sep 15, 2003
(cicse) .

» Energy <1><7> of <7 >
* Materials Foreign
: 'C":::':::r Discretionary « Entity Local Cu»rrency Currency National Scale Typel |
: Consumer Staples Burlington Insurance Co.(The)  BBBpi—/— ICR Lo

Heatlth Care [
* Finandals uriin Insurance Co.(The! BBBpi—/— FSR : 1
* information Technology Buriington Northem and Santa BBB+/Negative/~ BBB+MNegative/— ICR
* Telecommunications Fe Railway Company (The) !

Services . .
* Utiliies Burlington Northem Santa Fe BBB+/Negative/A-BBB+/MNegative/A- ICR

: - Corp. : 2 2
| E;’l?wse By Business  pyqngton Resources Capital  BBB+/Stable/~  BBB+/Stable/— ICR
e
1

* Bond Insurance .
* Regional & Local Burlington Resources Capital BBB+/Stable/~ BBB+/Stable/— ICR

Govemments 2
° Sovereigns Burlington Resources Inc. BBB+/Stable/A-2 BBB+/Stable/A-2 ICR

* Public Finance (US)

® Structured Finance <i>-<7>of <7 >

1 ICR = Issuer Credit Ratings
FSR = Finandal Strength Ratings

_ 4957
http://www2_standardandpoors.com/NASA pp/cs/ContentServer?pagename=sp/Page/Fixed... 9/16/2003
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549 ’

Form 10-K

(v} ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2002

OR
{ ] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934
For the transition period from to
Commission File Number: 1-11535

Burlington Northern Santa Fe Corporation
(Exact name of segistrant as specified in its charter)

Delaware

41-1804964 . :
(State of Incocponatioa)

(.R.S. Employer Idestification No)
2650 Lou Mesnk Drive
Fort Worth, Texas 76131-2830
{Addresy of principal executive offices, Including zip code)
(800) 7952673
(Regl s tefephone number, Including ares cade)
Securities. registered pursuant to Section 12(b) of the Act:

Name of eack exchange
‘Title of each class on which registered
Common Stock, $0.01 par value New York Stock Exchange
Chicago Stock Exchange
Pacific Exchange

Securities registered pursuant to Section 12(g) of the Act: None

lnd«al:bychcd:mzzkwbz&ud:emgsmnt(l)hzsﬁledallmpoﬂ.nequmdlobeﬁ!ndbySwhouBorlS(d)oflbeSeamﬂstchngcAﬁoﬂmdumg
the picceding 12 mo;ths(orfnrsuch shorter period that the registrant was required to file such reports), and (2) has been subject to mﬁ(mgmq\munmlhﬁe
past90days. Yes[¥] Nof } .

Indiambyobwkmzxk\f‘ 4 of delinquent filers p loItczn405ochg\dznouS—Klsno(contnmcdhcwm,mdwmnotbeounhmed.lodmbdof
edge, in definitive proxy or infc i P d by refe umlIlofdnsFomlO-Kamymmdmmlmlﬁu&mIO-
K )

Mumbyw&kmmmamcmﬁmntkmlmdmmdfdu(uwwml2b~20flbcAct). Yes{Y) Nof )

The aggregate macket value of the voting stock beld by non-affiliates of the registrant was approximately $11.486 billion oa Juoe 30,2002, For purposes of this
Scufation ony, the regi has excluded stock beaeficially A by di

ly owned by and officers. By doing so, the registrant dacs not admit that such persons are
affiliates within the meaning of Rule 405 under the Securities Act of 1933 or for any other purpose.

Indicate the number of shares outstanding of cach of the registrant’s classes of commea stock, as of the latest practicable date:
Commaa Stock, $0.01 par valfue, 374,898 045 shares outstanding as of January 31, 2003.
DOCUMENTS INCORPORATED BY REFERENCE

List bereunder the dacuments from which parts thercof have been incorporated by reference and the part of the Form 10-K inta which such infoanation is
tncorporated:

Burlington Northern Santa Fe Corporation’s definitive Proxy S to be filed
uot later than 120 days afler the end olthe Gscal year covered by this report
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Ax of December 31, 2002, General Eleetric Company and the Electro-Motive Division of General Motors Corporation
performed Jocomotive maintcuance and overhauls for BNSF Raifway undec various maintenance agreements that covered
approximately 2,600 locomotives. These agreements require the work to be dong at BNST Railway’s facilitics using BNSF
Railway coployees. [n addition, the Company catceed into a locomotive maintenance contract with Alstom Transportation,

tnc. (Alstom) in the Fourth quarter o 2002. Alstom will begin perfeaning maintenance on a portion of the Company’s”
locontotives w 2003,

The majority of maintenance of way cxpenditures for track has been for rail and tie refurbishment and track
resurfacing. The extent of the BNSF Railway track maintenance program is depicted in the following table:

Year Ended December 31, )

2002 2001 2000 1
Track miles of rai} faid Gl 685 891 738 i
Cross ties inserted (thausands) @ 2,248 2,704 2,527 ‘
Track resusfaced (miles) 12,499 11011 11,228

@) fclud pendi for botb mat of existing route system and i jects. These d&i are primaril;

BNSF Railway’s planned 2003 track maintenance of way program will result in the installation of approximately 700
track miles of rail, the replacement of about 2.2 million ties, and the resurfacing of approximately 11,000 milcs of track.

: 1
i

Property and Facilities )

BNSF Railway operates various facilities and equipment to support its transporstation system, including its
infrastructure and Jocomotives and freight cars as described above. [t also owns or leases other equipruent to support rait
operations, including highway trailers, containers and vehicles. Support facilities for rail operations include yards and
terminals throughout its rail network, system locomotive shops to perform locomotive servicing and maintenance, 2

‘centralized network operations center for train dispatching and network operations monitoring and management in Fort
‘Worth, Texas, computers, tel ications equipment, signal systems, and other support systems. Transfer facilitics are
maintained for rail-to-rail as well as intermodal transfer of containers, trailers and other freight traffic. These facilities include
36 major intermodal hubs located across the system and three intermodal hub centers off-line used in connection with
haulage agreements with other railroads. BNSF Railway’s largest intermodal facilities in terms of 2002 volume were:

Intermodal Facilities Lifts

Hobart Yard (California) 1,086,000
Corwith Yard (Illinois) 713,000
Willow Springs (Illinois) 674,000
Cicero (Illinois) 455,000
San Bemardine (California) 450,000
Alliance (Texas) 438,000
Argentine (Kansas) 252,000

BNSF Railway owns 26 automotive distribution facilities where automobiles are loaded or unloaded from multi-level
rail cacs and serves eight port facilities in the United States and Canada,

BNSF Railway’s fargest freight car classification yards based on the average daily number of cars processed
{excluding cars that do not change trains at the terminal and intermodal and coal cars) are shown below:

Daily Average 5
Classification Yard Cars Processed
Argentine (Kansas) 1,728
Galesburg ({llinois) 1,524
Barstow (California) 1,276
Pasco (Washington) 1,175
Mcmphis (Teanessce) 1,078

As of December 31, 2002, certain BNSF Railway properdtics and other assets are subject to liens sccuring 3422 million
of mortgage debt. Certain locomotives and rolling stack of BNSF Railway arc subject to equipment obligations and lcases, as
teferred to in Notes 9 and 10 to the Consolidated Financial Statements.
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capital or operating lcascs. and debi issuances. The decision on the method used for pacticular acquisition financings will
depend upon then current market conditions and other factors.

[n January 2003, BNSF purchased another 50 locomotives under the commitment discussed above. The additional
locomotives were initially funded with cash from operations, and the Company will consider various financing alternatives,
with financing, if appropriate, expected to be completed in 2003.

Financing Activities

Net cash used for financing activities during 2002 was $587 million primarily related te common stock repurchases of
$353 million, a net reduction in borrowings of $90 million and dividend payments of $183 million, partially offset by
proceeds of $40 million resulting from the exercise of 2.3 million stock options.

Aggregate debt to manire in 2003 is $173 million. BNSF's ratio of total net debt to total capital (net debt is calculated
as total debt less cash) was 46.1 percent at December 31, 2602, compared with 45.8 pcrccm at December 31, 2001, and 47.7
percent at December 31, 2000.

2003

In January, the Company exercised an optioa to call $29 million of 2.63 percent mortgage bonds issued by a
predecessor company and due January I, 2010. Cash generated from operations was used to fund the call.

2002

The Company financed the construction of an intermodal facility by a third party and-entered into an agreement to
lease the intermodal facility for 20 years. This lease transaction is accounted for as a financtng and has a purchase option. The
Compaay recorded an asset in Property and equipment, net and a liability in Long-term debt and commercial paper of $138
million which represents the fair market value at lease inception.

BNSF issued $300 million of 5.90 percent notes due July 1, 2012. The net proceeds of the debt issuance were used for
general corporate purposes including the repayment of outstanding commercial paper. -

A BN i S

The Company increased the amount of debt securities available under its shelf registration, enabling it to issue new

debt securities in one or more series at an aggregate offering price not to exceed $1 billion. At December 31, 2002, the entire
$1 billion was still available for future debt issuances.

CRE T

2001

BNSF issued $400 million of 6.75 percent notes due July 15, 2011. The net proceeds of the debt issuance were used
for general corporate pusposes including the repayment of outstanding corimercial paper.

Remarketable 33-year bonds totaling $100 million issued in 1998 were called by the holder of the call aption. BNSF
subsequently purchased the option from the holder and retired the bonds and, as a result, incurred an expense of $9 million.
Additionally, BNSF issued a $12 million, 5.96 percent note due April 2004.

Free Cash Flow

BNSF generated free cash flow (calculated as cash flow from operations less capital expeaditures, other investing
activities and dividends paid) of $406 million, $443 million and $431 million during 2002, 2001 and 2000, respectively.

Dividends

RECTLE

Common stock dividends declared were $0.48 per share annually for 2002, 2001 and 2000. Dividends paid on
common stock were $183 million, $190 million and $206 million during 2002, 2001 and 2000, respectively. On Jacuary 16,
2003, the Board of Directors (the Board) declared a quarterly dividend of $0.12 per share on outstanding shares of cemnmon
stock, $0.01 par value, payable April 1, 2003, to stockholders of record on March 11, 2003.

Cemmon Stock Repurchase Program
In July 1997, the Board authorized the repurchase of up to 30 millioa shares of the Company’s common stock from

time to time in the open market In December 1999, April 2000, September 2000 and January 2003, the Board autherized
17 .
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extensions of the BNSF shace repurchase program, adding 30 mitlion shares at each date to the total shares previously
authorized bringing BNSF's share repurchase program 10 150 million shares. During 2002, 2001 and 2000, the Company
repurchased approximately 13 miltion, 11 million and 65 inillion shares, respectively, of its common stock at average prices
of $27.85 per share, $27.76 per share and $23.16 per share, respectively. Total repurchases through December 31, 2002, were
116 miltion shares at a total average cost of $25.97 per share, leaving 34 million shares available for repurchase out of the
150 million shares presently authorized.

Long-Term Debt and Other Obligations

The Company's business is capital intensive. BNSF has historically generated a significant amount of cash from
operating activities which it uses to fund capital additions, service debt, repurchase shares and pay dividends. Additionally,
the Company relies on access to the debt and leasing markets to finance a portion of capital additions on a long-term basis.

The Company utilizes a commercial paper program backed by bank revolving credit agreements to manage liquidity
needs. The information below summarizes the more significant obligations of the Company at December 31, 2002. For 2003
and the foreseeable future, the Company expects that cash from operating activities, access to capital martkets and bank
revolving credit agreemeats will be sufficient to enable the Company to me=t its obligations when due. The Company
believes these sources of funds will also be sufficient 1o fund capital additions that are necessary to maintain its
competitiveness and position the Company for future revenue growth.

The Company’s ratio of earnings to fixed charges was 2.93 times for the year ended December 31, 2002. Additionally,

the Company’s ratio of et cash provided by operating activities divided by total average debt was 31 percent for thc year
ended December 31, 2002.

The following table summarizes the Company’s obligations under loog-term debt and other contractual commitments
at December 31, 2002:

Payments Due by Period
1 Year 2-3 4-5 There-
Long-Term Commitments Total or Less Years Years after

(in millions)

Long-term debt ® $ 6168 S 101 $ 882 § 735 $ 4450
Capital lease obligations 646 ” 158 162 254
Operating leases 5,537 425 826 701 3,585
- Employee merger and separation paymeats 210 40 55 40 75
Other long-term commitmeats © 6,013 528 1,031 786 3,668
Total Long-Term Commitments : $ 18574 $ 1,166 $ 2952 $ 2424 § 12032

- ® Excludes capital lease gbligaxions
® Gross payments due which include an interest component
© Includes short-line minimum usage commitmeats, asset mai and other purch itment

In August 2002, BNSF entered into a 10-year agreement to outsource the management of a large portion of its
computing infrastructure. The agreement is designed to reduce the cost of infrastructure services while maintaining or
improving service levels and expertise. The agreement is expected to result in slightly higher operatiog expenses for the next
two fiscal years; although, over the term of the agreement, it is expected to slightly lower operating expenses and to reduce
capital spending which in total is expected to generate positive cash flow. The resulting minimum payments from this
agrecment are included in other long-tecm commitments in the table above.

In addition to the obligations described above, the Company acts as guarantor for certain debt and lease obligations of
others. BNSF does not expect performance under these guarantees to have a material adverse effect on the Company’s
liquidity in the foreseeable future. See Note 9 to the Consolidated Financial Statemeats.

[n the normal course of business, the Company enters into lang-term contractual requirements for future goods and
services needed for the operations of the business. Such commitments are not in excess of expected requirements and are not

reasonably likely to result in performance penalties or payments that would have a material adverse effect on the Company’s
liquidity. A

8
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Burhington Northern Sunta Fer Corpocation and Subsidiaries
;Doflars mx”mns)

Deceniber 31 1996 1995

1SSETS
Lurrent assets:
Cash and cash equivalents

3 47 $ 30
. Accounts receivable, net

! t T 620 ;
Matedals and supplies 222 220 }
Current portion of deferred income taxes 307 320 !
Other current assets FE} 54 \
 Total ‘current asse!s . 1.331 1,264 i

Propcny and eqmpmgnx, net
Other assets

4,1

aE]
1

17.633 16.001
882 1,004

$19.846  $18269°

Tota] assels y

HAIIU‘TIES (R} ] S\'lCllﬂllE!S' EQ!ITY

Current lizbilities: . . R
Accounfs payable and other current habﬂmeq . $ 2,146 -$ 2289
Long-term debt due within one year 165 80 |

Total current lisbilities

. 2,311 . 2369
Long-term debt and commercial paper °
Deferred income taxes

Casualty and environmental labilities

4,546 4,153 ,
4,729 . 4233

: . 543 . 626 :
Employee merger and separation costs : ’ 466 530 i
Other liabilities . ' 1,270 1,321
co Bl Total lisbilites ' , . ' 13,865 13232
’ Commitments and contingencies (sce Notes 3, 12 zmd 13) . \
S(ockholdem equity: C : ;
Common stock, $.01. parvnlue, 300,000, 000 sharcs authonzed‘ ) ‘ '
154,198,088 shares and 149,649,930 shares issued, respectively . 2 1
Additienal paxd~1n capital 4.838 4,606 - :
; Retained eamings : 1,165 459 |
$ 4. 7 Treasury stock, at cost, 196,122 shm and 44,713 sbam, mpecnvely' L i ae . . @ |
. Other . (8) {26) :
Total stockholdcrs cqluty _ 5,981 . 5037
2 Total lisbilities and stocknolacm cqmty e " 819,846  §18,269

Sre sccompening notes to consolidated finsncil

o lwind B

BURLIACTON NOATHERN SANTA FE COAPORATION 21
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BURLINGTON NORTHERN SANTA FE CORI’ORA'["ION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(Dollars ia miltions, shares in thousands)

Deccember 31, 2002 2001
ASSETS
Current assets:
Cash and cash equivalents s 28§ 26
Accounts receivable, net 144 172
Materials and supplics 226 191
VCmcnt portion of deferred income taxes 314 306
Other current assets 82 28
" Total current assets * 791 3
Property and equipment, net 24,022 21;,1 10
Other assets 954 888
Total assets s 25761 3 24,721
LIABILITIES AND STOCKHOLDERS’ EQUITY
Curreut liabilities: )
Accounts payable and other current liabilities s 1,918 s 1,873
Long-term debt due within one year 173 288
Total current lisbilitics 2,091 2,161
Long-terrn debt and commercial paper 6,641 6,363
Deferred income taxes 6,975 6,731
Casualty and environmental Giabilities 444 s
Miniroum peasion liability 368 2
Employee merger and separation costs 170 216
Other labilities 1,146 966
Total liabilitics 17,835 16872
C i and ingeacics (sec Notes 3,9 and 10)
Stockholders® equity:
Common stock, $0.01 par value 600,000 shares authorized;

496,683 shares and 492,818 shares issued, respectively 5 5
Additional paid-in-capital 5664 5.584
Retained carnings 5,625 5,048
Treasury stock, at cost, 120,905 shares and 107,041 shares, tespectively (3,114) {2,745)
Unearned compensation 39 (34)
Ac lated other compreheasive loss 209) ()]

Total stockholders” cquity 1932 7,849

Total liabititics and stockholders’ equity s 25,761 $ 24,724

Sec accompanying Notes to Consolidated Finaacial Statcments.
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Some BNSF eBusiness tools attract new business. Other eBusiness toots

improve “ease of doing business” by enabling customers to transact business

elecironically. In 2001, BNSF continued to increase the percentage of major

transactions completed electronically,’as well as the percentage of freight

Electronic Transactions 1999-2001 (percent of total)

2001 §
2000 £

1999 §

Freight l’ayment.s

19998 :?,‘%3;0' )

Equipment Releases

payment doltars received electronically and through other automated processes.

BNSF was ranked as the jeading U.S. railroad and one of the leaders in U.S, industry for its Websi

by the following publications in 2001:

Rank Description

Magazine

Interactive Week BNSF ranked 13th out of 500 top companies for

InfoWorld

BNSF ranked as one of the top 100

B sy

BNSF ranked as one of the top 500

B A

BNSF tisted as ane of the top 50 U.S. companies using the Internet

hnology and eC. ce bifiti

P

to enhance and expand their business

SN O R

per month in its first three
months of operation, including
loads from customers who had
never shipped by rail before,
and it continues to establish
new monthly Joading records.

We opened our Stockton inter-
modal facility in April, which
increases our intermodal capac-
ity in northern. California by 50
percent to more than 500,000
lifts annually, and expedites
movement of all types of freight
on our West Coast routes. On
the eastecn end of our network,
construction started on our Joliet
Multimodal Facility, scheduled
to open this fall, which will offer
aur fourth intermodal facility

in the Chicago area.

For Industrial Products, in addi-
tion to achieving record high
revenue for several commodities

we made a pumber of cilanges
to improve the focus on our
customers, products and markets.
We reorganized this work team
into marketing and sales groups
to simplify our customer inter-
actions. We also worked to
streamline pricing administration
by moving toward public pric-
ing. This initiative reduced the
number of pricing documents
the group handles by 30 percent,
enabling the group to focus
more of their time on customer
service and revenue growth.

We are also exploring ways to
improve the interchange process
with other carriers and trans-
portation providers to improve
overall transit performance.
This is important because about
one-fourth of all carcload ship-
ments moving on our network
interchange at another railroad’s

terminal at least once before
they reach their final destina-
tion. In 2001, we.worked with
CSX, for instance, to reduce
transit times for interline car-
load service through Chicago.

BNSF’s Loading Origin Guar-
antees (LOGS) program, an
online auction that allows cus-
tomers to secure boxcar and
centerbeam rail car capacity
in advance, was expanded to
include refrigerated baxcars

in 2001. More than 43,000
loads have now been handled
through our LOGS program,
with a success rate that exceeds
99.9 percent.

Our Fase of Doing Business ini-
tiative is closely tied to revenue
growth. To make it easier for
customers to tcansact business
with us, we've put a tremendous
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To Our Sharcholders,

Customers and Collcagues,

Despite the econamic chullenges
TEAM BNSF faced in 2002, we
achieved many record perform-
ances, outpacing most other trans-
poctation corapanies in service
and efficiency. Over the past two
yeacs, we have laid an excellear
foundation for revenue and
carnings growth when America’s
economy picks up steam.

Ia seevice, value and customer
satisfaction, 2002 was a bannec

year for BNSE Successes tnclude: ©

« Record on-time service;

- One of the best safecy
performances in our history;

- Significant growth in
Incernational and other.

- intermodal business sectors;

+ Receipe of several industry
and customer awards.
(See list this page.)

W shso ser the indusery standard
for elficicncy and innovadon

n lingixiccrm‘g, Mechanical and
web-based applications.

Before reviewing our year, ['ll
touch on a topic in the news
chroughout 2002 ~ corporate
integrity and trust. At BNSE
we believe in full disclosure
and transparency in all financial
dealings, and we take seriously
regulations and recommenda-
teons to cighten reporting.
This is why we chose to include
in thirAnsual Repact our
Form 10-K, the document we
file with the Sccurities and
Exchange Commission.

Two years ago, [ introduced
our five strategic initiatives to
you — Service, Efficiency, Ease
of Doing Business, Growth
and People. These initiatives

CO(\(EK\HC w 3!\3})0 our C()ﬂ\pllﬂ)',

and they ave the pillars supporting

our 2003-2007 stracegic plan.

Service

Qur service in 2002 was
unquestionably the best in our
history. On-time pecformance
across all commoditics was 92
percent. One service highlight,
as we finished the year, was our
Peak Season for United Parcel
Service, one of our largest cus-
tomers. Berween Thanksgiving -
and Chl:istmas 2002, we han-
dled more than 26,400 trailers
in 25 days wichout a service
failuce, completing a record-
setting year in our UPS secvice.

In May 2000, we were the first

railroad to introduce a guaran-
teed service product, offering
a moncy-back service guarantee
for high-priority intcrmodal
shipments. We now offer this
guaranteed intermodal product
on 19 lanes. Since che program’s
inception, we've moved more

" than 10,000 shipmencs with

a 97 percent success cate. In
October 2002, we announced

a similar product for our carload
service, now available in seven
lanes — another industry first.

To ensure excellent service after
winning significanc contracts
from international steamship
companics, we opened several
Racilities in 2002 at key locations
for chis business — at Commerce,
Calif;; che Poce of Oakland,
Calif;; and near Chicago. These
facilities increasc our intermodal
annual lifc capacity by abour
900,000, bringing the system
total o 8 million.
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BNSE =

at a Glance.
In 2002, BNSF

customers constructed
a number of new and
expanded facilities
served by BNSE,
including transload
and distrib'u’tipn
centers, grain shuttle
stations; and new’
manufacturing plants.
In pfepéfation for
significant volume
growth on its southern
transcontinental
main line, BNSF also
completed several
major expansion
projects in California

and Chicago.

2002 BNSF Capacity
Expansion Projects
Port of Oakland
BNSF operares the Port’s Joint
Intermodal Terminal, known as
the Oakland Intemarional Gateway,
which opened in March 2002, This
85-acre, near-dock facility can han-
dle 250,000 coriminers anriually, '
with room for expansion. Ic pro-
vides convenient BNSF rail access
to shippers ar the Port of Oakland,
the fourth largest container port
in the country. More than half
the faciliy’s funding came from
federal ISTEA and TEA-21 grants.

BNSF Logistics Park ~ Chicago
This 621-acre multi-modal

Cabn

5 :
facilicy, which opened in
2002, serves incermodal, auto-
motive and multi-commodity
shippers and offers cail, eruck,

and transload secvices wich distri- -
bution and warchousing at one
location. Located on BNSF's pre-
mier route between Chicago and
the West Coast and conveaient

October




! to interstate highways southwest
¢ of Chicago, the intermodal facility
increases BNSF’s Chicago inter-
modal Tapacity to a total of ncarly
3 million annual lifts, with reom
for addirional expansion.

e s A

The automotive facility ac BNSE’s -
Logistics Park — Chicago, allows for
quick, efficienc building of automo-
tive trains for Western markets.

Commierce Intermodal Facility
To expand capacity in the Los
Angeles area and improve concainer
service to and from Chicago, BNSF
converted its automotive facility ac
Commerce, Calif,, into an inter-
modal facility with a capacity of
180,000 lifts a year.

2002 Customer Expansion
Préiéds Served by BNSF -

The following list highlights several
new and expanded customer
facilities constructed in 2002 to

be served by BNSE

@ Long Beach, Callfornla
Hanjin Shipping Pler Y,
Internazional container terminat
Ontario, Callfornia .
Caors Brewlng Co., Brewery

®

@} Port of Los Angeles, Californfa
Maersk Sealand Plee 400,
International container termina

@ Rancho Cucamonga, Callfornia
GM Service Parts Operotions,
Auto paris dissribution

@ Riverside, Californla
Quebecor, Inc.,
Printing paper diseribution

Porachute, Coforadoe
American Soda WP, Sodu ash

(expansion)

Coon Rapids, lowa
Talf Corn Ethonot, LLC; Fihano

i Elwood, Ilinols
Partners Warehouse, Transloading

{3} Etwood, llinols
Potlach Corp., Paper

go Shelby, Montana

34
Mountein View Reload, tac.,

Lumber transloading

{3} Mill Creek, Oklahoma :

X1, Grushed stone
@) Awbrey, Oregon . H
Lafarge Canadag, Inc., Cement
(3 Big Stone City, South Dakota

Northern Lights Ethanol, e,
Ethanor :

Y3} Watertown, South Dukoﬁ':
Gladlal Lakes Energy, LLC, Fhanot

@ 'M;;-nphls, Tennessee
Ford Motor Co., Auto parts distribution

@ trving, Texas
Desticon Transportation Services, Inc.,
Lermber mransloading

@ Saglnaw, Texas
" Saddle Creek Corp., Corsumer
preduct transloading

@ Somervifle, Texas

Vulcan Matedals Co., Inc.,
Grushed stone

@ Aberdeen, Washington

Slerra Paclfic Industries, Inc.,
Lumber and forest produces
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On track for

improvement

his should be a fine vear

for the North American rai}
systemn. After the wial by fire
of the past several years, com-

"plete with recession, post-merger prob-

lems, port shutdowns, weakness in the
mainstay bulk commodities of coal and
grain and stock market gyrations, 2003
should be a breeze. Although 1

am being somewhat facetious — there
will always be challenges — it is clear
to most observers that railroads passed
a series of tests between 1999 and
2002, and have emerged in terrific con-
dition and ready for the new challenges
ahead.

Anthony M. Hatch is an independent
" transportation analyst based in New

.... York He can be reached at (212) 595-

‘0457, or by e-mail abhl8@mind-
spring.com.

Overly optimistic? 1 don’t think so.
Sure. the modal competition from
trucks will remain intense — so will
the partnerships — as customer de-
mands to raise the bar continue. But the
successes that railroads have had even
in this uneven recovery gives me confi-
dence that when the economy bounces
back, the railroads’ eamings will be an
exciting place to be, for investors — my
constituency — and customers. There
are several key issues for railroads to
face over the long term, and how they
approach them in 2003 will go a long
way toward telling if my confidence is
misplaced or not.

The econony, or course, remains criti-
cal. Railroads proved in the 1990-91
recession that they could handle eco-
nomic adversity and match reduced
freight levels with cost reductions. Over
the last few years the rails did it again

— while emerging from consolidation
issues. instituting new information sys-
tems, bringing in innovative new servic-
es while performing at all-time high
levels.

They earned a pretty decent amount
of money during this period, too,
improving overall earnings and margins
(compare this with other transport
modes over the last few years). At the
third-quarter analyst meetings in
October, railroad execurives expressed
fear over the sustainability of the
already-shaky economic recovery as
auto and housing related shipments —
not to mention the West Coast port situ-
ation — looked to be unstable. '

Traffic through October was still
down a percentage point in carloads,
though up 4 percent in intermodal. The
durability and velocity of the economy
is surely the No. 1 issue for the railroad

intermodat in the aext 1280 18 manths is expected to cuertake coal 3s the largest single commiggity for US. railraads.
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" industry in 2003. as another challenge
or a terrific opportunity.

24il service has never been better, and

‘n an upward majectory. In fact,
sithough the economy is the biggest
short-term issue. service capability is
clearly the No. 1 issue over the long
term. And. unlike the past, it is a winner
tor rail. Fueled by new management
rnindset, past successes. better informa-
rion and alliances — not to mention
~er-increasing customner demands —

iroads are measurably better each
uarter in-on time percentage, velocity,
-ease of doing business and innovative
offerings. .

The marked change has been noticed,
as shown by a seties of customer polls
and surveys, and by gains in new busi-
ness and increasing market share. .
Tnvestors know that railroads can no
".ager save their way to prosperity, and
ihat railroads must grow through gener-
al economic expansion and increased
market share. With rails riding high, the
Association of American Railroads has
launched an important new branding an
awareness program to tell the world that
things have changed.

Perhaps nowhere is this better shown
-an in the intermodal business. As
tom Brown and [ expressed in our

white paper published in September,
“Rail Intermodal: on the Fast Track™
(see hitp//www tomorrow’s

railroads org), intermodal growth is
back and should continue conservative-
ly ata 5 percent rate — which will
make it the largest rail commeodity in

- next 12 to 18 months, over King

_ual, for decades the largest rail com-

modity. Intermodal serves the most
demanding customers with the tightest
schedules and delivery windows. Rail-
roads increasingly are guaranteeing this
service, and charging premiums for it

The successes in intermodal have fed
rails to recognize new opportunities in

=ditional, oft-neglected carload busi-
7ss in products such as food and per-
ishables, paper and auto parts. Clearly
this is no longer your (grand)father’s
-railroad industry. :
A key question remains ynanswered:

January 2003

Trucks JEER Raitroads M Other Pipetine X[ Water

Prospect for a reversal?

Hatch looks to see railroads’ share of intarcity freight
revenue reverse its decades-iong dedling in the next

few years. The reason: Having improved their

finances and recovered from 1990s senvice fadures,

raifroads have never been in a better position to
improve their market share by handfing more
manutactured and consumer goods.

RARARCADS® INTERCITY MARKAT SHARSE
Reverue

1960 1970

Sourca: Eno Traneporadon Foundasion.

Is growth affordable? Railroads remair.
highly capital-intensive, even after
reducing capital outlays recently from
the high-water mark of 1999 when one
in every 5 revenue dollars went to capi-
tai spending.

And, strictly speaking, the returns
don’t justify the expenditure, as the
industry as a whole does not eam
back its cost of capital. Railroads
must grow to capture investor interest
and to remain viable. To do that, they
must offer better service, which is
expensive on an operating and capital
The solution is twofold. Ore, good
service is actually good business. By
that, [ mean it is actually more efficient
than traditional business. Returns are
tmproving, and the trend line will dra-
matically increase after the economic
recovery. Another possible source of
help is government funding, via public-
private partnerships, of intermodal
projects; the socictal benefits of rail
transportation are clear and well-
known. Lavestors are well aware of
other modal subsidies i highways and
Walerways.

Railroads will have their usual hand-
ful of issues in Washington in 2003,
fighting off the regular if ill-advised
threat of re-regulation, etc,, but the so-

called T-3 (TEA-21 reauthorization)
process comes with the real oppor-
tunity for a paradigm shift and a fol-
low-up on the success of Southern
California’s Alameda Corridor for more
intermodal projects that help multiple
modes and the pation in general and
relieve the enorrmous capital burden ca

Finally, no talk about the railroadings
future can avoid talk of mergers and
transcontinental systems. Alliances,
between carriers by geography or prod-
uct, have been one of the biggest suc- -
cess stories of the past few years, aided
by better information technology and -
better individual service levels. [ have
been a long-term believer in these sets
of “virtial mergers.”

The service disruptions that rolled
across almost every merged region in
the late 1990s are still well-remembered
by customers. investors and -
Washington. That being said, the lure of
single-line service remains strong, and
most of my peers se¢ two trans-conti-
nental systems in the intermediate
future. There would be much to risk as
well as gain, so we shall see. Inthe. -
shorter term, with labor peace, available
capacity, and better-than-cver service,
the rails are waiting to make hay when
the economic sun shines. ¢
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Multex Fundamentals / ProVestor Plus Company Repdrt

‘Burlington Northern Santa

Tuesday, March 25, 2003

Data Provided by Multex.com fnc. © 2003 Multex.com inc.

100 Wiltiam Street All rights reserved. Copying and redistibution prohibited. Multex obtains

Seventh Floor Information from sources deemed reliable, but does not warrant its accuracy and

© New York, NY 10038-4512. disclaims for ksell and its information providess ail Habitity arising from its use. No
Tel: (212) 607-2400 Fax: (212) 607-2510 Information provided shall constiuse tax, legal, or investment advice, or an offer to
Web Sita: www.multex.com buy or sell securitles.
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Industry Returns

Multex Fundamentals / ProVestor Plus Company Report

Burlington Novthern
Santa (NYSE:BNI)

Companles with NA or NM values, do not
appear.

TMM has been excluded because of
Retum On Equity greater than 18%.
TMM has been excluded because of
Total Debt/Total Cap greater than 75%.

- TTM Rovenue Quintile

> $4.13 bllion
$1.01-4.13 blllion
$331-1,009 miliion
$287-331 miltion
< $287 mittion

Tatal DebUTotal Cap (MRQ)

%
<

6%

Return On Equ

BNl  Industry Industry Industry S&P 500
Average High Low
Financial Strength
Burfington Northern Quick Ratio {(MRQ} 0.1 0.4 2.1 0.1 1.2
Santa is fess leveraged Curvent Ratio {MRQ) 043 0.8 4.3 04 1.7
than the average for the LT Debutquity (MRQ) 08 03 33 0.0 0.7
Railroaas industry. Total Debt/Equity {(MRQ} 09 09 39 0.0 10
Interest Coverage {TTM} 39 31 1.966.1 {1.3) 11.4
Manag 1t Effecti PR _
BNI's TTM retust o Retumn On Assets (TTM) 30% 31% 19.6% (1.0)% 6.4%
assets is jower than the Return On Assets - § Yr. Avg. 4.0% 2.6% 6.5% 0.9% 7.6%
industry average.
. Return On fnvestment {TTM) 3.3% 3.4% 39.3% {3.4)% 10.3%
Return On Investment - 5 Yr. Avg. 4.4% 2.9% 10.1% 1.0% 12.1%
Retum On Equity (TTM) . 85% 9.7% 89.7% (1.9)% 18.5%
Return On Equity - § Yr. Avg. 12.4% 8.0% 21.6% 22% 21.0%
Industry Comparison of Total Debt
to Total Capitalization and Return
on Equity
“HRA *FRRR
Companies with high ROE and low total
debt to capitalization are exceptional.
Companies with high debt to M esx OfeARISe) —
capitalization and fow ROE are taking 3 i -
fot of risk and not getting a satisfactory
retrn. s
-~ R
" Companies for this scatter plot have a = SR
" market capltaiization up to $15 billion. "

A Rt S

C g% % %
ity (TTMV) s

Prepared Tuesday, March 25, 2003
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STANDARD
&POOR'S
STOCK REPORTS

Burlington Northern Santa Fe

22-MAR-03

SUB-INDUSTRY OUTLOOK

Our investment outlook for the railroad
industry is positive. Year to date
through February 21, 2003, the S&P
Railroads Index fell 4.7%, versus a
3.8% decline for the S&P 1500. In
2002, the industry index dropped 3.9%,
outpacing the 22.5% stide for the S&P
1500. Coal demand, weak in 2002,
should start to strengthen due to a
harsh winter and efforts to work down
stockpiles at power producers. We also
expect volumes to benefit from a fise in
manufacturing output as the economy
starts 1o strengthen. The industry has
made maijor strides in taking costs out,
improving efficiencies and reducing
_overcapacity, which should allow it to
benefit more during both future
upcydes and dowriswings. in June
2001, the Surface Transportation Board
(STB) issued new industry guidelines
that will makae future rail mergers less
fikely. It must now be proven that any
future combination will increase compe-
titon, not simply preserve iL. As a re-
suit, many railroads are exploring part-
nerships, rather than mergers.

Traffic in ton miles (weight times dis-
tance) increased about 0.5% in 2002,
according to prefiminary estmates by

the Association of Amencan Railroads,
equal to the gain the industry saw in
2001. Coal carloadings fell by 3.4% in
2002, but we see strength in carload-
ings for 2003 in several sectors, nota-
bly motor vehicles, which should benefit
from strong inventory stocking after re-
cord sales in 2002, as well as chemi-
cals and metals. Freight rates were
higher in 2002 and should be again in
2003, as shipping via rail, whichis a
lower-cost fransportation altemative,
becomes more attractive to customers.
Industry profits were expected to show
strong improvement in 2002 and again
in 2003 after increasing about 5% in
2001 and 8.6% in 2000.

The long-term outlook for railroads is
favorable. The industry's core traffic
base — coal, grain, chemicals, and in-
termodal — is expected to increase at
least as fast as the economy over the
next decade. In addition, there remains
room to expand margins by efiminating
wasteful labor practices and applying
technology in equipment and informa-
tion management.

—Jim Cornidore

STOCK PERFORMANCE

GICS SECTOR: industrials
SUB-INDUSTRY: Railroads
. Based on S&P 1500 indexes

Month-end Price Performance
As of 02/28/03

2 4

o .
199 2000 2001 2002 00
- Sobladumy %K Sector < SAP 1500

NOTE: Afl Sector & Sub-industry

Information is based on the Global
Industry Classification Standard (GICS)

SUB-INDUSTRY: RAILROADS
*PEER GROUP: RAILROADS (U.S) - MAJOR

Stock Recent P/E 12-mth. 30-day 1-year Beta Yield Quality Stk. Mkt. Ret on Pretax LTDto
Symbal Stock Ratio Trall Price Price % Ranking Cap. Equity Margin Cap.
Peer Group Price EPS Chg% Chg.% {mil. §) % * %

BufingonNothem SantaFe BNl 2643 13 200 S% -12% 0458 13  NR 9931 W5 Wy JAT
CSX Corp. CsX 2999 14 218 11% -20% 050 13 B 6438 66 89 3890
Kansas City Southem KSU 1207 14 087 -1% -23% 147 Ni B 736 47 59 368
Norfolk Southem NSC 1992 17 1.18 6% -15% 040 14 B+ 7.750 73 13 Nit
Union Pacific UNP 5826 12 5.05 5% 4% 044 16 B 14788 133 161 318
This raport is provided for inft ion purp ody.nshomdnolboconsidusduasoﬂduﬁmhbuyotuﬂarto:alwysmﬂy.Ncih«S&P.iﬁﬁcsmmrw
cthar party g of make any warranties regarding results from its usage. Redistribution or repraduction is prohibited without

as or compl
written permission, *For Peer Groups with more than 15 companies or 3tocks, selection of issues is based on market capitalization.

Copyright © 2003 The McGrawHit Ct

fnc This i

s was prepared from the foliowing
Sources: S&P MarketScope, S&P Compustat, S8P Stock Guide, S&P Industry Reports,

Vickers Stock
Research, Inc., Standard & Poor's, S5 Water St, New York, NY 10041. .

&

A Division of The McGraaw-Hill Comparics
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o Burlington Northern Santa Fe -
01FEB-03

investment outlook for the railroad
Justry is positive. Year to date
h January 24, 2003, the S&P

,,12 dechne for the S&P 1500=4r
26 e-industreindex-dropped-3:9%,
w&e&&&%deﬂmmﬂze

; should start to strengthen due to
winter and efforts to work down
piles at power producers. We also
¢ volumes to benefit from a rise in
acturing output as the economy
to strengthen. The industry has
4de major strides in taking costs otd,
oving efficencles and reducing
ercapacity, which should allow it to
nefit more during both future
cles and downswings. In June
5001, the Surface Transportation Board
TB) Issued new industry guidelines
it will make future rall mergers less
ctikely. It must now be proven that any
re combination will Increase compe-
not simply preserve it As are-
it many railroads are exploring part-
rships, rather than mergers.

ﬁéﬂ%c fn ton miles (weight times dis-
fance) Increased about 0.5% In 2002,
3 3ccotding to prefiminary estimales by

equal to the gain the induslry saw in
2001. Coal carloadings fell by 3.8% in
2001, reflecting high inventory levels
and a mild 2001-02 winter season. We
see strength in carloadings for 2003 in,
several sectors, notably molor vehicles,
which should benefit from strong inven-
tory stacking after record sales in 2002,
as well as chemicals and melals.
Freight rates were higher in 2002 and
should be again in 2003, as shipping
via rail, which Is a lower-cost transpor-
tation alternative, becomes more atirac-
tive to customers. Industreprofits-were-~

_expected.to shaw-stromg-ingsroveTifent=+

In 2002 and againin 2003 afterin—

ceeasing about §%.in- 2001286 % i
~2000- :

Lrsa e e e B SR A A
oAbl The industry's core traffic
base — coal, grain, chemicals, and in-
termodal — is expected to increase at
least as fast as the economy over the
next decade. In addition, there remalns
room to expand margins by efminating
wasteful labor practices and applying
technology in equipment and informa-
tion management.

—Jim Corridore

STOCK PERFORMANCE

GICS SECTOR: Industrlak
SUB-INDUSTRY: Railroads
Basedon S&P 1500 Indexes

Month-endPrice Performance
As of 013103

160 1

2 1 E
300
80
60
40

2

L]
1998 1999 2000 2001 2002

= Sub Industry Sector | o S&P 1500
NOTE: Al Secbor & Sub-industy

Informationis based on the Gicbal
Industy Classification Standad (GICS)

SUB-INDUSTRY: RAILROADS
*PEER GRopP: RAILROADS (U.S) - MAJOR

Stock Recent P/E 12-mth. 30-day 1-year Beta Yleld Qualty Stk.Mkt Ret.on Pretax LTDto

Symbol Stock Ratlo Trail Prce Price % Ranking Cap. Equty Marga Cap..
Price EPS Chg% Chg.% {(mits) % % %

BN 25.97 13 200 0% -8% 052 18 NR 9,803 96 128 304

CSX 28.03 15 186 -1% -30% 050 14 B 5971 42 55 353

KSU 1275 15 0.87 6% 8% 152 Nit 8 T 47 53 368

NSC 1870 17 118 1% -13% 043 14 8+ 7,656 6.1 a0 44.1

UNP 5706 11 505 5% -8% 036 16 B 14452 106 128 350

other party g

or make any

from the folk

Th:sreponlspcwidedhb{nmaﬂonpwposesmly Rshouldnctbecuns\iued as 8 solictation to buy or offar 1o salanysecuﬁty NeﬂhetS&P its Hcensars mtmy
Its ing rescits from its usage.
wiitten permission, T«Pm@nupsmﬂ\mamhn 15 companies of stocks, sdecuonﬁksuesnsbasedonmarkdwpﬂaﬂmhom

Inc. This i

Is prohibited without

Copyright © 2003 The McGraw-Hill C e
Scurces:

analysis was p

SAP MarketScope, S&P Compustal, S&P Stock Guide, S&P lndustry Repocts, Vicksrs Stock
Research, Inc., Standard & Pooc’s, 55 Water St New York, NY 10041, )
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: BNSF To Offer Industry’s First Guaranteed On-Time

Carload Service
Initially to link Pacific Northwest to the Midwest and Texas markets )

FORT WORTH, Texas, October 7, 2¢32 -- The Burlingtoa MNorthern and
Santa Fe Railway Company (BNSF) today began offering the industry's first
full-money-back guarantee for carload rail service.

Shippers will have the option to purchase, for a premium, a guarantee for on-
time carload rail service in select lanes. With the guarantee, BNSF will offer a
100-percent refund for each load that arrives after the agreed-upon transit
time at the customer‘s location. BNSF measures on-time performance from the
time a customer releases the car to the time it {s spotted at the customer’s
dock.

BNSF plans to offer guaranteed carload rail service linking key production and
consumption markets including the Pacific Northwest, Northern/Southern
Californla, the Midwest, and Texas: Inltially, the on-time guarantee will be
available for alf commodities moving in carload equipment from the Pacific
Northwest to the Midwest and Texas. In December 2002, BNSF plans to
expand the guarantee to include service from the Pacific Northwest to -
Northern Califormia, Southem California and Arizona. BNSF is also working to
develop on-time guaranteed carload rall services that include short-line and
interline partners throughout North America.

*Our efforts to redesign the carload network have resulted in our-improved
ability to provide customers with a more consistent and reliable service
product,” says Dave Garin, group vice president, BNSF Industrial Products
Marketing. “BNSF's on-time intermodal guarantee has given new customers
the confidence to try rail intermodal shipping. Given this success, and the fact
that we'‘ve continued to meet goals for system-wide on-time performance, we
simply felt it was time to offer customers a risk-free transportation aiternative
for carfoad rail service.” .

BNSF was the first freight railroad to launch a full-money-back guarantee for
intermodal rall service in May 2000, which has continued to run 98-percent on
time. BNSF also offers the industry’s enly guaranteed equipment program,
which allows customers to secure the supply and placement of differeat railcac
types, induding the Centerbeam Flatcar, Boxcar, Refrigerated Boxcar,
Gondola, and Bulkhead Fatcar.

A subsidiary of Burlington Northern Santa Fe Corporation (NYSE:BNI), BNSF
operates one of the largest railroad networks in North America, with 33,000
route miles covering 28 states and two Canadian provinces. BNSF is an
industry leader in Web-enabling a variety of customer transactions at
www.bnsf.com. The railway moves more Intermodal traffic than any other rail
system in the warld, is America’s largest grain-hauling railroad, transports the
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BNSF To Offer Industry's First Guaranteed On-Time Carfoad Service Page 2 of 2

mineral components of many of the products we depend on daily, and hauts
enough coal to generate more than 10 percent of the electricity produced in
the United States. .

[ Home | About Us | Investors | Media | TEAM BNSF | Careers ]

Butlington Northern Santa Fe Copyright © 2003. All Rights Reserved.
Site Terms of Use
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News Release A
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BNSF Expands its Guaranteed On-Time Carload
Service

FORT WORTH, Texas, December 16, 2002 -- The Burlington Northern and’

Santa Fe Railway Company (BNSF) today announced it has expanded its - .
guaranteed on-time carload rail se~vica to seven lanes, including three

additional fanes from the Pacific Northwest to Arizena and northern/soutﬁem

California, and two from northern/southern California to the Midwest.
BNSF now offers guaranteed on-time carfoad rail service in the following fan

Pacific Northwest to Arizona (NEW) .

Pacific Northwest to the Midwest (October 2002)
Pacific Northwest to northern California (NEW)
Pacific Northwest to southem Californta (NEW)
Pacific Northwest to Texas (October 2002)
Northern California to the Midwest (NEW)
Southern California to the Midwest (NEW)

The guarantee allows shippers to purchase, for a premium, a guarantee for
on-time carload rail service in any of these lanes. With the guarantee, BNSF

es:

will offer a 100-percent refund for each load that arrives after the agreed-upon
transit time at the customer’s location. BNSF measures on-time performance

from the time a customer releases the car to the time it is spotted at the
customer’s dock.

operates one of the largest railroad networks in North America, with 33,000
route miles covering 28 states and two Canadian provinces. BNSF is an

industry leader in Web-enabling a variety of customer transactions at

A subsidiary of Burlington Northern Santa Fe Corporation (NYSE:BNI), BNSF

www.bnsf.com. The railway moves more intermodal traffic than any other rail

mineral components of many of the products we depend on daily, and hauls
enough coal to generate more than 10 percent of the electricity produced in
the United States.

" system in the world, is America’s largest grain-hauling rallroad, transports the

{ Home { About Us | Investors | Media | TEAM BNSF | Careers ]

Burlington Northern Santa Fe Copyright © 2003. All Rights Reserved.

Site Terms of Use
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Introduction to Risk, Return,
and the Opportunity Cost

We have managed to go through six chapters. without ditectly addressing the
problem of risk, but now the jig is up. We can no longer be satisfied with vague
statemnents like *The opportunity cost of capital depends on the risk of the project.””

_____ of Capital o - |

i

We need to know how- risk is defined, what the links are between risk and the -,

opportumty cost of capital, and how the financial manager can cope with riskin 3

practical situations.

In this chapter we concentrate on the first of r.hesc issues and leave the other
two to Chapters 8 and 9. We start by summarizing more than 60 years of evidence
" on rates of return in capital markets. Then we take a first look at investment risks 3

and show how they can be reduced by portfolio diversification. We introduce you
10 beta, the standard risk measure for individual securities. - )

The themes of this chapter, then, are portfolio risk, security risk, and diversi-
fication. For the most part, we take the view of the individual investor. But at the
end of the chapter we turn the problem around and ask whether diversification
makes sense as a corporate objective.

-l SIXTY-THREE YEARS OF CAPITAL MARKET HISTORY
- IN ONE EASY LESSON

Financial analysts are blessed with an enormous quantity of data on security prices
and retums. For example, the University of Chuzgo s Center for Research in Se-
curity Prices (CRSP) has developed a file of prices and dividends for each month
since 1926 for every stock that has been listed on the New York Stock Exchange
{NYSE). Other files give data for stocks that are traded on the American Stock
Exchange and the over-the-counter market; data for bonds, for options, and so
on. But this is supposed to be one easy lesson. We, therefore, concentrate on a

study by Ibbotson Associates which measures the historical performance of four -

portfolios of securities:

1. A portfolio of Treasury bills, i.e., United States government debt securities ma-
turing in less than 1 year

2. A portfolio of long-term United States government bonds
3. A portfolio of long-term corporate bonds'

¢ The two bond portfolios were revised cach year in order to malnt:'+ a constant maturity.
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PART TWO: Risk

4. Standard and Poor’s Composite Index. which tepresents a portfolio of common
stocks of 500 large firms

These portfolios offer different degrees of risk. Treasury bills are about as safe an
investment as you can make. There is no risk of default, and their short maturity
means that the prices of Treasury bills are relatively stable. In fact, an investor who
wishes to lend money for, say, 3 months can achieve a perfecily cenain payoff by
purchasing a Treasury bill mawring in 3 months. However, the investor cannot
lock in a real rate of return: There is still some uncertainty about inflation.

By switching to long-term government bonds, the investor acquires an asset
whose pnccs fluctuate as interest rates vary. (Bond pricEs fall when interest rates
rise and rise when interest rates fail.) An investor who switches from government
to corporate bonds accepts an additional default risk. An investor who shifts from
corporate bonds to common stocks has a direct share in the risks of the enterprise.

Ibbotson Associates calculated a rate of return for each of these portfolios for
each year from 1926 to 1988. This rate of return reflects both cash receipts—
dividends or interest—and the capital gain realized during the year. Averages of

_the 63 annual rates of retum for each portfolio are shown in Table 7-1.2 You can

see that these returns coincide with our intuitive risk ranking. The safest invest-
ment, Treasury bills, also gave the lowest rate of return—3.6 percent a year in
nominal terms and .5 percent in real terms. In other words, the average rate of
inflation over this period was just over 3 percent a year.

Long-term government bonds gave slightly higher returns than Treasury bills.
Corporate bonds gave still higher returns. Common stocks were in a class by
themselves. Investors who accepted the extra risk of common stocks received on
average a premium of 8.4 percent a year over the retum on Treasury bills.

You may ask why we look back over such a long period to measure average
rates of return. The reason is that annual rates of return for common stocks fluc-
tuate so much that averages taken over short periods are meaningless. Our only

hope of gaining insights from historical rates of retum is to look at a very long -
3

period.

Using Historical Evidence to Evaluate Today’s Cost of Capital. Suppose there
is an investment project which you know—don’t ask how—has the same risk as
Standard and Poor’s Composite Index. We will say that it has the same degree of
risk as the market portfolio, although this is speaking somewhat loosely, because

the index does not include all risky securities. What rate should you use to discount
this project’s forccastcd cash flows?

2 These are arithimetic averages. Ibbotson Associates simply added the 63 annual retums and divided
by 63. The arithmetic average retumn is higher than the compound annual returm over the period. For
example. supposc the market doubles in value one year and halves the next. Since you are back where
you started. the compound annual retum is zero. But the arithmetic average retum is ( + 100 — 50)/2
= +25 percent. When cstimating discount rates, you are interested in the arithmetic average rewurn.

} Even with 63 years of data we cannot be surc that this period is truly representative and that the
average is not distoried by a few unusually high or low returns. The reliability of an estimate of the
average is usually measured by its standard error. For example, the standard ermor of our estimate of
the average dsk premium on common stocks is 2.6 percent. There is a 95 percent chance that the fruc
average is within plus or minus 2 standard errors of the 12.1 percent estimate. In other words, if you
said that the truc average was between 6.9 and 17.3 percent. you would have a 95 percent chance of
being right. (Technical note: The standard error of the mean is equal 1o the standard deviation divided
by the square soot of the number of observations. In our case the standard deviation is 20.9 percent.

and therefore the standard error is 20.9/V63 = 2.6.)
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CHAPTER 167 The Dividend Controversy

375

The
Information
Content of
Dividends

Lintner developed a simple model which is consistent with these facts and
explains dividend payments well. Here it is: Suppose that a firm always stuck to
its target payout ratio. Then the dividend payment in the coming year (DIV,) would
equal a constant proportion of earnings per share (EPS,):

DIV, = 1arget dividend

= target ratin X EPS,
The dividend change would equal

DIV, — DIV, = 1arget change

target ratio X EPS, — DIV,

A firm that always stuck o its payout ratio would have to change its dividend
whenever eamings changed. Buf the managers in Lintner’s survey were reluctant
to do this. They believed that shareholders prefer a steady progression in dividends.
Therefore even if circumstances appeared to warrant a large increase in their com-
pany’s dividend. they would move only pantway toward their target payment.
Their dividend changes therefore seemed to conform to the following model:

DIV, — DIV, = zdjustment rate X target change
= adjustment rate X (target ratio X EPS, — DIV,)

The more conservative the company, the more slowly it would move toward its
target and, therefore, the lower would be its adjustment rate.

Lintner’s simple model suggests that the dividend depends in part on the firm's
current earnings and in part on the dividend for the previous year, which in tum

. depends on that year’s eamings and the dividend in the year before. Therefore if

Lintmer is correct, we should be able to describe dividends in terms of a weighted
average of current and past eamings.® The probability of an increase in the dividend
rate should be greatest when current earnings have increased; it should be some-
what less when only the eamings from the previous year have increased and so
on. An extensive study by Fama and Babiak confirmed this hypothesis.”

" We have suggested above that the dividend payment depénds on both last year's

dividend and this year’s eamnings. This simple model seems to provide a fairly good
explanation of how companies decide on the dividend rate, but it is unlikely to
be the whole story. We would also expect managers to take future prospects into
account when setting the payment. And that is what we find. ’

£ This can be demonstrated as follows? Dividends per share in time ¢ are

DIV, = aT(EPS) + (1 — alDIV,_, ) i
where 4 is the adjustment cate and T the target payout ratio. But the same relationship holds in
t - t:

DIV,_, = aT(EPS, ) + (1 - aIDiV,_, 2)
Substitute for DIV,_, in (1):

DIV, = aT(EPS,) + aT{l — a}{EPS,_,) + (1 — a)*DiV,_,
We can make similar substitutions for DLV, _,, DIV, _,, ctc.. theteby obtaining

DIV, = aT(EPS,) + aT(l — a}{(EPS,_,) + aT(l ~ a)}(EPS,_,) + st aT(l — a)™(EPS,_,)

* E. F. Fama and H. Babiak, “Dividend Policy: An Empirical Analysis.” Journal of the American Statistical
Associationt, 63: 11321161 (December 1968). p. 1434,
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376 PART FIVE: Dividend Policy and Capital Structure

For example, Healy and Palepu report that between 1970 and 1979 companies
that made a dividend payment for the first time experienced relatively flat eamings
growth until the year before the announcement.!® In that year eamings grew by
an average 43 percent. If managers thought that this was a temporary windfall,
they might have been cautious about committing themselves 1o paying out cash.
But it looks as if they had good reason to be confident about prospects, for over
the next 4 years earnings grew by a further 164 percent.

Since dividends anticipate future eamings, it is no surprise to find that an-
nouncements of dividend cuts are usually taken as bad news (stock price typically
falls) and that dividend increases are good news (stock price rises). In the case of
the dividend initiations studied by Healy and Palepu, the announcement of the
R dividend resulted in an abnommal rise of 4 percent in the stock price.! It’s impor-
tant not to jump to the conclusion that this shows that investors like higher divi-
dends for their own sake. The dividend may be welcomed only as a s;gn of higher
future eamings.

Do you remember from Chapxer 13 that stock splits lead to stock price in- Divic
creases? That is not because splits create value, but because they signal future Poli
prosperity, specifically increased dividends. Now we see that dividend increases in
turm may be important mostly as signals of future earnings. (Finally, we could say
that earnings are important because they tell investors something about the true
measures of corporate prosperity: cash flow and the extent of positive-NPV capital
investment opportunities.)

Market effidency means that all information available to investors is quickly
and accurately impounded in stock prices. It does not imply that fundamental
information about a company’s operations or prospects is always cheaply or easily
obtained. Investors therefore seize on any clue. That is why stock prices respond.
to stock splits, dividend changes, and other actions or announcements-which reveal
managements’ optimism or pessimism about their firms’ futures.

16-3 CONTROVERSY ABOUT DIVIDEND POLICY

Now we turn to the controversial question of how dividend policy affects value.
One endearing feature of economics is that it can always accommodate not just .
two, but three opposing points of view. And so it is with the controversy about
dividend policy. On the right there is a conservative group which believes that an
increase in dividend payout increases firm value. On the left, there is a radical
group which believes that an increase in payout reduces value. And in the center
there is a middle-of-the-road party which claims that dividend policy makes =
difference.

The middle-of-the-road party was founded in 1961 by Miller and Modigliani
(always referred 10 as MM or M and M}, when they published a thearetical paper
showing the irrelevance of dividend policy in a world without taxes, transaction
costs, or other market lmpcrfccm:)ns.'2 By the standards of 1961 MM were leftist

‘¢ Sec P. Healy and K. Palepu, “Eamings Information Conveyed by Dividend inidations and Omi>
stons,” Journal of Financial Economics. 21: 149175 {1988).

*.Stock price changes were corrected for market movements by the methods explained in Chap
Hcaly and Palcpu also looked at companics that stopped paying 3 dividend. In this case the stach

an average dedlined by an abearmal 9.5 pereent on the announcement. and carings fell over the
four quaners.

2 M. H. Miller and F. Modighiani: ““Dividend Policy. Growth and the Vahestinn ~F Chore ™ teemes?
Business, 34: 411-433 (October 1961, 4990
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PART FIVE: Dividend Policy and Capital Structure

A Pecking
Order Theory

On the “no” side, there are other things the trade-off theory cannot explain.
It cannot explain why some of the most successful companies thrive with litde

~ debt. Think of Merck, which as Table 18-3a shows, is basically all-equity-financed.

Granted, Merck’s most valuable assets are intangible, the fruits of its pharmaceuti-
cal research and development. We know that intangible assets and conservative
capital structures tend to go together. But Merck also has a very large corporate
income tax bill ($360 million in 1986) and the highest possible credit rating. It
could borrow enough to save tens of millions of tax doHars without raising a
whisker of concern about possible financial disiress. .

Merck illustrates an odd fact about real-life capital structures: The most proi-
itable companies generally borrow the least.?” Here the trade-off theory fails, for
it predicts exactly the reverse: Under the wade-off theory, high profits should mean
more debt-servicing capacity and more taxable income to shield and should give
a higher target debt ratio:?®

There is an altemative story which could explain the inverse relationship between
profitability and debt ratos. It goes like this.?®

1. Firms prefer internal finance. .

2. They adapt their target dividend payout ratios to their investment opportunities,
while trying to avoid sudden changes in dividends.

3. Sticky dividend policies, plus unpredictable fluctuations in profitability and in-
vestinent opportunities, mean that intemally generated cash flow is sometimes

. more than capital expenditures and at other times less. If it is more, the firm

pays off debt or invests in marketable securides. If it is less, the firm first draws
down its cash balance or sells its marketable securities.

4. If external finance is required, firms issue the safest security first. That is, they
start with debt, then possibly hybrid securities such as convertible bonds, then
perhaps equity as a last resort. :

In this story, there is no well-defined target debt-equity mix, because there are

“two kinds of equity, internal and external, one at the top of the pecking order and

one at the bottorn. Each firm's observed debt ratio reflects its cumulative require-
ments for external finance.

The pecking order explains why the most profitable firms generally borrow
less—not because they have low target debt ratios, but because they don't need
outside money. Less profitable finms issue debt because they do not have internat
funds sufficient for their capital investment program. and because debt financing
is first on the pecking order of external financing.

The pecking order theory rests on (1) sticky dividend policy, (2) a preferes.
for internal funds, and (3} an aversion to issuing equity. We will not revisit divi-

27 For example, Carl Kester, in a study of the financing policies of firms in the United States an.d n
Japan, found that in cach countsy, high book profitability was the most statistically significant vau?b‘f
distinguishing low- from high-debt companics. See ““Capital and Ownership Structure: A Comparisoft
of United States and Japanese Manufacturing Corporations,” Finandal Managament. 15: 5-16 (Spring
1986).

¢ Here we'mean debt as a fraction of the book or replacement value of the company’s assets. Proficsil
companics might not borrow a greater fraction of their market value. Higher profits imply higher +
value as well as stronger incentives to borrow.

¥ The description is paraphrased from S. C. Myers, *The Capita! Stucture Puzzle,™ Journal of Fintiv
39: 581-582 (July 1984}. For thc most part, this scaiion follows Mycrs’s arguments.
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CHAPTE!E id: How Much Should a2 Firm Bocrow?

4.

dend policy, which occupied Chapter 16, but items {2) plus (3) deserve a furth
word.

Some think that financial managers do not strive for optimal financing dec-
sions, but simply finance by the line of least resistance. If so, intemal funds woul +
be their first choice. Internal funds relieve financial managers of contact wit
outside investors and the “disciplining influences of the securities market.”” If thes
comfontable people have to seek external financing, debt is next on the line of lea: .

resistance. Who wants to face “the glare of publicity and public attention” gen
erated by a stock issue?’®

However, a pecking order might also spring from fully rational economic mo

tives, for example, from differences in issue costs. Internal funds of course have ns
issue costs, but if outside money is needed, issue costs are less for debt than fo
equity. Thus, it makes sense to use retained earnings, rather than external equity
and 1o build up finandial slack, in the form of cash, marketable securities, or unusec
debt capacity, to reduce the odds that a future stock issue will be necessary.
Financial managers also worry about the adverse signal transmitted to investor:
when equity is issued. Remember from Chapter 15 that stock issues are bad news

to investors: The announcement of a stock issue drives down stock price. Issuing

debt, on the other hand, seems to be no news at all, or at werst a trifling disap-
pointment.®! You can appreciate why financial managers. who would rather not
see stock price fall. would put debt ahead of equity in the pecking order.??

18-5 CHOOSING THE FIRM’S DEBT-EQUITY RATIO

A Checklist

It should be clear that there are no simple answers to the capital structure decision.

For example, we can't say that more debt is always better. Debt may be better °

than equity in some cases, worse in others. We suggest, however, that you use a
four-dimensional checklist when thinking abourt capital structure. These dimen-
sions are taxes, risk, asset type, and the need for finandial slack.

1. Taxes: If your company is in a taxpaying position, an increase in leverage
reduces the income tax paid by the company and increases the tax paid by inves-
tors. If the company has large accumulated losses, an increase in leverage cannot
reduce corporate taxes but does increase personal taxes.

Of course you are not just interested in whether the company is currently

. paying taxes but whether it will do so throughout the life of the debt. Finms with

high and stable income streams are more likely to remain in a taxpaying position,
but even they may be unable to take full advantage of the interest tax shields if
they borrow too much; hence our recommendation that there is 2 tax advantage
to borrowing for companies that are reasonably sure that they can use the interest
tax shields and a disadvantage for those that are unlikely to use them.
Remember also that borrowing is not the only way to shield income. For

i
3

3
b

example, accelerated write-offs of plant and equipment can be used to reduce

corporate taxes.

% G. Donaldson, Corporate Debt Capacity. Division of Research, Graduate School of Business Adminis-
tration, Harvard University, Cambridge. Mass.. 1961, p. 54.

3 For example, see B. E. Eckbe, “Valuation Effects of Corparate Debt Offerings.” Journal of Finandal
Economics. 15: 119-151 {January~February 1986).

32 we have not given a full account of the theoretical underpinnings of the pecking order theory. Thete
is more 1o it than “managecs who would rather not see stock price fall.” The theory was developed in
S. C. Myers and N. S. Majluf, “Corporate Finandng and Investment Decisions When Fioms Have
information investors Do Not Have,” Journal of Financial Economics, 131 187-222 (June 1984).

N
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CHAPTER 23 Valuing Rnky Debt

i

I Dbt Financing

$LO00 + v
PV of aotes = ———— = 51000
/ ¢ es 109

Suppose instead that there is a 20 percent chance thait Backwoods will default.
tf default does occur. holders of its notes teceive nothing. In this case, the possible
payoffs to the noteholder are:

sce wreater than
aake moaey b
e of Short and 2

i either halve o
{n this case thej
S X 91.78) +3
ad ts (85.01 )
fatively risky, S
‘onsistent prices
on interest-(ayy
cample. there
‘er premium f

Payoft Probability

Full payment $1.090
No payment V]

v

The expected payment is .8($1090) + .2(S0) = $872.

We can value the Backwoods notes like any other risky asset, by discounting
their expected payoff ($872) ‘at the appropriate opportunity cost of capital. We
might discount at the risk-free interest rate (9 percent) if Backwoods’s possible
default is totally unrelated io other events in the economy. Iu this case the default
risk is wholly diversifiable, and the beta of the notes is zero. The notes would sell
for

theories of te
ents that wouldg
\ave more buil (N
kely to fall ba

long-term tat

$872
PV of notes = —— = $800
sck-step, as oUW ot notes 1.09 $

An investor who purchased these notes for $800 would receive a promised yield
of about 36 percent: :

$1090
$800

That is, an investor who puichased the notes for $800 would eam a 36.3 percent
rate of return if Backwoods does not default. Bond traders therefote might say that
the Backwoods notes “'yield 36 percent.”” But the smart investor would realize that
the notes’ expected yield is only 9 percent, the same as on risk-free bonds.

This of course assumes that risk of default with these notes is wholly diversi-
fiable, so that they have no market risk. In general, risky bonds do have market
risk (that is, positive betas) because default is more likely to occur in recessions
when all businesses are doing poorly. Suppose that investors demand a 2 per-
cent risk premium and an 11 percent expected rate of return. Then the Back-
woods notes will sell for 872/1.11 = $785.59 and offer a promised yield of
{1090/785.59) — 1 = .388, or about 39 percent.

You rarely see traded bonds offering 39 percent yields, although we will soon
encounter an example of one company’s bonds that had a promised yield of 50
percent.

more realistic
ge in the shox
and shott rate3
if we know ho
s are linked.

Promised yield = ~ 1= .363

only remain
ay a higher

ates go up
nterest rat
rate may
essity.

le. Supposc
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uring in L

m The relative quality of most raded bonds can be judged from bond ratings given
by Moody’s and Standard and Poor’s. For example, Moody’s classifies several
thousand bond issues into the categories described in Table 23-5.
Bonds rated Baa or above are known as investment-grade bonds. Commercial
banks and many pension funds and other financial institutions are not allowed to
invest in bonds unless they are investment-grade.?

dncipal ($1

nsistent bond

? Investment-grade bonds can usually be entered at face value on the books of banks and life insurance
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percent o7 17 companies.
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More Info: Quote | Chart | News | Profile | Research | SEC | Messages | Insider

Daily
Weekly
Monthly

Start: [Mar gJj1 11995 |

End: [Sep iE|16 {2003 |

DI

S

Dividends

Ticker Symbol: I@ s

| "Date | Open | High | Low | Close’ | Volume

Adj.
Close*

Sep 03 $0.15 Cash Dividend

‘4 Sep 03] 28.35| 29.50(28.16{ 28361,371,310

28.36{:+

‘Aug 03| 27.45] 28.45{26.58] 2835 1,429,380

28.20]:

. Jul 03} 28.39] 29.57{27.12] 27.56]1,252,463

27.42|:

.. Jun 03 $0.12 Cash Dividend

L eyt i g o s g, ¢

Jun 03] 29.70| 29.96{27.65| 28.44 1,391,909

28.29(:

May 03] 28.17| 29.65|27.45| 29.51]1,279,223

29.24}:

é'Apr03 25.00] 28.38124.60| 28.16]1,452,390

27.90 | w5

| Mar 03 $0.12 Cash Dividend

| Mar 03| 25.24] 26.49]23.29] 24.90]1,330,828

2467

Feb 03| 26.00] 26.50{24.16] 25.00] 986,200

2465|750

Jan 03| 26.33|27:33]24.58] 25.97}1,252,300

25.60|

Dec 02 $0.12 Cash Dividend

Dec 02] 25.50] 27.00}25.02| 26.01|1,000,925

25.64

Nov 02} 2573} 27.36{24.56] 25.33]1,198,090

24.86

Oct 02} 24.15| 27.20{23.28] 25.73{1,633,169

25.25

Sep 02 $0.12 Cash Dividend

Sep 02| 2820 28.51123.18 23.92}1,430,900

23.47

Aug 021 29.35| 30.25{27.06| 28.76}1,104,818

28.10

Jul 021 30.00§ 30.82]125.55| 29.42]1,720,577

28.74

Jun 02 $0.12 Cash Dividend

Jun 02} 28301 30.93{27.40] 30.00] 1,323,660

2931
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May 02

27.49

29.27

27.20

28.30

951,359

27.53

Apr 02

29.90

29.91

27.09

27.49

1,230,300

26.74

Mar 02

$0.12 Cash Dividend

Mar 02

29.02

31.75

28.99

30.18

1,788,680

29.36

Feb 02

28.45

29.64

26.62

29.02

1,521,111

28.12

Jan 02

28.53

30.25

26.61

28.24

1,598,128

27.37

Dec 01

$0.12 Cash Dividend

Dec 01

29.31

29.60

27.51

28.53

1,053,555

27.65

Nov 01

27.35

29.96

26.30

29.31

1,138,023

28.29

Oct 01

26.74

28.20

25.01

26.87

1,082,608

25.93

Sep 01

$0.12 Cash Dividend

Sep 01

2725

28.27

22.40

26.75

1,831,393

25.82

Aug 01

26.79

2745

26.00

27.11

1,306,121

26.05

Jul 01

30.24

31.66

25.80

26.74

1,600,252

25.70

- Jun 01

$0.12 Cash Dividend

S Jun 01

31.24

3175

27.81

30.3¢0

1,392,490

29.12

May 01

29.26

34.00

28.36

31.07

1,490,700

29.74

‘ Apr01

30.50

31.10

28.27

29.29

1,714,865

-28.04

‘Mar 01

$0.12 Cash Dividend

*Mar 01

30.02

30.65

26.26

30.38

1,586,627

29.08

Feb 01

30.61

31.18

29.40

30.01

1,416,031

28.61

Jan 01

28.38

31.00

27.75

30.61

1,692,814

29.18

Dec 00

" $0.12 Cash Dividend

- Dec 00

25.31

29.56

2444

28.31

1,244,380

26.99

Nov 00

26.50

27.38

25.31

25.31

1,289,114

24.02

Oct 00

21.50

26.94

20.88

26.56

1,130,059

2521

Sep 00

$0.12 Cash Dividend

Sep 00

22.38

22.94

20.38

21.56

1,427,045

20.46

Aug 00

24.44

25.50

22.00

22.39

1,111,714

21.14

Jul 00

23.31

27.44

22.00

24.44

1,628,600

23.07

Jun 00

$0.12 Cash Dividend

Jun 00

23.75

26.19

21.62

22.94

1,848,560

21.65

May 00

23.62

26.12

22.69

23.75

1,184,259

22.31

Apr 00

22.75

26.19

22.00

24.00

1,744,547

22.55
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Mar 00

$0.12 Cash Dividend

Mar 00

19.75

22.94118.94

22.75

1,876,747

2137

Feb 00

2379

24.04119.38

19.63

1,742,005

18.32

Jan 00

23.85

271.33120.75

23.91

2,618,320

2232

Dec 99

$0.12 Cash Dividend

Dec 99

28.45

29.63{22.73

24.10

1,778,881

22.50

Nov 99

30.62

30.99}27.34

28.70

912,147

26.68

Oct 99

27.46

32.41123.50

31.54

1,608,752

29.32

Sep 9%

$0.12 Cash Dividend

§ Sep 99

28.58

29.94125.36

27.22

1,229,395

25.30

[ Aug 99

31.60

31.79(27.91

28.58

887,518

26.46

Jul 99

30.62

32.90130.37

31.54) 964,780

29.20

Jun 99

$0.12 Cash Dividend

Jun 99

30.44

31.73129.21

30.56}1,413,268

28.29

'May 99

3547

37.25130.01

36.44

1,471,200

28.07

. Apr 99

3228

37.19129.46

35.96

2,408,823

33.17

T

{ Mar 99

$0.12 Cash Dividend

if Mar 99

32.29

35.78131.05

32.28

1,334,704

29.77

¥ Feb 99

33.03

35.04}32.05

3241

1,327,236

29.19

f Jan 99

32.90

34.25130.89

33.88

1,516,947

31.14

T Dec 98

$0.12 Cash Dividend

' Dec 98

33.15

34.07§30.82

33.521,047,836

30.80

I Nov 98

30.84

33.64129.68

33.15} 1,186,765

30.35

" Oct 98

3023

32.48127.91

30.35]1,485,859

2179

" Sep 98

$0.12 Cash Dividend

Sep 98

3:1 Stock Split

Sep 98

90.49

90.79126.20

31.45{1,402,323

28.79

Aug 98

99.71

99.71}89.58

90.37] 591,304

27.46

Jul 98

96.13

103.66}96.13

99.95| 411,677

30.38

| Jun 98

$0.30 Cash Dividend

Jun 98

95.83

99.41190.75

95.341 440,213

28.97

May 98

95.10

103.69{94.01

96.31

466,500

28.98

Apr 98

100.91

103.33]93.04

95.83

606,119

28.834

Mar 98

$0.30 Cash Dividend
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Mar 98
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96.14

103.51

95.66

160.67

458,504

30.29

Feb 98

85.41

96.99

84.68

96.14

596,215

28.66

Jan 98

89.57

91.02

81.31

83.72

625,630

24.96

Dec 97

$0.30 Cash Dividend

Dec 97

88.38

94.09

87.58

89.69

334,500

2674

Nov 97

92.11

93.31

87.18

88.02

419,352

25.98

Oct 97

93.19

97.10

86.69

91.38

410,382

26.97

Sep 97

$0.30 Cash Dividend

Sep 97

88.46

9547

86.82

92.95

345,700

2743

Aug 97

92.53

9331

85.46

87.92

323,342

25.69

Jul 97

87.74

93.79

86.06

92.59

419,186

27.05(

Jun 97

$0.30 Cash Dividend

Jun 97

79.30

88.94

77.91

86.18

598,052

25.18

May 97

75.24

79.66

73.69

79.30

474,090

22.91

-} Apr97

70.70

76.32

67.12

75.24

758,740

21.74

Mar 97

$0.30 Cash Dividend

.Mar 97

79.26

82.05

70.22

70.70

798,990

2043

B

| Feb 97

83.43

85.09

79.26

79.26

559,426

22.64

T Jan 97

80.93

8533

80.33

8331

393,559

23.80

" Dec 96

$0.30 Cash Dividend

Dec 96

84.68

85.81

80.09

82.24

359,176

23.49

Nov 96

78.63

85.39

78.40

85.27

335,160

24.10

Oct 96|

80.41

83.02

73.89

78.04

465,021

22.05

Sep 96

$0.30 Cash Dividend

Sep 96

75.50

80.89

74.01

80.06

436,245

22.62

Aug 96

75.03

1 80.23

74.08

75.62

388,409

21.11

Jul 96

76.80

82.00

72.07

74.55

448,090

20.81

Jun 96

$0.30 Cash Dividend

Jun 96

79.59

80.88

73.73

76.44

"459,990

21.34

May 96

82.29

83.59

77.70

79.82

411,163

22.03

Apr 96

77.23

82.53

73.35

82.41

497,133

22,75

Mar 96

$0.30 Cash Dividend

Mar 96

75.78

82.06

74.72

77.70

583,409

21.45

Feb 96

76.95

79.41

75.07

75.07

509,515

20.48
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san 96| 72.96] 72.07|68.97] 76.83] 450,954] 20.96
Dec 95 $0.30 Cash Dividend
Dec 95| 7538] 77.65[69.32] 7320 975.055] 19.97
Nov 95| 77.95] 78.07]73.86] 75.50| 382,800] 2035
0ct95| 68.02] 79246591 78.42] s567.631] 21.14
Sep 95 $0.30 Cash Dividend
sep 95| 6591] 71.52]65.44] 67.78] 706640] 1827
Aug 95| 64.70] 65.2862.95] 64.46| 248639] 17.13
a1 95| 58.76] 64.70]57.95| 64.46] s512,145] 17.13
Jun 95 $0.30 Cash Dividend
Jun 95| 56.55| 59.58]55.04] 58.99] 498,031] 1568
May 95| 55.12| s6.74]51.76] s6.62] 495300] 14.81
Apr95| 55.12] s6.85]53.40] ssa2] 492.426] 14.42
| Mar 95 " $0.30 Cash Dividend
| Mar9s| si60] s5.93]s50.14] sass| 462,800] 1436

Download Spreadsheet Format

* adjusted for dividends and splits please see FAQ.
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Burlington Northern Santa Fe Corporation Increases Quarterly Dividend By 25 Percent Page 1 of |

5 . Wi C
Welcome [Sign In] To track stocks & more, Register

Financial News

Entersymboi(s)|____[Basi Symbol Lookup

$7 Trades ‘ Related Quote
1 NO Fee IRAs BNI 22-Sep @ 3:59pm (C)Yahoo!
29 .4 T ] T k] T T
i . 2s.2f -
Press Release Source: Burlington Northern Santa Fe Corporation 290k i

1
4 LN
. . 28.3F |’:\ﬂ, W ’\_j’l_/‘\w'd_'\.l "‘_
Burlington Northern Santa Fe Corporation Increases = 2.6\ i

Quarterly Dividend By 25 Percent BNI 2864 0.00 News
Thursday July 17, 14:15 am ET View Detailed Quote
Delayed 20 mins

. : . Quote data provided by Reuters
FORT WORTH, Texas, July 17 /PRNewswire-FirstCall/ — Directors of Burlington Northern Santa
Fe Corporation (NYSE: BNI - News) voted on July 17, 2003, to increase its next quarterly Related News Stories

dividend to 15 cents per share on outstanding common stock. This represents a 25 percent

increase from its previous quarterly dividend of 12 cents per share, or an annualized 60 cents - BNSE's Economic

per share dividend. i%%ﬁ%g%’ljﬁf—o.@é&% )
o (Logo: hitp://www.newscom.com/cqi-bin/prnh/20010719/BNSFLOGO ) L PR e A-allomia -

- Three bidders in running for BC
Dividends on common stock will be paid October 1, 2003, to shareholders of record September Rail- Reuters (Thu Sep 18) :
10, 2003. Common shares outstanding on June 30, 2003, totaled approximately 373 million. . BNSF Logistics Acquires MRS

Companies, an llinois-Based :

Through its subsidiary, The Burlington Northem and Santa Fe Railway Company, BNSF Brokerage and Freight 5
operates one of the largest railroad networks in North America, with 32,500 route miles covering Forwarder - PR Newswire
28 states and two Canadian provinces. BNSF is an industry leader in Web-enabling a variety of (Mon Sep 15)
customer transactions at www.bnsf.com . The railway is among the world's top transporters of - IBM hot, Lilly not for workplace 2
intermodal traffic, moves more grain than any other American raitroad, transports the privacy -Wired - Reuters (Mon Sep 8)
components of many of the products we depend on daily, and hauls enough coal to generate : More...

about 10 percent of the electricity produced in the United States.

* By industry: Transpartation

Top Stories

- Stocks Open Up, Lifted by
Brokerages - Reuters (9:36 am)

- Dollar Broadly L ower; Markets
Dare Japan - Reuters (9:39 am}

- Verizon Sees Earnings Below
Street's View - Reuters (9:07 am) H

- Stocks to Watch Tuesday -

Reuters (7:29 am)

Source: Burfington Northern Santa Fe Corporation

Email this story - Set a News Alert

More...

* Most-emailed articles

- Most-viewed articles

Copyright © 2003 Yahoo! Inc. All rights reserved. Privacy Policy - Terms of Segvice - Copyright Palicy - Ad Feedback

Copyright © 2003 PR Newswire. All rights reserved. Republication or redistribution of PRNewswire content is expressly prohibited without the prior written consent of
PRNewswire. PRNewswire shall not be liable for any errors or delays in the content, or for any actions taken in reliance thereon.
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Burlington Northern Santa Fe Reports Second-Quarter 2003 Resulis Page 1 of 7
Yﬁﬂ@@%FﬁNﬁﬁﬁE% Search - Finance Home - Yahoo! - Help i

Welcome [Sign ] To track stocks & more, Register

PRNewswire

Financial News

Symbol Lockup

Enter symbol(s) r

& $7 Trades Related Quote

@ NO Fee IRAs BNI 23-Sep @ 9:43am (C)Yehoo!
23.9 'r L T T M T T
Press Release Source: Burlington Northern Santa Fe Corporation 8.8} T
28.7} .
Burlington Northern Santa Fe Reports Second-Quarter -6 5o —po——sn—iag
2003 Results .- BNI  28.85 +021 News
Tuesday July 22, 8:05 am ET . View Detailed Quote
. R Delayed 20 mins
- Second-quarter 2003 earnings was $0.54 per share compared with Quote data provided by Reuters

second- quarter 2002 earnings of $0.51 per share.
- Freight revenues increased 3.7 percent to $2.26 billion compared with

Related News Stories

the prior-year period, on a 4.6 percent increase in units handled. Development Efforts Add

- Fuel expense increased $56 million, year-over-year. Investment, Jobs in California -
R R - . I . PR Newswire (Fri Sep 19)

- Operating income was $412 million compared with $421 million a year  yyee pidders in running for 8C

ago. Rail - Reuters (Thu Sep 18)
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- Lower second-quarter 2003 income tax expense primarily reflectsa - BNSELg

favorable tax settlement. Companies. an lllinois-Based
Brokerage and Freight

Forwarder - PR Newswire

FORT WORTH, Texas, July 22 /PRNewswire-FirstCall/ -- Burlington Northern Santa Fe (Mon Sep 15) i
Corporation (NYSE: BNI - News; BNSF) today reported second-quarter 2003 earnings of $0.54 . (BM hot, Lilly not for workplace H
per share compared with second-quarter 2002 eamings of $0.51 per share. privacy -Wired - Reuters (Mon s_é-;;%) ’
» (Logo: http:/fwww.newscom.com/cgi-bin/prnh/20010719/BNSFLOGO ) More...

“Strong international volumes led BNSF to having overall revenue growth for the second
consecutive quarter,” said Matthew K. Rose, BNSF Chairman, President and Chief Executive
Officer, "however, our bottom line continues to be impacted because of a 27 percent increase in

By industry: Transportation

fuel expense year-over-year." Top Stories
. . . - - Stocks Open Up, Lifted by
Freight revenues for the second quarter increased 3.7 percent, or $80 miltion, to $2.26 billion Brokerages - Reuters (9:36 am)

compared with 2002 second-quarter revenues of $2.18 billion. Consumer Products revenues
increased $63 million, or 7 percent, to $911 million reflecting record growth in our international,
truckload and perishable sectors. Coal revenues increased $16 million, or 3 percent, to $504 . .
million, largely from index-driven rate increases. Agricultural Products revenues grew $5 miltion, - Verizon Sees Earnings Below
or 2 percent, to $317 million, reflecting increased ethanol shipments from plants in the Midwest to Street's View - Reuters (3:07 am)
California. Industrial Products revenues declined $4 million, or 1 percent, to $531 million with . Morgan Stanley Quarterly Profit
revenue growth in both the building and construction products sectors offset by weak demand in Doubles - Reuters (8:28 am)

the chemical and petroleum products sectors. Second-quarter freight revenues included More...
increased fuel surcharges of $24 million compared with the prior year. o

Dollar Broadly Lower; Markets
Dare Japan - Reuters (3:39 am)

.

it

wiius o

Operating expenses of $1.88 billion were $96 million, or 5 percent, higher than the same 2002 - Most-emailed articles
period primarily related to fuel expense and higher volumes handled. The $56 million increase in . poot viewed articles
fuel expense primarily relates to an average increase of $0.16 per gallon in the cost of dieset fuet —
to $0.89 per gallon, after hedge.

Operating income was $412 million for the 2003 second quarter compared with $421 million for
the same 2002 period. Lower income tax expense in the second quarter of 2003 primarily 5000
reflects a favorable tax settlement.
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Burlingten Northern Santa Fe Reports Second-Quarter 2003 Results

Commen Stock Repurchases

During the 2003 second quarter, BNSF repurchased approximately 2 million shares of its
common stock at an average price of $27.57 per share. This brings total repurchases under
BNSF’s 150-million share-repurchase program to approximately 120 million shares as of June
30, 2003, at an average price of $25.98 per share since the program was-announced in July
1997. - )

Through its subsidiary, The Burlington Northern and Santa Fe Railway Company, BNSF
operates one of the largest railroad networks in North America, with about 32,500 route miles
covering 28 states and two Canadian provinces. BNSF is an industry leader in Web-enabling a
variety of customer transactions at www.bnsf.com . The railway is among the world's top
transporters of intermodal traffic, moves more grain than any other American railroad, transports
the mineral components of many of the products we depend on daily, and hauls enough coal to
generate about 10 percent of the electricity produced in the United States.

Financial Information Follows.

Statements made in this release concerning projections or expectations of financial or
operational performance, or concerning other future events or objectives or results, are "forward-
looking statements" within the meaning of the federal securities laws. Forward-looking
statements involve a number of risks and uncertainties and actual results may differ materially
from that projected or implied in those statements. Important factors that could cause such
differences include, but are not limited to, economic and industry conditions: material adverse
changes in economic or industry conditions, both within the United States and globally, customer
demand, effects of adverse economic conditions affecting shippers, adverse economic
conditions in the industries and geographic areas that produce and consume frejght, competition
and consolidation within the transportation industry, the extent to which BNSF is successful in
gaining new long-term relationships with customers or retaining existing ones, changes in fuel
prices, changes in the securities and capital markets, and changes in labor costs and fabor
difficulties, including stoppages affecting either BNSF's operations or our customers' abilities to
deliver goods to BNSF for shipment; legal and regulatory factors: developments and changes in
laws and regulations and the ultimate outcome of shipper and rate claims subject to adjudication,
environmental investigations or proceedings and other types of claims and litigation; and
operating factors: technical difficulties, changes in operating conditions and costs, competition,
and commodity concentrations, the Company’s ability to achieve its operational and financial
initiatives and to contain costs, as well as natural events such as severe weather, floods and
earthquakes or other disruptions of the Company's operating systems, structures, or equipment.

The Company cautions against placing undue reliance on forward-looking statements, which
reflect its current beliefs and are based on information cuirently available to it as of the date a
forward-looking statement is made. The Company undertakes no obligation to revise forward-
looking statements to reflect future events, changes in circumstances, or changes in beliefs. In
the event the Company does update any forward-looking statement, no inference should be
made that the Company will make additional updates with respect to that statement, related
matters, or any other forward-looking statement. Any corrections or revisions may appear in the
Company's public filings with the Securities and Exchange Commission (SEC), which are
accessible at www.sec.gov or on the Company's website at www.bnsf.com , and which you are
advised to consult. Investors are encouraged to read the Company's earnings release and
investors' report together with its SEC filings for a more complete picture and better
understanding of the Company and its financial disclosures.

surlington Northern Santa Fe Corporation
Consolidated Income Information®
(in millions, except per share data)

Three Months Six Months
Ended June 30, Ended June 30,
2003 2002 2003 2002
Operating revenues
Freight revenues = $2,263 $2,183 $4,465 94,321
other revenues 31 24 61 49
Total operating revenues 2,294 2,207 4,526 4,370
Operating expenses
Compensation and benefits 699 698 1,416 1,416
purchasad services 312 282 613 557

5001
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Burlington Northern Santa Fe Reports Second-Quarter 2003 Results Page 3 of 7

pepreciation and amortization 225 231 451 461
Equipment rents 180 177 349 352

Fuel 263 207 537 391
Materials and other 203 191 402 392

Total operating expenses 1,882 1,786 3,768 3,569
Operating income 412 421 758 801
Interest expense 106 105 212 214
other expense, net 3 6 5 2

Income before income -taxes and

cumulative effect of . .

accounting change 303 310 541 585
Income tax expense 103 116 193 219

Income before cumulative effect

of accountin% change . 200 194 348 366
cumulative effect of accounting

change, net of tax (A) -—- - 39 ---
Net income $200 $194 3387 $366

piluted earnings per share

before cumulative effect

of accounting change $0.54 $0.51 $0.94  $0.95
Diluted earnings per share

after cumulative effect

of accounting change $0.54 $0.51 $1.04 $0.95
Diluted average shares

outstanding (in millions) 372.4 382.3 372.9 383.9
operating ratio (B) 81.8% 80.7% 83.0% 81.5%

(A) Reflects the adoption of Statement of Financial Accounting standards
(SFAS) No. 143, Accounting for Asset Retirement Obligations. This
new standard changes the way the rail industry accounts for asset
retirement costs.

(B) calculated as Total operating expenses less Other revenues divided
by Freight -revenues. :

*  Certain prior period amounts have been reclassified to conform with
the current period presentation.

Burlington Northern santa Fe Corporation
Consolidated Balance sheet Information
(Dollars in millions, except per .share amounts)

June 30, pecember 31,
2003 2002
Assets
Current assets:
cash and cash equivalents $43 $28
Accounts receivable, net 148 141
Materials and supplies 229 : 226
current portion of deferred income taxes 304 314
Other current assets 115 82
Total current assets 839 791
pProperty and equipment, net 24,541 24,022
Other assets 999 954
Total assets $26,379 $25,767
LiabiTities and Stockholders' Equity
Current liabilities:
Accounts qayab]e and other
current liabilities $1,898 $1,918
tong-term debt due within one year 153 173
Total current liabilities 2,051 2,091
Long-term debt and commercial paper 6,876 6,641
peferred income taxes o 7,180 6,975
casualty and _environmental liabilities 445 444
Minimum pension liability | 368 368
employee merger and separation costs 156 170
Other H%\b;"hg’ies 1,154 1,146
Total liabilities 18,230 17,835
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33682 SERVICE DATE -JUNE 19, 2003
EB : This decision will be included in the bound volumes of the STB
printed reports at a later date. -
SURFACE TRANSPORTATION BOARD
STB Ex Parte No. 558 (Sub-No. 6)
RAILROAD COST OF CAPITAL — 2002

Decided: June 11, 2003

Upon review of the evidence tendered in this proceeding, the Board finds that in
2002, the railroad industry had a composite after-tax cost of capital of 9.8%, based
on: (1) a current cost of debt of 6.0%; (2) a current cost of common equity capital
of 12.6%; (3) a cost of preferred equity capital of 6.3%; and (4) a capital structure
mix of 41.2% debt, 56.7% common equity, and 2.1% preferred equity capital.

BY THE BOARD:

One of the Surface Transportation Board’s regulatory responsibilities is the annual

- determination of the railroad industry’s cost of capital: This determination is one component

used in evaluating the adequacy of railroad revenues each year under the procedures and
standards mandated by Congress in'the Railroad Revitalization and Regulatory Reform.Act of
1976) (4R Act) and promulgated in Standards for Railroad Revenue Adequacy, 364 1.C.C. 803
(1981), revised, 3 1.C.C.2d 261 (1986). This finding may also be used in other regulatory
proceedings, including, but not necessarily limited to, those involving the prescription of
maximum reasonable rate levels, the proposed abandonment of rail lines, and the setting of
compensation for disputed trackage rights fees. : : ' )

The most recent determination of the railroad industry's cost of capital was for the year
2001 in Railroad Cost of Capital - 2001, STB Ex Parte No. 558 (Sub-No. 5) (STB served
June 20, 2002) (Cost 01). The instant proceeding, instituted in Railroad Cost of Capital — 2002,
STB Ex Parte No. 558 (Sub-No. 6) (STB served Dec. 12, 2002), updates the railroad industry’s
cost of capital for the year 2002. V

The only party to provide evidence in this proceeding was the Association of American
Railroads (AAR). The AAR concluded that the composite after-tax cost of capital for the
railroad industry for 2002 was 9.76%, significantly lower than the 2001 cost of capital rate of
10.2%.
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Consistent with previous cost of capital proceedings, the AAR determined the overall
railroad industry cost of capital rate using a "composite railroad" consisting of Class ] carriers
controlled by selected major railroad holding companies. The AAR’s selection of these
companies was based on criteria developed in Railroad Cost of Capital — 1984, 1 1.C.C.2d 989
(1985)." The following companies that met these criteria are included: Burlington Northern
Santa Fe Corporation (BNSF), CSX Corporation (CSX), Norfolk Southern Corporation (NSC),
and the Union Pacific Corporation (UPC).2 ’

As discussed below, we have examined the procedures used by the AAR to determine the
following for 2002: (1) the railroad industry’s current cost of debt capital; (2) its cost of common
equity capital; (3) its cost of preferred equity capital; (4) its capital structure mix; and (5) the
composite after-tax railroad industry cost of capital. We have determined that the 2002 railroad
cost of capital is 9.8%. : :

DEBT CAPITAL

The AAR developed its 2002 current cost of debt using bond price data from Standard &
Poor’s Corporation Bond Guide and a Standard and Poor’s data base. The AAR's cost of debt is
based on the market value yields of the major forms of long-term debt instruments for the sample
 railroad holding companies listed above. These debt instruments include: (1) bonds, notes, and
debentures (bonds); (2) equipment trust certificates (ETCs); and (3) conditional sales agreements
(CSAs). The yields of these debt instruments are weighted based om their-market values.

Cost of Bonds, Notes, and Debentures (Bonds)

The AAR used data contained in Standard & Poor’s Bond Guide for the current cost of
bonds, based on monthly prices and yields during 2002, for all issues (a total of 61) that were
publicly traded during the year. To determine the current (2002) market value of bonds, the
AAR used these traded bonds and 65 additional bonds that were outstanding but not traded

! These criteria are as follows: (1) the company s listed on either the New York or American
Stock Exchange; (2) the company paid dividends throughout the year; (3) the company's rail
assets are greater than 50% of its total assets; and (4) the company has a debt rating of at least
BBB (Standard & Poor's) and Baa (Moody's).

2 These are the same companies included by the AAR and used in our 2001 cost of capital
decision, Cost 01.
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during 2002, Continuing the procedure in effect since 1988, the AAR based the market value on
monthly prices for all traded bonds and the face or par value ($1,000) for all bonds not traded v
during the year. The AAR computed the total market value of all outstanding bonds to be

$16.618 billion. Based on the yields for the traded bonds, the AAR calculated the weighted
average 2002 yield for all bonds to be 5.89%.

We have examined the AAR’s bond price and yield data and have made several minor
modifications to the data submitted.* We have recalculated the market value of all outstanding
bonds to be $16.639 billion. We have determined that the weighted average 2002 yield for all
bonds continues to be 5.89%. Our recalculations and data for all bonds are shown in Tables 1
and 2 of the Appendix.

Cost of Equipment Trust Certificates (ETCs)

ETCs are not actively traded on secondary markets. Therefore, their costs must be
estimated by comparmg them to the yields of other debt securities that are actively traded.
Following the practice in previous cost of capital proceedings, the AAR used government
securities with maturities similar to these ETCs as surrogates for determining yields. After
determining the 2002 yields for these government securities, the AAR added basis points® to
these yields to compensate for the additional risks associated with the ETCs.” :

. No new ETC’s were issued during 2002. There were 44 ETCs issued prior to 2002 that
were outstanding. during the year. The AAR determined that the yield spread for ETCs was 114
basis points higher than the yield for government bonds.® Using the yield spreads, the AAR
calculated the weighted average cost of ETCs to be 5.38%’ and their market value to be $1.566
billion for 2002.?

3 This includes three NSC bonds which were only traded for part of the year. These are
included both as traded and untraded (with prorations by month, depending on whether they were
or were not traded). Thus, 123 bonds were actually considered.

* These corrections are detailed in footnotes to Tables 1 and 2 in the Appendix.

5 A basis point equals 1/100th of a percentage point.

i

¢ This figure is same as the spread used in 2001. !

7 This is substantially lower than the 2001 figure of 5.96%.
® The AAR has approximated the market valueé of ETCs using the same procedures used in

previous cost of capital determinations. These procedures are based on the use of standard
(continued...)
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We have analyzed the ETC cost and market value evidence supplied by the AAR and find
them to be correct. A summary of our ETC computations is shown in Table 3 in the Appendix.

Cost of Conditional Sales Agreements (CS4s)

CSAs represent a small fraction (less than 1%) of total railroad debt. The cost of CSAs,
however, can be estimated. The AAR used the yield spread between CSAs and ETCs for 1997
(the last year when a new CSA was issued) of 32 basis points to develop the year 2002 yield
spread between CSAs and government bonds. This results in 146 basis points being added to
government bond yields to develop the cost of CSAs.” Using this yield spread, and adding the
146 basis points for government bonds, the AAR determined the weighted average cost of CSAs
for 2002 to be 5.62%. The AAR determined the market value for CSAs to be $0.157 billion.'®
We have examined the cost and market value of the CSAs using the AAR's data, and have
determined that the AAR computed the interest rate and market value of CSA’s corrcctly The
results of these computations are shown in Table 4 in the Appendix.

Miscellaneous Debt and Capitalized Leases

As in previous cost of capital determinations, the AAR excluded the costs of capitalized
leases and miscellaneous debt in its computation of the overall current cost of debt because these
costs are not directly observable in the open market. Also in keeping with past practice, the AAR
included the book value of leases and commercial paper in the overall market value of debt,
which is used to determine the railroads' capital structure mix. The AAR noted that the cost of
capitalized leases is generally higher than that of other debt, but it did not make any upward
correction for the cost of those leases. The AAR determined that the market value for the
capitalized leases and miscellaneous debt was $3.925 billion for 2002."" We have examined the

¥(...continued)
security industry formulas found in Standard Security Calculatlon Methods.

° This yield spread equals the yield spread for ETCs vs. government bonds of 114 basis points
plus the yield spread between ETCs and CSAs of 32 basis points. These are the same numbers as
used in the 2001 determination.

'* The AAR approximated the market values of CSAs using the same procedures used in
previous cost of capital determinations. These procedures are based on the use of standard
security industry formulas found in Standard Security Calculation Methods.

" This consists of $2.245 billion capitalized leases and $1.680 billion miscellaneous debt.

4
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AAR's work papers and other evidence and have adjusted this figure to $4.165 billion."? Table 5
in the appendix shows our recalculations for capitalized leases and miscellaneous debt.

Total Market Value of Debt

The AAR determined that the total market value for all debt during 2002 was $29.324

billion. Due to our adjustments discussed previously, we have recomputed the total market value
for all railroad debt in 2002 to be $29.732 billion.”

Flotation Costs of Debt

As in past cost of capital decisions, the AAR's calculation of the current cost of debt
included a flotation cost factor consisting of costs associated with the issuance of new debt such
as underwriters' fees, advertising costs, and legal fees. The AAR determined that flotation costs
for debt equaled 0.16%. We have reviewed the AAR's calculations concerning flotation costs

" and find that the cost factors developed for the various components of debt are reasonable.™

Overall Current Cost of Debt

] e

The AAR concluded that the railroads' current cost of debt for 2002 was 6.0%. Our

calculations produce a slightly higher figure (6.02%), rounded to 6.0%."” Our calculations are
shown in Table 8§ in the Appendix. :

COMMON EQUITY CAPITAL

2 QOur adjustment is based on a recalculation of capitalized leases for NSC. These leases

were inadvertently omitted from the AARs totals.. Our calculations use $2.485 billion for
capitalized leases.

3 See Table 6 in the Appendix for a complete breakdown of the market value of debt.

kv

" See Table 7 in the Appendix for these calculations. The AAR's flotation cost factors are
based on data developed by Salomon Brothers for ETCs and studies by the Securities and
Exchange Commission concemning flotation costs for issuances of new bonds. The estimated
flotation cost for CSAs is the same as that used in prior proceedings.

% This is significantly lower than the 2001 cost of debt (6.88%).

5
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In previous cost of capital decisions, we have determined the cost of common equity
using the Discounted Cash Flow (DCF) method. The AAR submitted evidence as to the current
cost of equity capital using this procedure. This evidence is virtually identical to that furnished
by the AAR in previous cost of capital proceedings.

Market Value of Common Equity

The AAR calculated the 2002 market value of common equity by multiplying the number
of shares outstanding by the daily closing price for each trading day during the year for each of
the sample railroad holding companies. The AAR determined that the average market value for
the year 2001 was $40.836 billion. We have reviewed the AAR's calculations and have
determined that this number is correct. Table 9 in the Appendix shows the calculations of the
average market value of common equity and relative weights for-each railroad.

Discounted Cash Flow (DCF) Method

The DCF method of determining the cost of common equity is used by the majority of
state regulatory agencies and has been used by the Interstate Commerce Commission (ICC) and
the Board for many years. Under the DCF method, the cost of common equity is the discount
rate that makes the present vatue of expected returns from holding a stock (dividends and price
appreciation) equal to the current market value of that stock. The DCF mcthed constders two
variables — dividend yield and expected growth in earnings per share.'®

' In Railroad Cost of Capital - 1982, 367 1.C.C. 662 (1983), the ICC developed the

following DCF formula:
K = {D) x (1 +8/2)/Pq)] + g, where:
K = cost of common equity
Dy  =annual dividend
P = current stock price :
g = expected growth rate

T

This formula assumes that, at the start of the year, an investor would require a return on equity
(X) equal to [Do/P )] + g, where Dio/P,(, represents the average dividend yield expected for the
year-and g represents an estimate of the expected growth rate. At the end of the year, the investor
would be concerned with projected returns for the following year and would require a X equal to
[Dig) x (1+g)/P )] + g, which would allow for dividend growth for the following year. The
average of these two formulas produces this DCF formula.

6
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Dividend Yield

The AAR computed the 2002 average dividend yield for the composite group of railroads
using the same method that it employed in past cost of capital determinations, .e., weighting
each company's monthly dividend yield on the basis of its prorated share of the total market value
for the composite for each day during that month based on daily closing prices. The AAR
developed a composite dividend yield of 1.40% for 2002. We have reviewed the AAR's
calculations and have determined that this number is correct. This figure is lower than the 2001
dividend yield (1.66%). Our calculations of the dividend yield are shown in Table 10 in the
Appendix.

Growth Rate

The AAR used the earnings per share growth rate forecasts published monthly by the
Institutional Brokers Estimate System (IBES) throughout 20027 The AAR developed growth
rates for each of the railroad holding companies that make up the composite by averaging the
IBES forecasts for that company. It then weighted each company’s growth rate according to its
prorated share of the market value of the total railroad composite to arrive at a single projected
growth rate. The AAR concluded that this composite growth rate was 11.12%, based on a
truncated average of the forecasts.'® After making some minor adjustments to the AAR’s data,
we have determined the truncated composite growth rate to be 11.13%. Thisis.13 of a
percentage point higher than the 11.0% growth rate developed in the 2001 cost of capital
decision. Our growth rate calculations are shown in Tables 11 (truncated) and 12 (nontruncated)

i of the Appendix.

Flotation Costs

As with the issuance of new debt instruments, flotation costs are also incurred with the

\ issuance of new equity securities. In Adequacy of Railroad Revenue (1979 Determination), 363
‘ LC.C. 344, 352 (1979), the ICC concluded that flotation costs for equity capital should not be
considered unless new equity had, in fact, been issued. This conclusion has been reaffirmed in

"7 As has been the case since the findings in Railroad Cost of Capital - 1987,41.C.C.2d 621
(1988), we have relied on the use of consensus analyst 5-year eamings per-share growth rate data
published by IBES to develop the growth rate estimates used in the DCF approach. IBES data
include growth rate estimates from essentially all major brokerage firms.

'® IBES provides a simple average, the highest forecast, and the lowest forecast for each
railroad. The AAR excluded the highest and lowest forecasts to arrive at the truncated average.
This is the same procedure that has been followed in previous cost of capital determinations.

-
i
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subsequent cost of capital decisions. Because no railroad issued any new common equity capital
during 2001, no flotation cost factor has been included in the DCF formula.

Conclusion - Cost of Common Eguity Capital

Using a truncated average IBES growth rate (g) forecast of 11.12%, a dividend yield
(DoyfP oy of 1.4%, and the Board's DCF formula, the AAR determined the cost of common
equity for 2002 to be 12.6%. Even with our slight adjustments to the AAR’s data, our
computation of the cost of common equity, when rounded, also equals 12.6%. This figure is 0.2
percentage points lower than the cost of common equity for 2001 (12.8%)."

PREFERRED EQUITY

Preferred equity has some of the characteristics of debt and some of the characteristics of
equity. Essentially, preferred issues are like common stocks in that they have no maturity dates
and represent ownership in the company (usually with no voting rights attached). They are like
debt in that they usually have fixed dividend payments (akin to interest payments).

The AAR examined the two preferred stock issues of the sample railroad holding
companies,”® and determined their cost using the dividend yield method (dividends divided by
market price). The AAR computed the market value of preferred stock by multiplying the
average quarterly price for each issue by the number of shares outstanding during the quarter.
This is the same procedure used in previous cost-of-capital determinations. The AAR computed:
the market value of preferred equity during 2002 to be $1.534 billion. This is virtually identical

to the figure for 2001 ($1.533 billion). The AAR computed the cost of preferred equity to be
6.26%, the same as the figure for 2001. '

We have determined that the AAR’s computations are correct” Table 14 in the
Appendix contains the calculations of the cost of preferred equity, rounded to 6.3%.

¥ See Table 13 in the Appendix for our calculation of the cost of common equity.
% The two railroad holding companies with preferred stock are NSC and UPC.

' The AAR has a slightly different vatue for NSC preferred stock, but this difference is
insignificant.
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CAPITAL STRUCTURE MIX
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Our computations of market values and the capital structure mix for 2002 are shown in
Table 15 in the Appendix. We have determined that the market value of bonds, preferred stock,
and common equity for 2002 was $72.103 billion. The percentage share of common equity
increased slightly from 56.0% in 2001 to 56.7% in 2002. The percentage share of debt
accordingly decreased from 41.8% in 2001 to 41.2% in 2002. The percentage share of preferred
equity decreased slightly from 2.2% in 2001 to 2.1% in 2002.

COMPOSITE COST OF CAPITAL

Based on the evidence fumished in the record, and our adjustments to that evidence
discussed above, we conclude that the 2002 composite after-tax cost of capital for the railroad
industry, as set forth in Table 16 in the Appendix, was 9.8%. The procedure used to develop the
composite cost of capital is consistent with the Statement of Principle established by the Railroad
Accounting Principles Board: "Cost of capital shall be a weighted average computed using
proportions of debt and equity as determined by their market values and current market rates.
The 2002 cost of capital is 0.4 percentage point lower than the 2001 cost of capital (10.2%).

u22

CONCLUSIONS
We find that for 2002:
1. The current cost of railroad long-term debt equals 6.0%.
2. The cost of common equity equals 12.6%.
3. The cost of preferred equity equals 6.3%.

4. The capital structure mix of the railroads equals 41.2% long-term debt, 56.7%
common equity, and 2.1% preferred equity.

5. The composite railroad industry cost of capital equals 9.8%.
Environmental and Energy Considerations

We conclude that this action will not significantly affect either the quality of the human
environment or the conservation of energy resources.

Regulatory Flexibility Analysis

2 Railroad Accounting Principles Board Final Report, Vol. 1, (1987).

10
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Burlington Northern Santa Fe Corporation
Revenue Statistics by Commodity

Three Months

Ended March 31, Percent
Revenues  (in millions) 2003 2002 Change
Intermodat M 696 s 633 100 %
Automotive 81 81 -
Other Consumer 71 64 10.9
Total Consumer 848 778 9.0
Industrial 51 491 4.1
Coal 485 508 (4.5)
Agricultural Products 358 361 (0.8)
Total freight revenuc 2,202 2,138 30
Other revenue 30 25 200
Total revenues s 2,232 S 2,163 32 %
Cars/units  (in thousands) )
Intermodal 924 304 149 %
Automotive 42 37 13.5
Other Consumer Products 40 39 2.6
Total Consumer Products .. 1,006 830 143
Industrial Products 343 332 33
Coal 487 5t “n
Agricultural Products 206 204 10
Total cars/units 2,042 1,927 6.0 %
Average revenue per car/unit .
Intermodal $ 753 s 787 (43)%
Automotive 1,929 2,189 (11.9)
QOther Consumer Products 1,775 1,641 8.2
Total Consumer Products 843 884 (4.6)
Industrial Products 1,490 1,479 0.7
Coal 996 994 0.2
Agricultural Products 1,738 1,770 (1.83)
Average revenue per carfunit s 1,078 S 1,109 (2.8) %
Revenue ton-miles  (in mitlions)
Intermodal 23,214 20,847 114 %
Automotive 1,253 1,232 17
Other Consumer Products 3,067 2,978 3.0
Total Consumer Products 27,534 25,057 9.9
Industrial Products 23272 2,188 49
Coal . 47,874 50,573 (5.3)
Agricultural Products 22,219 2304 (0.4)
“Total revenue ton-miles 120,899 120,122 0.6 %
Freight revenue per thousand ton-miles
Intermodal $ 29.98 $ 30.36 (1.3) %
Automotive 64.64 65.75 (1.7)
Other Consumer Products 2345 21.49 7.
Total Consumer Products 30.80 31.05 (0.8)
Industrial Products 21.96 22.13 (0.8)
Coal 10.13 16.04 0.9
Agricultural Products 16.11 16.19 {0.5)
Freight revenue per thousand ton-miles 3 18.21 s 17.80 23 %

5014
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Burlington Northern Santa Fe Corporation
Revenue Statistics by Commodity*

Three Months 01-02
£nded December 3, Percent Ycar Eaded December 31, Percent
Revenues  (in millions) 1802 2001 Change 2002 2001 2000 Change
_—
Intermodal S 698 § 666 48 %| $ 2,758 5 2,638 $ 2,652 4.5 %
Automotive 79 85 (1.1} 322 410 493 (215)
Other Consumer Products 69 68 1.5 273 276 260 (1.1) i
Total Consumer Products 846 819 33 3,353 3324 3,405 09
Industrial Products 491 492 (0.2) 2,041 2,080 2,114 (.9
Coal 540 546 (1.1) 2,071 2,123 2,131 24)
Agricultural Products 393 415 (5.3) £,408 1,531 1,462 (8.0)
Total freight revenue 2,270 2,272 (.1) 8,873 9,058 9,112 (2.0
Other revenue 31 29 6.9 106 118 95 (10.2)
Total revenues $ 2,301 $ 2,301 00 %| $ 8979 $ 9,176 $ 9,207 (2.1) %)
Canfunits  (in thousands) L
Intermodal . 898 863 41 % 3,563 3,391 3,440 5.1 %
Automotive 39 38 26 154 192 249 (19.3)
Other Consumer Products 40 41 24) 163 169 161 (3.6}
Total Consumer Products 977 942 37 3,880 3,752 3,850 34
Industrial Products 340 342 {0.6) 1,415 1,442 1,501 (19
Coal 546 559 23) 2,097 2,133 2,023 (n
Agricultiral Products : 218 N 222 (1.8) 794 828 793 4.1 :
Total cars/units 2,081 2,065 Q8 %] = 8,186 8,155 8,167 0.4 %) E
Average revenue per car/unit
Intermodal $ WM s T 06 %] S 774 s 78 s M (0.5) %,
Automotive 2,026 2,237 94 2,091 2,135 1,980 (¢33}
Qther Consumer Products 1,725 1,659 4.0 1,675 1,633 1,615 2.6
Tatal Consumer Products 866 869 ©3) 864 886 884 25)
Industrial Products 1,444 1,439 03 1442 . 1,442 1,408 00
Coal 939 977 1.2 988 995 i 1,053 0.7}
Agricuttural Products 1,303 1,869 (3.5) . 1,113 1,849 } 1,844 {4.1)
Average revenue per carfunit $ 1,091 S 1,100 (08) %} & 1,084 $ L1 s L116 (2.4) %|
Revenue ton miles  (in millions)
Intermodal 2915 22,024 40 % 90,122 88,353 92,658 20 %
Automotive 1195 : 1261 (52) 4,837 5911 2,597 (18.2)
Other Consumer Products 2,974 3,034 2.0 12,098 i2,070 11,812 02
“Total Consumer Products 27,084 - 26319 29 107,057 106,334 112,067 07
Industrial Products 21,906 22336 {19 {92489 97,241 99,178 “9
Coal 54,211 56,276 3.7 209353 213,158 204,303 (1.8)
Agricultural Products 22,241 23,041 {3.5) 81,335 85,096 76,411 (44)
Total reveaue ton miles 125,442 127,972 {2.0) % 490,234 501,829 491,959 (2.3) %,
Freight revenue per thousand ton miles .
[ntermodal § 3046 $ 3024 07 %| § 3060 $ 29.86 S 2862 25 % '
Autometive 66.11 6141 {1.9) 66.57 69.36 64.89 (4.0)
Other Consumer Products 23.20 2241 3.5 22.57 22.87 2201 (13)
Total Consumer Products 3124 312 04 3132 31.26 30.38 02
Industrial Products 2241 2203 17 $ 22907 21.39 2132 32
Coal 9.96 9.70 2.7 9.89 9.96 10.43 [()]
Agricultural Products 1167 1801 a9 1734 17.99 19.13 (3.3)
Freight revenue per thousand ton miles S 18.10 § 1175 20 %y $ 1810 S 18.05 $ 1852 0.3 %]

*  Exchudes effects of a third quarter 2001 automotive contract scttlement of $32 million.
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Burlington Northern Santa Fe Corporation
Revenue Statistics by Commmaodity

Thrce Months 98-99
Ended December 31, Percent Year Ended December 31, Percent

Revenues  (In millions) 1999 1998 Change 1999 1998 1997 Chanpe
Carfoad M 645 3 628 2.7 % s 2,553 s 2,588 s 2,482 {1.4) %!
Intermodal 679 637 6.6 2518 2437 2,243 33
Coal 554 560 @ 1227 2,239 1912 (©.5)
Agricultural Commoditics 361 354 20 1329 1271 1,248 46
Automotive 124 1 L7 443 390 422 136
Total Freight Revenue 2363 2,290 32 9.070 8,925 8,367 16
Other Revenues 7 4 75.0 30 16 3 815
“Total Reveaues $ 2370 $ 2,29 33 % S 9,100 3 8,941 $ 8,370 18 %]
Cars/Units (In thousands)
Cadoad L. 446 437 210 % 1,773 1,801 1,739 (1.6) %)
internodal 865 810 6.8 3,203 3,086 2,811 38
Coal 545 536 1.7 2,123 2078 1,862 22
Agricultural Commodities i93 189 2.1 s 689 669 38
Automotive 67 61 9.8 250 230 264 8.7
Total Cars/Units 2,116 2,033 4.1 % 8,064 7,884 7,345 23 %
Average Revenue Per Car/Unit
Carload s 1,446 $ 1,437 06 % H 1,440 $ 1,437 s 1,427 02 %
Intermodal 785 786 ©o.n 786 790 798 0.35)
Coal 1,017 1,045 .7) 1,049 1077 1,059 Q.6
Agricultural Commoditics 1,870 1,873 0.2) 1,859 1,845 1,865 0.8
Automotive 1,851 1,820 17 1,772 1,696 1,598 4.5
Average Revenue Per Carf/Unit 3 1,17 $ 1,126 08)% § 1,125 $ 1,132 s 1,139 {0.6) %
Revenue Ton-Miles (In millions)
Carload 29,135 27,516 5.9 % 113,424 1i3,724 105,659 0.3).%
Intermodal 23,128 T 23058 - 43 87,205 85,957 79,184 15
Coal 53,809 52,141 32 209,219 201,663 169,776 3.7
Agriculturat Commodities 20,863 17,243 210 70,851 61,382 62,867 154
Automotive 2,011 1,785 12.7 7057 6,319 7,102 1.7
Total Revenue Ton-Miles 128,946 121,743 5.9 % 487,756 469,045 424,588 4.0 %
Revenue Per Thousand Ton-Miles
Cardoad S 22.14 s 2.8 (GOo)% s 22.51 s 22.76 $ 2349 (nN%
Intermodal 29.36 2763 63 28.37 2835 2833 1.8
Coal 10.30 10.74 “y 10.64 it.o 1162 [CRY]
Agriculturat Commodities - . 113 20.53 5.7 18.76 0.1 19.85 9:4)
Automotive 61.66 62.18 (0.8) 62,77 61.72 59.42 i.7
Revenue Per Thousand Ton-Miles  § 1833 3 18.81 (26)%] S 18.60 S 19.03 $ 19.71 (23) %,

Statement Explanation
Ceriain prior 2mounts have been reclassilied to conform to the current year preseatation.
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BNSF : Management's Discussion and Analysis

MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Page I of |1

o Results of Operations
o Year Ended December 31, 1997 Compared with Year Ended December 31, 1996

= Revenues

s Expenses

o Year Ended December 31, 1996 Compared with Year Ended December 31 , 1995

Acquisition of SFP
Capital Resources and Liguidity

o 1997 Cash Flows

o Other Capital Resources and Liquidi
o Capital Expenditures and Resources
o Inflation

o Dividends

o Capital Structure

Other Matters

o Casualty and Environmental
o Other Claims and Litigation
o Labor -
o Potential Sale of Investment in Pipeline Partnerships
o Share Repurchase Program
o Hedging Acitivities
= Fuel
o Interest Rate
o UP - SP Merger
o Year 2000
o Recent Accounting Pronouncements
o Forward Looking Information

Management's discussion and analysis relates to the financial condition and results of operations of Burlington
Northern Santa Fe Corporation and its majority-owned subsidiaries (collectively BNSF or Company). BNSF was
incorporated in Delaware on December 16, 1994, for the purpose of effecting a business combination between
Burlington Northern Inc. (BNI) and Santa Fe Pacific Corporation

1995. The principal subsidiary of BNSF is The Burlington Northe
BNSF Railway was formed in December 1996, when The Atchis
merged with and into Burlington Northern Railroad Company (BNRR).

on, Topeka and Santa Fe Railway Company (ATSF)

(SFP) which was consummated on September 22,
m and Santa Fe Railway Company (BNSF Railway). -

i
1

RESULTS OF OPERATIONS .
The results of operations discussed below include BNSF results for the year ended December 31, 1997 and 1996, BNI

cesults for the year ended December 31, 1995 and
December 31, 1995. All eamings per share inform.

REVENUE TABLE

['he following table presents BNSF's revenue information b
nd 1995 and includes certain reclassifications of prior yea

wtp:/fwww bnsf.com/media/annrpt97/memtdisc_htmi

SFP results from the merger date, September 22, 1995, through
ation is stated on a diluted basis.

y commodity for the years ended December 31, 1997, 1996
r information to conform to current year presentation.
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Revenues Revenue Ton Miles (RTi)  Revenue Per Thousand RTM

1997 1996 1995 1997 1996 1995 1997 1996 1995

(In miltions) (In miltions) (1n miltions)

Intermodal 52,282  $2,039 $1,076 79,964 71,262 3856 %2854 $28.61 $2794
Coal 1,972 1,973 1,821 169,776 169,380 153,169 11.62 11.65 11.89
Agricultural Commodities 1,087 1,171 1,143 57,039 59,601 55356 19.06 19.65 2065
Chemicals 793 765 443 30,750 28,896 17,155 2579 2647 2582
Forest Products 573 556 471 25876 25,140 19,828 22.14 2212 2375
Comsumer Goods 505 470 365 19,814 18,201 12,332 2549 2582 2960
Metals 424 413 320 19,958 20,199 13,804 2124 2045 2318
- Automotive 422 396 211 7,102 6062 3,158 59.42 6532 6631
Minerals 352 319 260 14309 12318 10,119 2460 2590 2565
Other - 3 39 T - - - - - - '
Total $8,413  $8,141 86,117 424,588 411,059 323437 S19.81 $19.71  $1891

YEAR ENDED DECEMBER 31, 1997 COMPARED WITH YEAR ENDED DECEMBER 31, 1996

BNSF recorded net income for 1997 of $885 million ($5.64 per common share), compared with net income of $889

million ($5.74 per common share) for 1996. The decrease in net income is primarily due to a fourth quarter special ‘
<charge of $90 million ($57 million after tax) or $.36 per common share principally related to the consolidation of union :
clerical functions. This was largely offset by improved operating results in 1997 despite severe weather conditions in

the first quarter of 1997 throughout the Northern Plains and the Pacific Northwest (PNW). The financial impact of :
recurring and protracted outages on many parts of the system, the cost of repairing track, signals and equipment, and i
the operating inefficiencies caused by the weather is virtually impossible to measure with precision. However, the ‘
Company estimates that the severe weather in the first quarter of 1997 resulted in lost revenue opportunities of

approximately $100 million and increased operating expenses by at least $50 million.

Excluding the fourih ﬁimrter special charge, net income for 1997 was $942 million (86.00 per common share)
compared with 1996 net income of $889 million ($5.74 per common share).

REVENUES :

Total revenues for 1997 were $8,413 million or 3 percent higher compared with revenues of $8,141 million for 1996.

The $272 million increase primarily reflects increases in the intermodal, consumer goods, minerals, chemicals,
automotive, forest products and metals segments partially offset by lower agricultural commodities revenues. Revenue  °
per revenue ton mile, a key performance statistic, increased slightly in 1997 to $19.81 from $19.71 in 1996. During
1997, BNSF's share of the Western United States (U.S.) rail traffic market, based on reporting to the Association of 3
American Railroads, increased 1.8 points to 41.4 percent.

Intermodal revenues improved $243 million or 12 percent compared with 1996, due to increased volume growth in

- the Direct, International, Truckload, and IMC segments. The Direct segment experienced a 14 percent growth in
revenues primarily due to an 18 percent gain in loadings. Direct segment growth was due to volume increases from less
than truckload (LTL) shipments led by Yellow Freight, Consolidated Freightways and Roadway. LTL volume from
Yellow Freight, Consolidated Freightways, and Roadway has grown substantially all year with growth accelerating in
the 2nd, 3rd, and 4th quarters in particular due to Yellow Freight's change of operations completed in April 1997.
International revenues increased 10 percent from 1996 due to an 8 percent increase in units moved. International
growth has been the result of a strong import economy and increased market share by steamship lines such as Hyundai,
OOCL, and Cosco that utilize BNSF. Truckload revenues increased 21 percent due to a 20 percent increase in loadings,

hitn://www bnsf.com/media/annrmtQ@7/mamtdicr html . . 5020
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BNSF Transportation Rates for Otter Tail
2600 - Second Quarter 2003

Term Rate 1/
0 @

1Q 2000

2Q 2000

3Q 2000

a0

1Q 2001 - E

2Q 200t ;

3Q 200t !

4Q 2001 .

1Q 2002 $13.49 |
e 2Q 2002 $13.49

3Q 2002 $13.49 l

4Q 2002 $13.49 [

1Q 2003 $13.76 ‘

2Q 2003 $13.76

1/ Source: BNSF Freight Bills from 2000-2003
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SURFACE TRANSPORTATION BOARD
NOTICE
STB Ex Parte No. 347 (Sub-No. 2)
RATE GUIDELINES—NON-COAL PROCEEDINGS
Decided: April 17, 2003

In Rate Guidelines—Non-Coal Proceedings, 1 S.T.B. 1004 (1996), the Board established
guidelines for handling rate complaints in cases where the censtrained market pricing (CMP) guidelnes
cannot practicably be applied.! In that decision, the Board provided tables containing “Revenue
Shortfall Allocation Method” (RSAM) and “Average Revenue-to-Variable Cost>180" (R/VC>1s0)
percentages for each Class I railroad for the then most recent 4-year period. The RSAM measures the
average markup above a carrier’s variable cost that the carrier would need to charge all its “potentially”
captive traffic (traffic priced above 180% of variable costs) to eam adequate revenues as determined
under 49 U.S.C 10704(2)(2). The R/VC,, 5, Tepresents the average markup above variable cost that a
carrier imposes o its high-rated traffic (traffic priced above 180% of variable costs). The Board
updates the RSAM and R/VC, ;4 tables annually.

The attached tables contain RSAM and R/VC>1se percentages for most carriers for the period
1998-2001. Because the rail systems for CSX Transportation, Inc. (CSX) and Norfolk Southern
Railroad (NS) changed significantly in 1998 with the acquisition by those two railroads of the
Consolidated Rail Corporation (Conrail) and the division of Conrail’s assets between them, the pre-
acquisition operating statistics of CSX and NS are not comparable to their post-acquisition statistics.
Thus, the tables reflect only the post-Conrail acquisition (1999 through 2001) results for CSX and NS
and for the Eastern and National composites,

_ By the Board, Leland L. Gardner, Director, Office of Economics, Environmental Analysw», and
Administration.

Vemon A. Williams
Secretary

! CMP, adopted in Coal Rate Guidelines—Natiopwide, 1 1.C.C2d 520 (1985),is
the preferred procedure for evaluating the reasonableness of challenged rates.
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Table 1

RSAM Markup Percentages

Ex Parie No. 347 (Sub-No. 2)

(Range With & Without Efficiency Adjustment)

Railroad/ 4 -Year
Region Average 2001 2000 1999 1998
BNSF 213-289 258-354 222-296 185-248 1 88-253
GTW 149-205 146-168 129-186 118-188 203-278
IC 200-247 182-233 231-287 228-283 159-184
KCS 269-328 302-364 275-339 280-345 220-264
SO0 337-453 328-441 298-361 399-565 324-445
NS 195-245 186-235 208-272 191-227
CSX 221-265 -242-290 217-259 265-245
ur 262-379 213-299 254-369 - 231-322 349-527
Eastern Region 208-254 211-258 213-265 201-240
Western Region 241-358 233-326 243-341 217-298 270-388
National 222-294 224-298 228-308 213-277

]
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Ex Parte No. 347 (Sub-No. 2)

Table 1i
Average Existing Revenue-to-Variable Cost Percentages
For Traffic Above 180% R/VC

Railroad/ 4 - Year
Region Average 2001 2000 1999 1598
BNSF 265 266 266 263 266
GTW 237 236 243 255 - 213 '
IC 258 255 241 264 272 !
KCS 249 263 242 248 243 ‘Z
SO0 245 256 228 - 246 250
NS 208 . 219 200 206
CSX 198 192 191 210
UP 229 234 222 234 225
Eastern Region 207 208 199 213
Western Region 246 249 242 247 244 |
National 232 - 234 225 237
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259 SERVICE DATE - LATE RELEASE DECEMBER 20, 2002

SURFACE TRANSPORTATION BOARD
Decision
STB Ex Parie No. 290 (Sub-No. 5) (2003-1)
QUARTERLY RAIL COST ADJUSTMENT FACTOR
Decided: December 19, 2002

In Railroad Cost Recovery Procedures, | 1.C.C.2d 207 (1984), the Interstate Commerce
Commission (ICC) outlined the procedures for calculating the all-inclusive index of railroad input prices
and the method for computing the rail cost adjustment factor (RCAF). Under the procedures, the
Association of American Railroads (AAR} is required to calculate the index on a quarterly basis and
submit it on the fifth day of the last month of each calendar quarter. In Railroad Cost Recovery
Procedures, 5 1.C.C.2d 434 (1989), aff'd sub nom. Edison Electric Institute, et al. v. ICC, 969 F.2d
1221 (D.C. Cir. 1992), the ICC adopted procedures that require the adjustment of the quarterly index
for a measure of productivity.

The provisions of 49 U.S.C. 10708 direct the Surface Transportation Board (Board) to
continuz to publish both an wnadjusted RCAF and a productivity-adjusted RCAF. In Productivity
Adustment-Implementation, STB 158 (1996), the Board decided to publish a second productivity-
adjusted RCAF called the RCAF-5. Consequently, three indices are now filed with the Board: the
RCAF (Unadjusted), the RCAF (Adjusted), and the RCAF-5, The RCAF (Adjusted), which reflects
national average productivity changes as originally developed and applied by the ICC, is currently
based on a 5-year moving average. The RCAF-5 reflects national average productivity changes as ifa
S-year moving average had been applied consistently from the productivity adjustment's inception in
1989.

As required by statute, the RCAF was rebased using the fourth quarter 2002 index value as the
denominator and first quarter 2003 index value as the numerator. AAR’s proposed rebasing
calculations were verified, and they comply with the statute. The rebasing calculations are shown m
Table C of the Appendix. As the forecast error calculations are part of the prescribed indexing
methodology, those figures are shown on a rebased October 1, 2002 level to provide consistency.

i

The index of railroad input prices, RCAF (Unadjusted), RCATF (Adjusted), and RCAF-5 for
the first quarter 2003 are shown in Table A of the Appendix to this decision. Table B shows the third
quarter 2002 index and the RCAF calculated on both an actual and a forecasted basis. The difference
between the actual calculation and the forecasted calculation is the forecast error adjustment.
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STB Ex Parte No. 290 (Sub-No. 5) (2003-1)

Both the RCAF (Adjusted) and the RCAF-3 are currently calculated using a moving
S-year average of productivity change for U.S. Class I railroads. An average productivity change rate
of 1.042 (4.2% per year) for the period 1997-2001 is cumrently used for both the RCAF (Adjusted)
and the RCAF-5.

We have examined AAR's calculations for compliance with our procedures and find that the
first quarter 2003 RCAF (Unadjusted) is 0.996, a decrease of 0.4% from the fourth quarter 2002
RCAF of 1.000. The RCAF (Adjusted) is 0.512, a decrease of 1.3% from the fourth quarter 2002

RCAF (Adjusted) of 0.519. The RCAF-5 is 0.495, a decrease of 1.4% from the fourth quarter 2002
RCAF-5 of 0.502.

This decision will not significantly affect the quality of the nman environment or the
conservation of energy resources.

Pursuant to 5 U.S.C. 605(b), we conclude that our action will not have a significant economic
impact on a substantial number of small entities within the meaning of the Regulatory Flexibility Act.

AUTHORITY: 49 U.S.C. 10708.
It is ordered:

1. The Board has approved the first quarter 2003 Rail Cost Adjustment Factor
(Unadjusted) of 0.996; RCAF (Adjusted) of 0.512; and RCAF-5 of 0.495.

2. Notice of this decision will be published in the Federal Register

3. The effective date of this decision is January 1, 2003.

By the Board, Chairman Nober, Vice Chairman Burkes, and Commissioner Morgan.

Vemon A. Williams
Secretary
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STB Ex Parte No. 290 (Sub-No. 5) (2003-

TABLE A
Ex Parie No. 290 (Sub-No. 5) (2003-1)
All Inclusive Index of Railroad Input Costs

1)

APPENDDIY

inT INDEX COMPONINT 00 FOURTH QUARTER FIRST QUARTER
NoO. WEIGHTS 2002 FOPECAST 2033 FORECAST
1 Lagm 37.8% 2786 269.7
2 Fuet 5% 1035 10037
3 MaTERIALS #ND SurrLies 4.6% 1456 1452
4 EQUPMENT RENTS 18.5% 1753 1752
3 Dexeciaton 0.6% 1297 1336
6 INTEREST 3.8% 98.8 985
7 Onrer ews . 2% 1602 1622
R WENNTED AveRace n0.0% 528 1932
9 Lmxed inoew 1859 1906
10 PRELAGMNARY RAML (ST ADILSTMENT FACTOR - 989 ) 902
i FORECAST ERROR ADRSTMENTS 001t 2.004
2 RCAF{UNaDassTED) (Love i+ Love L) 1.000 9%
[X) RCAF{ADIUSTED) one 0512
14 RCAT-$ 0502 2495

1 “Other ltems" is a combination of Purchased Services, Casualtizs and tasurance, Genersl and Administrative, Other
Taxzs, Loss and Damage, and Special Charges, price changes for all of which are measured by the Producer Price Index for Industrial
Comtnvudites Less Fuel and Relaizd Products ard Power.

2 Lirking is necessitated by a change to the 2001 weights beginaing with the fourth quarter 2002. Ths following fonnula
was used for the current quarter’s index:

1* Qr. 2003 Index
{2001 Weights)  Times 4*Quartsr Linked Index  Equals  Linked Index
47 Qr. 2002 Index (1930 = 100 Linked) (Cusent Quarter)

{2001 Weights)
Or
1832 X 1899 =190.6
192.5

3 The first quarter 2003 RCAF was rebased wsing the October I, 2002, level of 192.1 in dancs with the requi
of the Staggers Rail Act of 1980 (10/1/02 = 1.00).

* The fit quarter 2003 forecast error adjusement was calculated as follows: a. Thisd quarter 2002 RCAF calculated vsing
forzcasted data equals 96.6; b. Third quarter 2001 RCAF calculated using actual data equals 97.0; c. The diffzrence squals the farccast
errer {b-a) of 0.4, Because the actual third quarter value is greater thaa the forecast vaiue, the differeccs is added to the pedliminary
RCAF.

5 The first quarter 2005 RCAF Adjusted (0.512) is caleuiated by dividing the first quarter 2603 RCAF Unadjustad (0.996)
by the first quanter productivity agjustusat factor of 1.5466. The jirst quarter 2003 productivity adjustment factor is calculated by
multiplying the fourd quarter 2002 producrivity adjustment factor of 1.9268 by the fourth reot {1.8103) of the 1996-2000 aenual
average productivity growth mate of 1.642%.

€ The first quareer 2683 RCAF-S (0.495) is calcniated by dividing the 7irst quarter 2063 RCAF Upadjusied {3.56€) by the
first quaries productivity adjustmect facter-3 {PAF-5) of 2.0126. The first quanter 2003 procustivity agustment factar is calculatad
oy meltiplying the fountk quarier 2002 PAF-35 of 1.9921 by the funth reot (1.0103} of the 1996-2000 apauat averagz proguctvine
growtt ratz of 1.042% -

(V5]
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STB Ex Parie No. 290 (Sub-No. 5} (2003-1)

APPENDIX
TABLE B
Ex Parte No. 290 (Sub-Ne. 5) (2003-1)
Comparison of Third Quarter 2002 Index
Calculated on Both a Forecasted apd ar Actual Basis
Line INDEX 2000 THIRD QUARTER THIRD QUARTER
No. COMPONENT WEIGHT 2002 FORECAST 2002 AcTuaL
1 LABOR 36.5% 2571 2571
2 FueL 10.7% 94.4 915
3 MATERIALS AND SUPPLIES 4.8% 1499 1499 :
4 EQuiPMENT RENTS 11.1% 177.0 1774 :
5 DEPRECIATION 10.2% 149.7 149.7
6 INTEREST 4.6% 108.8 108.8
7 OTHER ITEMS 22.1% 160.1 160.5 :
8 WEIGHTED AVERAGE . 100.0% 186.4 186.3 §
9 LINKED INDEX 185.6 186.4
10 Rai CosT ADJUSTMENT FACTOR 96.6 97.0
5031




STB Ex Parte Ne. 290 (Sub-No. 5) (2003-1)

TABLE C

Rebasing the Denominator of the RCAF
to the Fourth Quarter 2002 Level !

Quarter 2002 Forecast Error (Line 1 plus Line 4)

1. | Fourth Quarter 2002 Linked Index 189.9

2. | Second Quarter 2002 Linked Index 1864
Calculated Using Actual Data

3. | Second Quarter 2002 Linked Index 1842
Calculated Using forecasted Data

4 | Difference 22

5. | Fourth Quarter 2002 Linked Index Adjusted for Second 192.1

* The actual and forecasted second quarier 2002 indices were rebased to adjust for forecast

APPENDIX

error i the rebasing of the denominator of the RCAF to the fourth quarter (10/1/02) level. Line five of
this table (192.1) is the new denominator to be used iu calculating the quarierly RCAF.

3
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33034 SERVICE DATE - SEPTEMBER 20, 2002

SURFACE TRANSPORTATION BOARD

Decision
STB Ex Parte No. 290 (Sub-No. 5) (2002-4)
QUARTERLY RAIL COST ADJUSTMENT FACTOR
Decided: September 19,2002
In Railroad Cost Recovery Procedures, 1 1.C.C.2d 207 (1 984), the Interstate Commerce

Commission (ICC) outlined the procedures for calculating the all-inclusive index of raflroad input prices
and the method for computing the rail cost adjustment factor (RCAF). Under the procedures, the
Association of American Railroads (AAR) is required to calculate the index on a quarterly basis and

submit it on the fifth day of the last month of each calendar quarter. In Railroad Cost Recovery
Procedures, 3 1.C.C.2d 434 (1989), affd sub nom. Edison Flectric Institute, et al. v. JCC, 969 F.2d |

1221 (D.C. Cir. 1992), the ICC adopted procedures that require the adjusiment of the quarterly index
for a measure of productivity.

The provisions of 49 U.S.C. 16708 direct the Surface Transportation Board (Board) to
continue to publish both an unadjusted RCAF and a productivity-adjusted RCAF. In Productivity
Adjustment-Implementation, Ex Parte No. 290 (Sub-No. 7) (STB served Oct. 3, 1996), the Board
decided to publish a second productivity-adjusted RCAF called the RCAF-5. Consequently, three
indices are now filed with the Board: the RCAF (Unadjusted), the RCAF (Adjusted), and the RCAF-
5. The RCAF (Adjusted), which reflects national average productivity changes as originally developed
and applied by the ICC, is currently based on a 3-year moving average. The RCAF-5 reflects national
average productivity changes as if a S-year moving average had been applied consistently from the
productivity adjustment's inception in 1989.

_ The index of railroad input prices, RCAF (Unadjusted), RCAF (Adjusted), and RCAF-5 for
the fourth quarter 2002 are shown in Table A of the Appendix to this decision. Table B shows the
second quarter 2002 index and the RCAF calculated on both an actual and a forecasted basis. The
difference between the actual calculation and the forecasted calculation is the forecast emor adjustment.

The Board's rules mandate that the weights for each major cost component of the all-inclusive
cost index, on which the RCAF is based, be updated annually in order to reflect the changing mix of
index components. The procedure also requires the wages and supplement rates used in the labor
index to be rebenchmarked in the fourth quarier of each year. See Railroad Cost Recovery
Procedures, 364 1.C.C. 841 (1981). The weights used by the AAR are based on

5033
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STB Ex Parte No. 290 (Sub-No. 5§ {2002-4)

+he distrbution of Taitway expenses for the vear 2001. Similarly, AAR has ussd wage and
supplement data for the year 2001 to calculate hourly labor rates that reflect the changing mix of
employees. We have reviewed the reweighting and rebenchmarking calculations performed by AAR,
and we find that they comply with the prescribed method.

Both the RCAF (Adjusted) and the RCAF-5 ate currently calculated using a moving
5-year average of productivity change for U.S. Class I railroads. An average productivity change rate
of 1.042 (4.2% per year) for the period 1996-2000 is currently used for the RCAF (Adjusted). In
accordance with Ex Parte No. 290 (Sub-No. 7), supra, the RCAF-5 will continue to use the 1995-
1999 average productivity change rate of 1.028 (2.8%) until January 1, 2003.

We have examined AAR's calculations for compliance with our procecures and find that the
fourth quarter 2002 RCAF (Unadjusted) is 1.108, an increase of 4.3% from the third quarter 2002
RCAF of 1.062. The RCAF (Adjusted) is 0.575, an increase of 3.2% from the third quarter 2002
RCAF (Adjusted) of 0.557. The RCAF-5 is 0.556, an increase of 3.5% from the third quarter 2002
RCAF-5 of 0.537.

This decision will not significantly affect the quality of the human environment or the
conservation of energy resources.

Pursuant to 5 U.S.C. 605(b), we conclude that our action will not have a significant economic
impact on a substantial number of small entities within the meaning of the Regulatory Flexibility Act.

AUTHORITY: 49 U.S.C. 10708.

It is ordered:

1. The Board has approved the fourth quarter 2002 Rail Cost Adjustment Factor
(Unadjusted) of 1.108, RCAF (Adjusted) of 0.575, and RCAF-5 of 0.556.

2. Notice of this decision will be published in the Federal Register.

3. The effective date of this decision is October 1, 2002.

39}
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STB Ex Parie No. 290 (Sub-No. 5) (2002-4)

By the Board, Chairman Morgan and Vice Chairman Burkes.

Vemon A. Williams
Secretary
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STB Ex Parte No. 290 (Sub-No. 3) (2002-4)

APPENDIX
TABLE A
Ex Parte No. 290 (Sub-No. 2} (2002-4)
All Inclusive Index of Railread Input Costs
LNe INDEX COMPONENT 001 THIRE QUARTER FOURTH QUARTER

No. WEGHTS 2302 FDRECAST 2002 FOGRECAST

1 Lacos IR% 2574 267.6

b4 FusL 10.5% %4 1035

3 MATEIALS AND SUPPLIES 6% e 1486

4 EqueMExT REnrs 5% 177.0 1759

s DemeaaTon 10.6% 1497 119.7

6 INTEREST 3R% 08.8 %6

7 Goer e 2% 160.3 1602

2 WEGHTED AVERAGE 10.0% : ®et 1925

9 LSED INDER 185.6 ’ 1889

0 PRELAINARY Raxt CosT AouusTienT Factor s w1z 109.6

n Fanzcast Exnon Apnsmany » . 2010 : 0012

12 RCAF(Unappsten; (LiNe 10+ Live 1) 1.062 LIDR

3 RCAF{Appsizgy: . 0557 0.575

id RCAF-5s 0537 0556

i *Qnhzer ltsens” is a2 combination of Purchased Servicss, Casualtiss ané § General and Admini ive, Other

Taxes, Loss and Damage, and Special Charges, price changes for all of which are measured by the Producer Price fndex for todustrial
Commoditics Less Fuel and Related Products and Power.

. 2 Linking is nzcessitated by 2 change to the 2000 weights beginning with the fourth quarter 2002. The following formula
was used for the current quarter’s index:
4™ Qr. 2002 Index
(2091 Weights) =~ Timss 3 Quarner Ligked lndex  Equals Linked lodex
3% Qr. 2002 Index (1980 = 100 Linked) (Current Quartes)
(2000 Weights)
Or
19235 X 1856 =189.9
188.1

* The firse quarter 1998 RCAF was rebased using the October 1, 1997, level of 173.24n d: with the
of thé Suaggers Rall Act of 1980 (10/1/97 = 1.06).

&l

* The fourth quarter 2002 forecast error adjustment was calculated 2s follows: a, Second quarter 2002 RCAF calculated
using farecasted datz equals 10€.4; b. Second quaster 2002 RCAF calcuiatzd using actual data equals 167.6; c. The difference equals
the forecast eror (b-3} of 1.2 Since the actual second quarter value is grester tham the forecast value, the differencs is added to the
preliminary RCAF.

5 The fourt: quanar 2002 RCAF Adjust:.d (2.575) is calewlated by dividny the fourth quarter 2002 RCAF Uradjustsd
{L.108) by dhe fourth quarter productivity adjustmeat factor of 1.9268. The fourth quaster 2002 productivity adjustment factor is
caiculated by wrhtiplying the tird cuarter 2052 productivity adjusumest factor of 1.5072 oy the fourth root (1.0103) of the 199€-
2009 zroual average productivity erenth rats of 1.042%.

° The fourth quanzr 2002 RCAF-5 {0556} is calcutated by dividing th2 fourth quarter 2002 RCAF Unadivsied (1.108) by
thz fourds quarter productivity adjusupent fasior-5 {PAF-5) of 1.5921. Tte fourth quarter 3002 productivity adjustment facter is
caleulated by muitiziyicg the third quaster 2061 PAF-5 of 1.5784 by the foustk root (LCCS9Y of the i135-1959 zenual avarage
productivity growds ra of 1.028%. ’
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STB Ex Parie No. 290 (Sub-No. 5) (2002-4)

APPENDIX
TABLE B
Ex Parte No. 290 (Sub-No. 5) (2002-4)
Comparison of Second Quarter 2002 Index
Calculated on Both a Forecasted and an Actual Basis

Line INDEX ‘ 2006 SECOND QUARTER SECOND QUARTER
No. COMPONENT WeiGHT 2002 ForRECAST 2002 ActuaL
1 LABOR 36.5% 2573 2573

2 FueL 10.7% 82.5 91.6

3 MATERIALS AND SUPPLIES 4.83% 150.0 1500

4 EqQuipMENT RENTS 11.1% 176.6 1774

5 DEPRECIATION 10.2% 149.7 1499

6 INTEREST 4.6% 108.8 1088

7 OTHER ITEMS 22.1% 1592 160.2

8 WEIGHTED AVERAGE 100.0% 185.0 186.3

9 Linkep INDEX 7 1842 1864

10 RaiL Cost ADJUSTMENT FACTOR 1064 107.6

5
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32368 SERVICE DATE - DECEMBER 20, 2001
E .

SURFACE TRANSPORTATION BOARD
Decision
STB Ex Parte No. 290 (Sub-No. 5) (2002-1)
QUARTERLY RAIL COST ADJUSTMENT FACTOR
Decided: December 19, 2001

In Railroad Cost Recovery Procedures, 1 1.C.C.2d 207 (1984), the Interstate Commerce
Commission (ICC) outlined the procedures for calculating the all-inclusive index of railroad
input prices and the method for computing the rail cost adjustment factor (RCAF). Under the
procedures, the Association of American Railroads (AAR) is required to calculate the index ona
quarterly basis and submit it on the fifth day of the last month of each calendar quarter. In
Railroad Cost Recovery Procedures, 5 1.C.C.2d 434 (1989), aff'd sub nom. Edison Electric
Institute, et al. v. ICC, 969 F.2d 1221 (D.C. Cir. 1992), the ICC adopted procedures that require
the adjustment of the quarterly index for a measure of producttvity.

The provisions of 49 U.S.C. 10708 direct the Surface Transportation Board (Board) to
continue to publish both an unadjusted RCAF and a productivity-adjusted RCAF. In
Productivity Adjustment-Fmplementation, Ex Parte No. 290 (Sub-No. 7) (STB served Oct. 3,
1996), the Board decided to publish a second productivity-adjusted RCAF called the RCAF-5.
Consequently, three indices are now filed with the Board: the RCAF (Unadjusted), the RCAF
(Adjusted), and the RCAF-5. The RCAF (Adjusted), which reflects national average
productivity changes as originally developed and applied by the ICC, is currently based on a 5-
year moving average. The RCAF-5 reflects mtional average productivity changes as if a 5-year
moving average had been applied consistently from the productivity adjustment's inception in
1989.

The index of railroad input prices, RCAF (Unadjusted), RCAF (Adjusted), and RCAF-5
for the first quarter 2002 are shown in Table A of the Appendix to this decision. Table B shows
the third quarter 2001 index and the RCAF calculated on both an actual and a forecasted basis.
The difference between the actual calculation and the forecasted calculation is the forecast error
adjustment.

Both the RCAF (Adjusted) and the RCAF-5 are currently calculated using 2 moving
S-year average of productivity change for U.S. Class I railroads. An average productivity
change rate of 1.028 (2.8% per year) for the period 1993-1999 is currently used for both the
RCAF (Adjusted) and the RCAF-3. -

We have examined AAR's calculations for compliance with our procedures and find that
the first quarter 2002 RCAF (Unadjusted) is 1076, a decrease of 0.2% from the fourth quarter
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STB Ex Parte No. 290 (Sub-No. 5) (2002-1)

2001 RCAF of 1.078. The RCAF (Adjusted) is 0.576, a decrease of 0.9% from the fourth

quarter 2001 RCAF (Adjusted) of 0.581. The RCAF-5 is 0.531, a decrease of 0.9% from the
fourth quarter 2001 RCAF-5 of 0.556.

This decision will not significantly affect the quality of the buman environment or the
conservation of energy resources.

Pursuant to 5 U.S.C. 605(b), we conclude that our action will not have a significant
economic impact on a substantial number of small entities within the meaning of the Regulatory

Flexibility Act.

AUTHORITY: 49U.S.C. 10708.

Itis ordered:

1. The Board has approved the first quarter 2002 Rail Cost Adjustment Factor
(Unadjusted) of 1.076, RCAF, (Adjusted) of 0.576, and RCAF-5 of 0.551.

2. Notice of this decision will be published in the Federal Register.

3. The effective date of this decision is January 1, 2002.

By the Board, Cﬂéiﬁmn Morgan, Vice Chairmin Clyburn, and Commissioner Burkes. ' i

Vemon A. Williams
Secretary
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STB Ex Parte No. 290 (Sub-No. 5)(2002-1}

APPENDIX

TABLE A
Ex Parte No. 296 (Sub-No. 5} (2062-1)
AH Ipclusive Index of Railroad Inp ut Costs

Lme INDEX COMPORENT 0 T s et

NoO. WEIGRTS :
1 Lanaa 183% 2550 603
2 FrEL 0.7 1085 874
2 Matzrrats WD SirrLess 48% 153.% 1558
4 EqoirszvT RaNS nI1% 1792 1739
3 DEPaECIATION 102% 1500 15a1
6 Terzazsr L.6% 1088 1082
T Orreabyeuy A% 1602 1592
3 V/ZIGRTEDAVERAGE 1€0.0% 1839 187.2
9 Uwrgowoex® 186.1 1864
10 PagLivnaay Ran Cost ApJusTuentFacror’ . 1073 107.6
H Foazcast Exgor Apustuene . . 0.004 0.600
)7 RCAF {tnaprosrsu) (Uinwe 107 Lz 1) 1.078 1.076
[3] ) RCAF {Aurustzo) 0.381 Q576
14 RCAF-5* 0.556 0.551

1 *Qtber ltems® is 2 combinaton of Purchased Sarviccy, Casualtis end Insurance, Geazral and Adminswative, Other Taxes, Losy and
Dsmage, £nd Special Charges, price changes for al) of which ar mcasured by the Producer Price Index for lndustris]l Commoditics Less Fueland
Relatcd Products and Power.

2 Linking is ncecssizatd by 2 change to the 1999 weights begioning with the fourth quartes 2001, The following formula was ussd
for the cumcas quarer’s index:
P*Qr. 2002 Index
(2000 Wcights)  Times 4 Quarter Lioked Index  Equals Linked Index
4" Qr. 2001 Tadex (1930 = 100 L inked} {Currcnt Quarter)
(2000 W cights)
° Or
1372 X 1361 =1864
186.9

3 The firstquartce 1995 RCAF was tebascd using the Octubec 1, 1997, levd of 173.2 in acordance with he requiremens of the
Staggers Rail Actof 1980 (10/1/97 = 1.00).

4

* The firss quarcr 2002 forceast crroc adjusment was calculsted as follows: a.Third querter 2001 RCAF caleulated usiag forccasted
dawa cquzls 107.9; b. Third quartcr 2001 RCAE calculaed using actuei daza cqeals 107.9; c. Toc differcn ce cqu iy the forcez st ceror {b-z) of 0.0
Siace Ge actpal

whid quarsr valwe is she yame as 9e forceast valie, there is no change 1oths pradiminzy RCAF.

> The firstquancr 2002 RCAF Adjuseed (0.576} is caleviaid by dividing tic fintquarter 2002 RCAF Unadjusted (1.076) by the
fizst quarier productiv iry adjusts: eac fastor of {.8¢86. The first quarter 2
quarter Z0¢1 produstivity adjustmen: factor of 13358 by the forrd roos {1.0065)of the 1395-1999 zanualaverage preductvity gowth raic of
1028%. ’ .

2 prodactivity a djessme nt facior is ¢ zleulated by mu liplying the rfounth

€ Toc fiest quar:er2002 RCAF-3 (6.371) is calechicd by dividing tac fint quarier 2062 RCAF Unadjusied (1.07
produc tivity adjus iment facior-3 {PAT-5) of 1.9513. The first quarsar 2002 produ - 2djustment factor is salcu tarcd 2y multipiying the fourd
quarter 2001 PAF-3 of 12375 by the fourd roor (1.0069) of the 19$5-1939 annualeverzge producivity growth catc of 1028%.

) by the first quaree

-
2
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STB Ex Parte No. 290 {Sub-Ne. 3) (2002-1)

APPENDIX
TABLEB
Ex Parte No. 290 (Sub-No. 5) (2002-1)
Comparison of Third Quarter 2601 Index
Caiculated on Both a Forecasted and an Actual Basis

Line INDEX 1999 THIRD QUARTER THIRD QUARTER
No. COMPONENT WEIGHT 2001 FoRECAST 2001 ActuaL

i LABOR 39.3% 256.3 2563

2 FueL 7.1% 1083 1013

3 MATERIALS AND SUPPLIES 5.3% 155.8 1558

4 EQUIPMENT RENTS 11.4% 177.8 177.7

5 DEPRECIATION 10.6% 1502 150.0

6 INTEREST 4.6% 94.9 94.9

7 OTHER ITEMS 21.7% 161.2 160.2

8 WEIGHTED AVERAGE 100.0% 1922 191.5

9 LINKED INDEX 186.9 186.8

10 Ra1L CosT ADJUSTMENT FACTOR 10729 . 1079
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SURFACE TRANSPOR‘TATION BOARD
Decision
STB Ex Parte No. 290 (Sub-No. 5) (2001-1)
QUARTERLY RAN. COST ADJUSTMENT FACTOR
Decided: December 19, 2000

In Railroad Cost Recovery Procedures, 1 1.C.C.2d 207 (1984), the Interstate Commerce
Commission (ICC) outlined the procedures for calculating the all-inclusive index of railroad
input prices and the method for computing the rail cost adjustment factor (RCAF). Under the
procedures, the Association of American Railroads (AAR) is required to calculate the index on a
quarterly basis and submit it on the fifth day of the last month of each calendar quarter. In
Railroad Cost Recoverv Procedures, 5 1.C.C.2d 434 (1989), affd sub nom. Edison Electric
Institute, et al. v. ICC, 969 F.2d 1221 (D.C. Cir. 1992), the ICC adopted procedurtes that require
the adjustment of the quarterly index for a measure of productivity. i

i

The provisions of 49 U.S.C. 10708 direct the Surface Transportation Board (Board) to

continue to publish both an unadjusted RCAF and a productivity-adjusted RCAF. In
Productivity Adjustment-Implementation, Ex Parte No. 290 (Sub-No. 7) (STB served Oct. 3,

1996), the Board decided to publish a second productivity-adjusted RCAF called the RCAF-5.
Consequently, three indices are now filed with the Board: the RCAF (Unadjusted), the RCAF
(Adjusted), and the RCAF-3. The RCAF (Adjusted), which reflects national average -
productlwty changes as originally developed and applied by the ICC, is currently based on a 5-
year moving average. The RCAF-5 reflects national average productivity changes as if a a-year
moving average had been applied consistently from the productivity adjustment's inception in
1989.

The index of railroad input prices, RCAF (Unadjusted), RCAF (Adjusted), and RCAF-5
for the first quarter 2001 are shown in Table A of the Appendix to this decision. Table B shows
the third quarter 2000 index and the RCAF calculated on both an actual and a forecasted basis.
The difference between the actual calculation and the forecasted calculation is the forecast error

adjustment. ' 3

The Board's rules mandate that the weights for each major cost component of the all- o
inclusive cost index, on which the RCAF is based, be updated annually in order to reflect the o
changing mix of index components. The procedure also requires the wages and supplement rates
used in the labor index to be rebenchmarked in the fourth quarter of each year. See Railroad
Cost Recovery Procedures, 364 LC.C. 841 (1981). The expenses used by AAR to calculate the
updates are based on the railroads’ 1999 operating expenses. We have reviewed the revised
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STB Ex Parte No. 290 (Sub-No. 5) (2001-1)

rewsighting and rebenchmarking caiculations performsed by AAR, and we find that they comply
with the prescribed method.

We note that in October of this year, CSX Transportation revised its 1999 R-1 Annual
Report to reflect its new financial reporting system. Those revisions produced very minor
changes in the weights used to calculate the all-inclusive index, but somewhat more meaningful
changes in the benchmark for health and welfare benefits. Cumulatively, the changes result in a
lower labor index and a slightly lower (105.6 instead of 105.9) preliminary RCAF. This also
means that the decision issued on September 20, 2000, slightly overstated the RCAF calculations
for that period. We believe that this overstatement should be corrected using the agency’s
forecast error adjustment procedure for the second quarter 2001 RCAF figures. Although the
situation here is not exactly what the JCC had in mind when it first established the forecast error
adjustment procedure, we believe the procedure represents the best available method for
correcting this slight overstatement. '

Both the RCAF (Adjusted) and the RCAF-5 are currently calculated using a moving
S-year average of productivity change for U.S. Class I railroads. An average productivity
change rate of 1.035 (3.5% per year) for the period 1994-1998 is currently used for the RCAF
(Adjusted). In accordance with Ex Parte No. 290 (Sub-No. 7), supra, the RCAF-5 will alsouse
the 1994-1998 average productivity change rate of 1.035 (3.5%) until January 1, 2002.

We have examined AAR's calculations for compliance with our procedures and find that
the first quarter 2001 RCAF (Unadjusted) is 1.085, an increase of 2.2% from the fourth quarter
2000 RCAF of 1.062. The RCAF (Adjusted) is 0.597, an increase of 1.4% from the fourth
quarter 2000 RCAF (Adjusted) of 0.589. The RCAF-5 is 0.574, an increase of 1.2% from the
fourth quarter 2000 RCAF-5 of 0.567.

x
X

Gwile il

This decision will not significantly affect the quality of the human environment or the
conservation of energy resources.

Pursuant to 5 U.S.C. 605(b), we conclude that our action will not have a significant
economic impact on a substantial number of small entities within the meaning of the Regulatory
Flexibility Act.

" AUTHORITY: 49 U.S.C. 10708.

It is ordered:

wlfudiind,

1. The Board has approved the first quarter 2001 Rail Cost Adjustment Factor
(Unadjusted) of 1.085, RCAF (Adjusted) of 0.597, and RCAF-5 of 0.574.
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STB Ex Parte Ne. 290 (Sub-No. 5) (2001-1)
2. Notice of this decision wili be published in the Federal Register.
3. The effective date of this decision is January 1, 2001

By the Board, Chairman Morgan, Vice Chairman Burkes, and Commissioner Clybum.

Vernon A. Williams
Secretary
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STB Ex Parie No. 250 (Sub-No. 3) {2001-1)

APPENDIX
TABLEA
Ex Parte No. 290 {(Sub-No. 3} (2001-1)
All Inclusive Index of Railroad Input Costs

LinE INDEX COMPONENT 1999 FOURTH QUARTER FIRST QUARTER

No. WEIGHTS 2000 FORECAST 2001 FORECAST
1 LaBOR 39.3% 2458 2544
2 Futl 7.1% 1234 i29.7
3 MATERIALS AND SUPPLIES 5.3% 1501 1487
4 EQUIFMENT RENTS 11.4% 174.2 174.7
5 DepreCIATION 10.6% 1503 1303
.6 INTEREST 4.6% 94.9 949
7 OTHER ITEMS® 2:.7% . 160.3 1610
s - ‘WEIGHTED AVERAGE 100.0% 188.1 1922
9 Linkep INDEX? 182.9 136.9
10 PRELIMINARY RAIL COST ADJUSTMENT FACTOR " __ . 105.6 167.9
n FORECAST ERROR ADJUSTMENT® 0.003 0.006
12 RCAF (UnapJustep) (LINE 10+ Lins 11) . 1.062 1.085
13 RCAF (Apsustep) 0.589 0,597
i4 RCAF-5" . 0.567 0.574

<

7
2

1 The 1999 weights were revised to reflect the revised 199 CSX Transportation R-1 Annual Report.

2 "Other Iterns™ is a2 combination of Purchased Scrvices, Casualties and Insurence, General and Administrative, Other Taxes, Loss
and Damage, and Special Charges, price changes for all of which are measured by the Producer Price Index forIndustrial Cornmoditizs Less
Fuel and Related Prodncts and Power.

3 Linking is necessitated by a change to the 1999 weights beginning with the fourth quanter 2000. The foliowing formula was used
for the current quarter's index:
1" Qr. 2001 Index
(1999 Weiphts) = Times 4ik Quarter Linked Index  Equals  Linked Index
4" Qr. 2000 Index (1980 = 100 Lin ked) {Current Quarier)
(1995 Weights}

1922 X 182.9 =186.9
188.1

* The first quartr 1998 RCAF was wcbascd usiog the Ocwber 1, 1997, level of 173.2 in accordznce witk the roquirements of the
Staggers Rail Actof 1930 (10/1/97 = 1.00).

5 The first quarer 2001 forecasterror edjustment was calculated as fellews: 0. Third quarter 2000 RCAF celculated using
forecasted data oquals 104.8; b. Thixd quarter 2000 RCAF czlculated using acmal data equals 105.4; c. The differecce equals the forecast emror
(b-2) cf 0.6. Since the actez] seconé guanter value is greaier than the foreczst, (he difference is added 10 the preliminary RCAF.

5 The first quarer 2001 RCAF Adjused (0.597) is cekulatzd by dividing the first quarter 2001 RCAF Unadjusted (1.083) by the
first quartez productivity adjustment fzcior of 1.8180. The first quarst 2001 productivityadjustment fzctoris calculzted by mutiplying the
fourth gnarter 2000 productivity adjusmen: fecter of1.8025 by the fourth reet (1.0086€) of the 1994-199S annval averzgs preduciivity growth
rate of 1.035%. ’ ’

? The first quarter 2001 RCAF-5 (0.574) is calculated by dividing the first quarter 2001 RCAF Uradiusted (1.083) by the st

quarter productivity adjustment fzcer-3 (PAF-3) of 1.8888. The drst guasier 2001 productivity zdjusment f2cior s cakulz uliplying
tee fourth quarier2000 PAF-3 of 1.8727 by the Zourth rect(1.0086) of the 19041998 oraval everage produciivity srowhr i L033%.
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STB Ex Parte No. 290 {Sub-No. 33 (2001-1)

APPENDIX
TABLE B
Ex Parte No. 296 (Sub-No. 5) (2001-1)
Comparison of Third Quarter 2000 Index
Calculated on Both a Forecasted and an Actual Basis

Line INDEX 1998 THIRD QUARTER THIRD QUARTER
No. COMPONENT WEIGHT 2000 FORECAST 2000 ActuaL

1 Lasor 399% | 2457 2457

2 FusL 7.0% 98.7 1082

3 MATERIALS AND SUPPLIES 5.5% 147.6 1476

4 EqQuirMENT RENTS 10.8% 175.0 175.0

5 4 DEPRECIATION 10.6% 150.2 150.2

6 INTEREST 4.8% 98.0 98.0

7 OTHER ITEMS 21.4% 1613 159.9

8 WEIGHTED AVERAGE 100.0% ’ 187.1 1875

9 LINkeD INDEX 181.6 182.5

10 RaIL CosT ADIUSTMENT FACTOR 104.8 1054

L
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30679 SERVICE DATE - DECEMBER 20, 1999

SURFACE TRANSPORTATION BOARD
Decision
STB Ex Parte No. 290 (Sub-No. 5) (2000-1)
QUARTERLY RAIL COST ADJUSTMENT FACTOR
Decided: December 17, 1999

In Railrgad Cost Recovery Procedures, 1 1.C.C.2d 207 (1984), the Interstate Commerce
Commission (ICC) outlined the procedures for calculating the all-inclusive index of railroad input
prices and the method for computing the rail cost adjustment factor (RCAF). Under the procedures,
the Association of American Railroads (AAR) is required to calculate the index on a quarterly basis
and submit it on the fifth day of the last month of each calendar quarter. In Railroad Cost Recovery
Procedures, 5 1.C.C.2d 434 (1989), aff'd sub nom. Edison Electric Institute. etal v. ICC, 969 F.2d
1221 (D.C. Cir. 1992), the ICC adopted procedures that require the adjustment of the quarterly
index for a measure of productivity.

The provisions of 49 U.S.C. 10708, which were recently revised by the ICC Termination
Act 0f 1995, Pub. L. No. 104-88, 109 Stat. 803, direct the Surface Transportation Board (Board) to
continue to publish both an unadjusted RCAF and a productivity-adjusted RCAF.! In Productivity
Adjustment-Implementation, Ex Parte No. 230 (Sub-No. 7) (STB served Oct. 3, 1996), the Board
decided to publish a second productivity-adjusted RCAF called the RCAF-5. Consequently, three
indices are now filed with the Board: the RCAF (Unadjusted), the RCAF (Adjusted), and the
RCAF-5. The RCAF (Adjusted), which reflects national average productivity changes as originally
developed and applied by the ICC, is currently based on a 5-year moving average. The RCAF-5
reflects national average productivity changes asif a 5-year moving average had been applied
consistently from the productivity adjustment's inception in 1989.

The index of railroad input prices, RCAF (Unadjusted), RCAF {Adjusted), and RCAF-5 for
the first quarter 2000 are shown in Table A of the Appendix to this decision. Table B shows the
third quarter 1999 index and the RCAF calculated on both an actual and a forecasted basis. The
difference between the actual calculation and the forecasted calculation is the forecast error
adjustment.

Both the RCAF (Adjusted) and the RCAF-5 are currently calculated using a moving
5-year average of productivity change for U.S. Class I railroads. An average productivity change
rate of 1.057 (5.7% per vear) for the period 1993-1997 is currently used for both the RCAF
{Adjusted) and the RCAF-5.

 The RCAF provisions of former section 107072 were revised and redestgaated as 49 U.S.C. 10708.
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STB Ex Parte No. 290 (Sub-No. 5) (2000-1)

We have examined AAR's calculations for compliance with our procedures and find that the
first quarter 2000 RCAF (Unadjusted) is 1.043, an increase of 3.2% from the fourth quarter 1999
RCAF of 1.011. The RCAF (Adjusted) is 0.594, an increase of 1.7% from the fourth quarter 1999
RCAF (Adjusted) of 0.584. The RCAF-3is0.581, an increase of 1.8% from the fourth quarter

1999 RCAF-5 0f 0.571.

This decision will not significantly affect the quality of the human environment or the
conservation of energy resources.

Pursuant to 5 U.S.C. 605(b), we conclude that our action will not have a significant
economic impact on a substantial number of small entities within the meaning of the Regulatory .
Flexibility Act. :

AUTHORITY: 49 U.S.C. 10708.
Itisordered:

1. The Board has approved the first quarter 2000 Rail Cost Adjustment Factor
(Unadjusted) of 1.043, RCAF (Adjusted) 0f0.594, and RCAF-5 of 0.581.

2. Notice of this decision will be published in the Federal Register.

3. The effective date of this decision is January 1, 2000.

By the Board, Chairman Morgan, Vice Chairman Clyburn, and Commissioner Burkes.

Vernon A. Williams
Secretary

htioi 3
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STB Ex Parte No. 290 (Sub-No. 3) (2000-1)

APPENDIX
TABLE A
Ex Parte No. 290 (Sub-Ne. 5) (2000-1)
Al Inclusive Index of Railroad Input Costs
LINE INDEX COMPONENT 1998 FOURTH QUARTER FIRST QUARTER
No. WEGHTS 1999 FORECAST 2000 FORECAST
i LazoR 39.9% 2339 242.8
2 FUEL 7.0% 75.9 90.1
3 MATERIALS AND SUPPLIES 5.5% 1483 1463
4 EQUIPMENT RENTS 10.8% 1723 1739
5 DEPRECIATION 10.6% 150.0 150.1
6 INTEREST 4.8% 98.0 980
-3 OTHER HEMS' . 20.4% 1560 - ’ 160.1 i
S ‘WEIGHTED AVERAGE 100.0% 179.4 1849 ;
9 LINKED INDEX* 174.1 179.4
10 PRELMINARY RAIL COST ADJUSTMENT FACTOR ’ 100.5 ’ 103.6
11 FORECAST ERROR ADJUSTMENT* 0.006 0.007
12 RCAF (UNADJUSTED) (LINE 10 + LINE 11) 1.011 1.043
13 RCAF (ADSUSTED) 0.584 0.594
14 RCAF-5¢ 0.571 0.581

it
Lt

1 "Qther Items” is a combination of Purchased Services, Casualties and Insurance, General and Adrninistrative, Other Taxes, Loss and
Damage, and Special Charges, price changes for all of which are measured by the Producer Price Index for Industrial Commodities Less Fuel and
Related Products and Power. l

2 Linking is necessitatad by a change to the 1997 weights beginning with the fourth quarter 1998. The following formula was used for
the current quarter’s index:

15t Qr. 2000 Index
(1998 Weights) =~ Times 4thQr. 1999 Index Equals  Linked Index
4th Qr. 1999 Index (Linked Index) {1980-98 Weights)
(1998 Weights)

Or
1849 X 1741 = 1794

P R

* The first quarter 1998 RCAF was rebased using the October 1, 1997, level of 173.2 in accordancs with the requirzments of the
Staggers Rail Act of 1980 (10/197 = 1.00).

4 The fisst quartar 2000 forecast emror adjusimeént was caleulated as follows: a. Third quarter 1999 RCAF calculated using forecasted
data equais 10C.6; b. Third guarter 1999 RCAF calculated using actual data equals 101.3; c. The difference squals the forecast emor (b-a)of 0.7.
Since the actual third quaster valus is greater than the forecast, the difference is added to the preliminary RCAF.

5 First quareer 2060 RCAF Adjusted (0.594) is calculated by dividing the first quarter 2000 RCAF Unadjusted (1.043) by the first
quarter productivity adjustmen factor of 1.7568. The first quarter 206D productivity adjustment facter is calculated by maltiplying the fourt
quarter 2000 productivity adjustment facter of 1.7325 by the founh root (1.0140) of the 1993 -1997 annual average productivity growth rate of
1.G637%.
¥ Fist quarter 2004 RCAF-5 (0.581)is calculatad by dividing the first quartzr 2000 RCAF Unadiusted (1.043) by the fi;":;q arier
productivity adjustnest factor-3 (PAF-3) of 1.7962. The first quarier 2066 productivity adjustment factor is calculated by mukiplying ike fourth
quarter 1699 PAF-3 of 1.7714 by the fourth root (1.0140) of the 1993-1997 annual average productivity growih rate of 1.957%.
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STB Ex Parte No. 290 (Sub-No. 5) (2000-1)
APPENDIX
TABLE B
Ex Parte No. 290 {Sub-No. 5) (2600-1)
Comparison of Third Quarter 1999 Index
Calculated on Both a Forecasted and an Actual Basis
Line INDEX 1997 THIRD QUARTER THIRD QUARTER
No. COMPONENT WEIGHT 1999 FORECAST 1999 ActuaL ‘
1 LABOR 41.0% 236.0 236.0 y
B |
2 FUEL 8.6% . 66.3 70.7 ‘
3 MATERIALS AND SUPPLIES 5.8% 149.4 149.4
4 EQUIPMENT RENTS 11.1% 172.1 172.8 !
5 DEPRECIATION 10.2% 1486 - 1502
v 6 DNTEREST 3.9% 102.0 102.0
H
7 OTHER ITEMS 19.4% 1554 156.4 j
8 WEIGHTED AVERAGE 179.5 180.3 4
9 LINKED INDEX 174.2 175.4
10 | RAIL CoST ADIUSTMENT FACTOR 100.6 101.3
5050
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