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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB Ex Parte No. 657 (Sub-No. 1)

MAJOR ISSUES IN RAIL RATE CASES

REBUTTAL SUBMISSION OF UNION PACIFIC RAILROAD COMPANY
Union Pacific Railroad Company (“UP”) is filing this rebuttal to address the
various reply comments that have been submitted on the six issues and proposals that the Board
set out in its Notice of Proposed Rulemaking in Ex Parte No. 657 (Sub-No. 1) (STB served Feb.
27,2006) (“NPRAM").
I INTRODUCTION
A. Overview
In its opening comments, UP stressed that the outcome of this proceeding is
critical to whether railroads will be able to address the growing rail transportation needs, and in
particular the growing coal transportation needs, of this country. As we explained in our opening
comments, this proceeding comes at a time when the nation faces a transportation capacity crisis
affecting all transportation modes and all commodities. Resolving this crisis will require
massive new investment in transportation capacity, including rail capacity. The continued
growth in coal demand, in particular, will continue to call for additional investment both to
sustain the rail network and to expand capacity.
No one in this proceeding has disputed the need for more rail capacity investment,

or for more investment in coal capacity in particular. Reflecting this need, the theme of our



comments in this proceeding has been consistent: the Board must ensure that rail rate regulation
does not inappropriately deprive railroads of revenue that could be invested to provide much-
needed capacity additions, or improperly distort market incentives for such investment. This
guiding principle is as important today as when this proceeding began, and we urge the Board to
consider it carefully and implement it in connection with this proceeding.

With the pressing need for additional rail capacity if this nation’s economy is
going to continue to flourish, we use our rebuttal to develop further the positions that we have
consistently taken in our opening and our reply comments on the various proposals that have
been offered for the stand-alone cost (“SAC”) process.

First, we continue to believe that the percent reduction method best reflects the
sound economic principles underlying the Coal Rate Guidelines' and the need for railroads to
differentially price. The new arguments the Coal Shippers present in their reply do nothing to
refute that position.

Second, we further demonstrate that UP’s proposed avoided cost approach to
revenue allocation for cross-over traffic is the only approach fully consistent with contestable
market principles. We also note that the Board’s proposed Average Total Cost (“ATC”) method
is flawed because it relies on arbitrary allocations of costs, that the other approaches that have
been discussed in this proceeding are, like ATC, based on arbitrary allocations of costs, and that

the Coal Shippers offer no valid criticisms of the avoided cost approach.

'. Coal Rate Guidelines, Nationwide, 1 1.C.C.2d 520 (1985) (“Guidelines™), aff’'d sub nom.
Consol. Rail Corp. v. United States, 812 F.2d 1444 (3d Cir. 1987).
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Third, we describe how the Coal Shippers still fail to provide evidence
establishing that stand-alone railroads would realize the productivity gains experienced by real
world railroads.

Fourth, we again explain why the Coal Shippers’ position on movement specific
adjustments to URCS would not improve accuracy, but would increase cost and complexity.

Fifth, we reiterate our support for the 10-year period for analysis and rate
prescription.

Finally, we further discuss how the Board’s proposal for reopening and vacatur of
rate prescriptions is a common-sense and even-handed approach.

Taken as a whole, we believe the proposals by shippers on how the Board should
determine stand-alone costs would result in a SAC process that reduces regulated rates to a level
that will both discourage investment necessary to support the issue traffic and reduce the
revenues available to railroads for investment needed to meet shippers’ transportation demands.
As the current environment of constrained capacity underscores, this would be poor policy and
would thwart the clear Congressional directives to the Board to foster revenue adequacy and the
support of a sound rail transportation system. Ultimately the shippers and the nation’s economy
would suffer as the nation’s rail network becomes even more constrained.

In sum, the Board’s decision in this proceeding will determine the extent to which
the railroads can invest in additional needed capacity to meet customer needs going forward. If
the Board acts consistently with sound market-based principles, preserves the ability of railroads
to engage in differential pricing, and provides for a SAC process that does not introduce

inappropriate distortions into market-based pricing, it will help to ensure that the railroads can



continue to invest in more capacity, in locations where such capacity is valued most highly. Our
nation, which depends on a sound rail transportation network, cannot afford any other result.
B. No Party Has Refuted UP’s Argument That This Proceeding Will Have A

Profound Impact On Railroads’ Ability And Incentive To Invest In Their
Coal Networks.

In its opening submission, UP urged the Board to be mindful of the profound
impact that this proceeding will have on its ability and incentive (and the abilities and incentives
of other railroads) to invest in coal transportation. UP has invested more than $7.0 billion over
the past 10 years to renew and enhance its assets required to meet the growing demand for coal
transportation. (UP Op. at 8 & Ex. 2.) Despite this substantial investmeni, UP’s network
remains under pressure to keep up with existing demand. (/d., Haley V.S. at 4-6.) Moreover,
demand for coal is expected to continue growing at a rapid pace. (/d., Sansom V.S. at 4-6.) UP
will not be able to accommodate the expected demand unless it can commit substantial additional
capital to its coal business. (/d., Haley V.S. at 9-12.) At the same time, however, shippers of
other commodities, especially unregulated intermodal traffic, are also calling for increased
investment to support their businesses. (/d. at 1-5, 13-14.) The demand for additional capacity
exceeds the resources available. This proceeding is vitally important because flaws in the
Board’s current application of the SAC test are reducing the total dollars available to UP for
needed capital investments and distorting the market signals to invest in coal transportation. (UP
Op. at 15-19))

No party in this proceeding has disputed UP’s evidence that UP has invested
billions of dollars in response to the growing demand for coal transportation and that its returns
to date have fallen below the cost of capital invested. Nor has anyone disputed that UP’s
network capacity is strained; that it faces growing demand from customers for more coal

transportation; that it will need to make significant new investments to accommodate the demand



for coal transportation; and that other commodities are competing for limited investment dollars.
The Coal Shippers and AECC are the only parties that have attempted to address any of these
points.

The Coal Shippers say that the Board need not worry about UP’s ability to invest
in the capacity needed to handle coal. (Coal Shippers Reply at 3.) They claim that a Western
Coal Traffic League (“WCTL”) study shows that railroads are earning returns on coal that
exceed the full cost of service by a wide margin; that a rail infrastructure study prepared by the
American Association of State Highway and Transportation Officials (the “AASHTO Study™)
also shows that profits are adequate to support continued investment in PRB coal; that UP’s
energy group generates more contribution than any other UP commodity group; and that UP’s
energy group ranks second among UP commodity groups in terms of revenue-to-variable cost
(“R/VC™) ratios. (/d. at 3-7.) AECC argues that UP’s discussion of revenue adequacy and
capacity concerns, as well as concerns about PRB rates being set at the jurisdictional threshold,
reflect UP’s attempts to have coal traffic cross-subsidize other traffic or lower-density portions
of UP’s network. (AECC Reply at 1-4.)

As discussed below, the Coal Shippers’ and AECC’s assertions are incorrect.
More important, they do not address the primary issue UP raised — the fact that flaws in the
current application of the SAC test are distorting UP’s ability and incentive to invest in coal
transportation.

1. UP’s Investments In Coal Are Generating Returns Significantly
Below The Cost Of Capital.

To support their claim that railroads collectively receive revenues from coal

transportation that substantially exceed their fully allocated costs, the Coal Shippers cite an



analysis that WCTL submitted to the Board in 2004 and a two-sentence excerpt from the
AASHTO Study. (Coal Shippers Reply at 4, 7.) Neither supports their claims.

UP thoroughly refuted WCTL’s analysis in a prior submission to the Board,
which is attached hereto as an exhibit. As UP explained in that prior submission, WCTL’s
analysis incorrectly assumed that coal should bear only a proportionate share of fixed costs; it
used URCS costs, which are based on historical, depreciated costs, rather than the forward-
looking costs that are relevant to decisions about future investment; it used system-average costs,
which do not reflect the substantial investments UP has recently made in its coal routes; it used
waybill revenues, which are distorted because UP masks the revenues to safeguard the
confidentiality of contract rates; and it combined results for multiple railroads and thus did not
accurately reflect UP’s eﬁperience.

The AASHTO Study is a significant analysis of the expected growth in demand
for rail transportation and the infrastructure investments required to accommodate that growth.
The study concludes that if rail investment levels are not increased significantly, the freight rail
network will experience an extreme investment shortfall just in its attempt to handle existing
traffic growth. The study does not, however, purport to analyze whether railroad returns are
sufficient to support the needed infrastructure investments.

The Coal Shippers quote a two-sentence excerpt from one of the AASHTO
Study’s appendices that demonstrates the study’s limitations: based on the fact that railroads
have continually upgraded the Joint Line, the study asserts that PRB coal is profitable enough

e

such that “‘there are no significant rail capacity constraints’” in the PRB. (Coal Shippers Reply
at 7, quoting AASHTO Study at 117.) It is true that UP has invested and continues to invest

substantial resources in its coal business. In fact, UP recently committed to spend approximately



$100 million to pay for capacity expansion projects identified in a CANAC PRB study that UP
and BNSF jointly commissioned.> However, as UP explained in its opening submission, such
investment is a gamble on the future. UP’s coal business is not providing adequate returns on
investment, and if UP cannot count on higher returns in the future, the level of investment must
decrease. (UP Op. at 15.)

UP’s opening submission contained an analysis of UP’s returns on investment in
the coal business, focusing on UP’s recent, actual investments in its coal business rather than
historical, system-average investments. The analysis showed that UP stands to earn a return on
its recent investments in its coal business of less than 4 percent — far below the 12.2 percent cost
of capital in 2005. (UP Op., Haley V.S. at 7-8.) It also refutes AECC’s claim that UP’s concern
in this proceeding is to allow coal to cross-subsidize other commodities. No party has refuted
UP’s analysis — neither the Coal Shippers ﬁor AECC even mention this analysis in their replies.
UP’s analysis is a far more accurate assessment of UP’s return on investment generated by coal
than the WCTL analysis that UP previously refuted or the two-sentence, conclusory assertion in
the AASHTO Study cited by the Coal Shippers.

2. The Coal Shippers’ Arguments About Coal Contribution Amounts
And Revenue-To-Variable Cost Ratios Are Flawed And Irrelevant.

The Coal Shippers’ claims that coal generates more total contribution and has a
higher R/VC ratio than other commodities are based on calculations performed by their witness
Crowley. (Coal Shippers Reply at 5-6.) Crowley’s calculations do not respond to the issues UP

raised. Even if they were the least bit relevant, they are based on an improper manipulation of

2

See Press Release, UP, BNSF Announce Southern Powder River Basin Joint Line $100
Million Capacity Expansion Plan (May 8, 2006), available at http://www.uprr.com/newsinfo/
releases/capital_investment/2006/0508_sprb.shtml.



UP cost data and are thus incorrect: Crowley’s claims that coal provides more contribution and
has a higher R/VC ratio than all other commodity groups handled by UP are wrong.
a) The Coal Shippers’ Contribution and R/VC Calculations Do

Not Respond to UP’s Concern About the Effects of Flaws in
the Current Application of the SAC Test.

Neither of Crowley’s calculations addresses UP’s warning that flaws in the
current application of the SAC methodology are distorting UP’s ability and incentive to invest in
coal transportation. UP’s primary concern about the current application of the SAC test does not
involve whether coal generates more contribution than other commodities or whether coal has a
higher R/VC ratio than other commodities. UP’s concern is that it has many competing demands
for its limited capital and that any artificial constraint on returns from investments in coal will
distort investment decisions and direct relatively less investment to coal. (UP Op. at 19.) For
coal to obtain the level of investment dollars the market is demanding, UP’s return on coal
investments must reflect the market demand. If faulty SAC methodology reduces returns for
coal, then, regardless of the rankings of commodities in terms of contribution or R/VC ratios, a
smaller share of investment dollars will be directed towards coal than market demand would
otherwise dictate. (/d)

b) The Coal Shippers’ Contribution Calculations Are Irrelevant
and Flawed.

UP is concerned about how much contribution coal generates, to be sure, but it is
not concerned with which commodity generates the most total contribution. Rather, UP looks to
how contribution from coal compares to the investments required to sustain coal transportation.
Crowley’s contribution calculation does not address that issue. UP, however, did address that
issue in its opening submission. As discussed above, UP showed that returns on coal were

falling far short of what was required to support its recent investment in its coal network and yet



significantly more investment will be needed in the near future. In other words, even if
Crowley’s contribution calculation were correct and coal were generating more total contribution
than any other commodity, UP has shown that returns on coal are falling short of what is needed
to support continued investment in UP’s coal network, such as track capacity on the PRB Joint
Line, in eastern Nebraska, across lowa, toward Kansas City, and between Kansas City and St.
Louis; capacity at run-through terminals in North Platte, Fremont, Clinton, and Jefferson City;
and capacity at interchange points in St. Louis and Chicago. (UP Op., Haley V.S. at 7-8,11 &
Ex. TCH-3.)

In fact, however, Crowley’s calculation is incorrect. His initial calculation shows
that UP’s energy group ranks behind both the chemical and intermodal groups in terms of total
contribution. (Coal Shippers Reply, Crowley RV.S., Att. No. 1 at 2 & table 1.) Cl'owley reports
a different result in the text of his statement based on an “adjustment” to UP’s actual data that is
buried in an attachment to his statement. His “adjustment,” however, is based on the illegitimate
assumption that UP’s URCS system-average variable costs for coal overstate UP’s actual
variable costs by 11%, and that the “excess” variable costs should be reallocated to other
commodity groups. (Jd at 3.) In other words, Crowley’s “adjustment” skews his calculation of
contribution — i.e., revenue less variable costs — by reducing variable costs for coal and
increasing variable costs for all other commodity groups.

Crowley attempts to justify his reallocation as an extrapolation of the results in
Wisconsin Power & Light v. Union Pacific Railroad (“WPL”),3 but he never explains the basis

for his assumption that URCS system-average variable costs for coal systematically overstate

3 5 S.T.B. 955 (2001), modified, STB Docket No. 42051 (STB served May 14, 2002)
(“WPL II).



actual variable costs. Crowley says that the movement-specific variable costs that the Board
calculated in WPL were 11% below variable costs calculated using “movement characteristics”
from that case as input for the URCS Phase Il model. (/d.) However, the Board has recognized
that its conclusions about movement-specific costs in one case cannot be readily transferred to
other cases. In WPL itself, for example, the Board rejected the shipper’s attempt to use a fuel
consumption rate and locomotive maintenance costs that had been accepted in an earlier case,
because there was no evidence that the transportation characteristics of the two movements were
the same.* Moreover, even if Crowley’s calculations are correct with respect to WPL,” there are
at least two likely explanations for any actual difference between the Board’s variable cost
calculations in WP/ and those using the Phase III model, neither of which would support a
reallocation of variable costs from coal to other commodities.

First, the Board understated UP’s “movement-specific” variable costs in WPL.
For example, to calculate variable maintenance-of-way costs, the Board used the speed-factored
gross ton method advocated by the shipper — a methodology it subsequently rejected as outdated
and unreliable.® The Board also accepted the shipper’s evidence of locomotive lease costs, even
though it acknowledged that the evidence was flawed.” In addition, the Board used system-

average fuel costs after rejecting UP’s movement-specific evidence, which showed substantially

) WPL,5S.T.B. at 1002-03.

’ Crowley provides no workpapers that would allow his claim to be tested. He does not

even state which “movement characteristics” he analyzed, which is a potentially significant
issue, because WPL involved movements from two mines — Antelope and Black Thunder — and
the Board’s R/VC calculations for movements from the two mines differed by more than 8
percentage points although the difference in loaded miles was only 2%. See WPL Il at 8-11.

6 Texas Mun. Power Agency v. Burlington N. & Santa Fe Ry., (“TMPA”), 6 S.T.B. 573,
632-33 (2003).

7 WPL,5S.T.B. at 1004-05.
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higher fuel consumption.® Finally, the Board rejected UP’s proposal to adjust the URCS model
to exclude expenses recorded in UP’s Account 80 and Account 76 and to include the expenses
recorded in Account 90 — an adjustment it subsequently accepted in other cases.’

Second, WPL involved a relatively long-haul, low-cost coal movement. As one
example, the average locomotive consist size was 2.16 for movements from one of the origin
mines and 2.29 for the other, compared with a system-average unit-train consist size of 2.90
locomotives.' If the Board’s variable costing approach in WPL were applied to many other coal
movements, even with the errors described above, it would produce costs higher than those that
would be obtained using the Phase IIl model.'' In other words, significant differences between
movement-specific and system-average variable costs will appear within the universe of coal
movements. There is thus no justification for assuming that a difference identified in one coal
case reflects anything more than movement-to-movement variation. There is certainly no
justification for Crowley’s extreme assumption that it reflects a systematic flaw in URCS costing
for coal that justifies a redistribution of coal costs to other commodities.

There is simply no basis for accepting Crowley’s “adjustment” for coal traffic.

The Board should reject it as both incorrect and irrelevant.

8 Id. at 1002-03.
? TMPA, 6 S.T.B. at 616-17.
10 WPL,5S.T.B. at 991.

t As evidence of the variation in costs for transporting coal, even in seemingly similar

circumstances, see note 5, above.

11



c) The Coal Shippers’ R/VC Calculations Are Irrelevant and
Flawed.

UP’s investment decisions depend not merely on how much revenue a movement
will contribute to fixed costs, but on the amount of fixed costs associated with the movement,
including in particular the costs of expanding capacity to accommodate that movement, and
whether the movement will generate sufficient revenue to cover those fixed costs. UP’s
evidence that coal generates far less contribution per revenue ton-mile than any other commodity
group speaks to those critical issues. (UP Op., Haley V.S at 12 & Ex. TCH-6.) Crowley’s R/VC
calculations ratios do not. Crowley’s R/VC calculations fail to convey the point that coal
involves movements of immensely large volumes in very heavy trains over very long distances
and requires massive investments to expand and sustain a coal network of double and triple
track, concrete ties, premium rail, intensive maintenance, and modern AC locomotives equipped
with distributed power. In other words, they fail to convey the point that coal must generate
significant contribution in relation to other traffic in order to justify new investment in capacity.

Moreover, Crowley’s R/VC ratio calculations suffer from the same flaws as his
contribution calculations.'” Crowley’s R/VC calculations actually show that R/VC ratios for
coal rank below R/VC ratios for the chemical and intermodal groups, and just barely ahead of the
agricultural group. (Coal Shippers Reply, Crowley R.V.S., Att. No. I at 2 & table 1.} That coal
ranks below intermodal traffic is notable in light of UP’s evidence that the single most important
competitor to coal for investment dollars is unregulated intermodal traffic moving over the

Sunset Corridor. (UP Op., Haley V.S. at 5, 13-14.)

12

As discussed above, the figures in the text of Crowley’s statement differ from Crowley’s
actual calculations because of an illegitimate adjustment to variable costs.



3. The Coal Shippers And AECC Never Respond To UP’s Evidence
That The Current Application Of The SAC Test Departs From
Reality.

In its opening submission, UP showed how the Board’s application of the SAC
test in WPL demonstrated the extent to which the current SAC methodology has departed from
reality. As UP explained, the Board’s application of the SAC test in WPL implied that UP
earned nearly $1.47 billion in excess revenues between 2000 and 2005, while UP in fact
experienced a revenue shortfall of almost $4.5 billion during that period. (UP Op. at 16-17 &
Ex. 4.) UP also explained that for it to generate a return on its recent investments in coal that is
just equal to its cost of capital, its coal traffic would have to produce more than $3.2 billion of
revenue each year; in fact, UP coal traffic produced only $2.5 billion in 2005, and the result in
WPL says that UP needs far less than that. (/d. at 17.)

AECC argues that the WPL result reflects the economies of density associated
with transportation of coal from the PRB and that the result does not reflect flaws in the SAC test
but rather low returns on non-coal commodities and the lower-density portions of UP’s network.
(AECC Reply at 3-4.) However, AECC’s argument misses the point. The SAC test in WPL did
not involve non-coal commodities. The SAC result in WPL implies that UP was overcharging its
coal customers by 20 to 25 pefcent and still not generating a return on its investments in coal that‘
approaches its cost of capital. (UP Op. at 16-17.) That SAC result cannot be correct.

AECC also argues that UP has no cause to complain if PRB coal rates are set at
the jurisdictional threshold because PRB coal transportation is very efficient and higher rates on
PRB coal would merely cross-subsidize other traffic. (AECC Reply at 4.) AECC’s argument
fails to recognize that UP’s PRB coal traffic does not all terminate on high density lines — the
traffic moves to power plants that are scattered around the country. The high traffic densities

that exist in the PRB and on UP’s primary coal lines are possible only because those lines are
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supported by an extensive rail network that does not have the same high density. Thus, contrary
to AECC’s claims, both the SAC calculation and the prescription of a rate set at the jurisdictional
threshold in WPL demonstrate that the Board’s current application of the SAC test is
disconnected from reality.

The Coal Shippers make no attempt to refute UP’s arguments about the
implications of the SAC result in WPL. Instead, they observe that the Board’s Chairman at the
time of the decision represents UP in this proceeding and that the Board “successfully defended
its decision on appeal.” (Coal Shippers Reply at 7 n.9.) UP urged the Board to embark on a
rulemaking because the rulemaking process is different from the process involved in deciding a
specific case. Decision of a specific case requires the Board to decide hundreds of disputed
factual issues, based on the evidentiary record developed in that case, and based largely on
existing precedent, in order to evaluate a specific challenged rate. The case-by-case process has
resulted in a SAC test that has drifted away from the principles of constrained market pricing that
animate the Guidelines. This rulemaking gives the Board an opportunity to step back and gain
perspective on the current application of the SAC test, particularly the troubling results of the
case-by-case accumulation of decisions, and make a necessary course correction.

The ICC recognized when it adopted the SAC methodology as the primary test of
rate reasonableness that “the workability of the guidelines is most appropriately evaluated in
light of experience,” and that “modifications [may be] needed to make this approach . . . fully

313

workable.”’ " UP’s evidence demonstrates the need for both this rulemaking and changes to the

Board’s current application of the SAC test.

13 Guidelines, 1 1.C.C.2d at 525.
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II. MAXIMUM RATE DETERMINATION

In the NPRM, the Board proposed to replace the percent reduction method of
maximum rate determination because it was concerned about the possibility of “gaming” ~ i.e.,
“that a railroad could manipulate the outcome of the Board’s regulatory process.” NPRM at 7.
The submissions in this proceeding have demonstrated, however, that concern about possible
gaming is not a sufficient reason to abandon the percent reduction method, and no party has
offered any other persuasive reason for replacing the percent reduction method with any of the
alternatives proposed by the Board.

The Coal Shippers’ filings initially echoed the Board’s concern about gaming. In
their opening submission, the Coal Shippers described the “manipulation issue™ as “a key flaw in
the percentage reduction method.” (Coal Shippers Op. at 15.) Other parties, however, argued
that there was no evidence that gaming was a problem that required the abandonment of the
percent reduction method, and that any concerns about gaming could be addressed without
replacing that fundamentally sound approach. (BNSF Op. at 44-45 & Kalt V.S. at 25-34,
Gaskins V.S. at 4-8; NS/CSX Op. at 3-4.) The Coal Shippers appear to have recognized the
strength of those arguments. On reply, they shift position and say that concern about gaming
“misses the true mark.” (Coal Shippers Reply at 9.) Instead, they say, “[t]he problem simply is
that, by applying a method in which the rate chosen by the monopolist dictates the maximum rate
level, the Board effectively has ceded its core responsibility . . . to engage in meaningful rate
regulation.” (/d., internal quotation omitted.)

The Coal Shippers’ position is a constantly moving target. The Coal Shippers
now say that the Board “has ceded its core responsibility” by applying the percent reduction
method because it uses the rate level chosen by the defendant as the starting point for rate

reductions, but they have also urged the Board to endorse the generalized percent reduction
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method (“GPRM”) and the reduced markup method (“RMM?), which share that same essential
feature. (Coal Shippers Op. at 24.)'* The Coal Shippers’ only consistent position appears to be
that they want the freedom to use whatever method produces the lowest rate in any given case.
That may be attractive as a litigation strategy, but it does not make for sound regulatory policy.
(UP Reply at 6 n.4; BNSF Reply, Kalt R.V.S. at 6-7.)

The Coal Shippers’ most recent position is also ill founded. As we discuss below,
the Board plainly does not cede its responsibility to regulate rates by using the percent reduction
method, which has been used in every rate case since Coal T rading.15 Moreover, the Coal
Shippers are wrong to criticize the percent reduction method on the ground that it uses the
defendant’s existing rate structure to help establish the measure of relief, because the Guidelines
require that approach. The Coal Shippers are also wrong when they say that the Board’s
proposed Maximum Contribution Methodology (*“MCM”) and Maximum Markup Methodology
(“MMM?”) actually reflect demand-based differential pricing and are thus consistent with the
Guidelines. In fact, those methods do not maintain market-based rate structures — instead, they
would set maximum rates based on the premise that a railroad should set rates by allocating costs
uniformly among its shippers.

A. The Board Does Not Cede Its Responsibility To Regulate Rates By Applying
The Percent Reduction Method.

The Coal Shippers are clearly incorrect when they equate use of the percent
reduction method to no regulation at all. The issue of maximum rate determination does not

even arise unless the Board has first established that a rate exceeds a reasonable maximum. In

14 See AEP Texas Op. at 13-14 (describing the application of GPRM); Western Fuels Op. at
16-17 (describing the application of RMM).

s Coal Trading Corp. v. Baltimore & Ohio R.R., 6 1.C.C.2d 361 (1990).
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other words, by the time a case reaches the maximum rate determination stage, the Board has
already decided to grant relief and is considering how much relief to grant.

In making their argument, the Coal Shippers confuse two separate issues. They
argue that courts have rejected the position that rates are reasonable under the statute so long as
they are “commercially sustainable” — i.e., they do not force shippers to reduce production, or, as
the Coal Shippers put it, they are no more than “what traffic will bear.” (Coal Shippers Reply at
10-13.) But no party in this proceeding is seeking to revive that standard of rate reasonableness.
BNSF suggested that the Board should consider whether rates were commercially sustainable in
order to test for “gaming.” (BNSF Op., Gaskins V.S. at 2-6.) But BNSF’s suggested test asks
only whether there is a reason to depart from the percent reduction method; it does not describe
the operation of the percent reduction method. In other words, contrary to the Coal Shippers’
claim, no party has “advocate[ed] a rate standard predicated on ‘what traffic will bear.”” (Coal
Shippers Reply at 10.)

The Board and its predecessor have applied the percent reduction method in every
rate case since Coal Trading. We are unaware of any case in which the use of the percent
reduction method was equivalent to no regulation at all. Application of the percent reduction
method has resulted in substantial rate reductions for UP. In FMC, UP’s rates were reduced by
15 10 25 percent.'® In WPL I7, application of the percent reduction method would have reduced
rates by 14 to 25 percent but for the jurisdictional threshold.'” UP has also prevailed in several

rate cases, but it was not because of the percent reduction method — it was because stand-alone

16 FMC Wyo. Corp. v. Union Pac. R.R., 4 S.T.B. 699, 851-65 (2000).
Y7 WPL Il at 12-13.
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costs exceeded stand-alone revenues,'® or because the complainant did not make a valid stand-

. 9 . Ty . .
alone cost presentation.'” Our review of the case law demonstrates that UP’s experience is not
0

. 2
unique.”

B. The Principles Underlying The Guidelines Require The Board To Consider
The Defendant’s Existing Rate Structure When Fashioning Rate Relief.

The Coal Shippers’ complaint that rate relief under the percent reduction method
depends on rates initially set by defendants is nothing less than an assault on the statutory
framework for rate regulation and the basic principles underlying the Guidelines. Consistent
with the national Rail Transportation Policy favoring market-based rates,”’ and the agency’s
recognition that railroads must engage in differential pricing in order to recover their fixed
costs,” the Guidelines established the principle that existing railroad pricing structures should be
maintained to the maximum extent possible when imposing rate relief.” The percent reduction
method comports with that principle because it “preserves the rate structure . . . by maintaining
existing rate relationships, albeit at reduced levels, and thereby implicitly recognizes varying

demand elasticities.”*

18 Bituminous Coal — Hiawatha, UT, to Moapa, NV, 10 1.C.C.2d 259 (1994).

19 Arizona Elec. Power Coop., Inc. v. BNSF Ry., Docket No. 42058 (STB served Mar. 15,
2005).

20 See, e.g., W. Tex. Utils. Co. v. Burlington N.R.R., 1 S.T.B. 638, 711 (1996) (reduction of
rates by up to 33% but for the jurisdictional threshold); Arizona Pub. Serv. Co. v. Atchison,
Topeka & Santa Fe Ry., 3 S.T.B. 70, 85 (1998) (reduction of rates by up to 44%).

2 49 U.S.C. § 10101(1).
2 Guidelines, 1 1.C.C.2d at 526-27.

Id. at 548 (“In considering a rate prescription and/or reparations, we will attempt to
provide an effective remedy for the complaining shipper, but in a manner that would not
introduce further distortions into the carrier’s pricing structure.” (footnote omitted).)

# Coal Trading, 6 1.C.C.2d at 380.

23
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The Coal Shippers’ complaint that a defendant’s rates will affect the measure of
relief is very different from the Board’s concern about “gaming.” If a defendant has “gamed” its
rates, then its rate structure will not reflect market-based differential pricing, and it would make
no sense to preserve that artificial structure when fashioning rate relief. If the Board were to find
that gaming occurred in a particular case, it might reasonably consider applying some other
methodology as a remedial measure. The Board, however, should not adopt a method of
maximum rate determination that would fail to preserve the existing rate structure in all cases
just because gaming is a theoretical possibility, particularly where it can examine allegations of
gaming on a case-by-case basis. (UP Reply at 6; BNSF Op. at 44-45 & Kalt V.S. at 24-34,
Gaskins V.S, at 4-8.)

In the Guidelines, the agency recognized that a meaningful maximum rate policy
must be founded on the demand-based differential pricing structures that reflect marketplace
forces. The Guidelines do not prescribe a formula for fashioning relief, but they recognize that
the appropriate reference point is the “carrier’s pricing structure,” which reflects the “demand
elasticities” that should, in theory, be used to allocate the “unattributable costs of the SAC

system.”*

The ICC applied those principles in Coal Trading when it adopted the percent
reduction method, explaining that “[t]he rate structure exhibited by the defendants over the
complaint period is the necessary consequence of differential pricing and cost of service,” and

thus, “[a]ny revision to rates due to the imposition of rate prescriptions should, to the extent

possible, retain the underlying relationships,” unless there is evidence that the existing pattern of

25 Guidelines, 1 1.C.C.2d at 548.

19



differential pricing is “seriously flawed.”*® The Coal Shippers’ claim that a complainant’s relief
should not depend on the defendant’s rate structure even in the absence of any gaming is thus
inconsistent with the CMP and SAC principles underlying the Guidelines.

C. MCM and MMM Do Not Reflect The Defendant’s Existing Rate Structure.

After attacking the percent reduction method on the ground that it allows the rates
chosen by the defendant to affect the amount of relief, the Coal Shippers reverse themselves and
try to defend MCM and MMM on the ground that those methods allocate rate relief “within the
context of the defendant’s existing rate structure” and develop the appropriate measure of relief
“using the defendant’s rate structure as a measuring tool.” (Coal Shippers Reply at 16.) They
also contradict their argument on opening that rate relief should not be structured to “continufe]
to maintain” the defendant’s “differential pricing profile” (Coal Shippers Op. at 17), by arguing
that MCM and MMM reflect varying market demand for service “at least to the same extent that
the defendant’s rate structure does.” (Coal Shippers Reply at 17.)

The railroad parties’ opening submissions exhaustively demonstrated that MCM
and MMM are inconsistent with the demand-based differential pricing that is reflected in railroad
rate structures. We do not repeat those arguments here. In fact, the illustrations in the NPRM
demonstrate that MCM and MMM are based on the premise that a railroad should set rates by
allocating costs uniformly among its shippers. See NPRM at 10-15. These methods may reflect
a degree of differential pricing in some situations by leaving low rates unchanged, but they
disregard differential pricing for high-rated traffic in all cases. Thus, it is simply false to claim,

as Coal Shippers do, that they reflect differential pricing “at least to the same extent that the

2 Coal Trading, 6 1.C.C.2d at 435.
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defendant’s rate structure does.” (Coal Shippers Reply at 17.) Moreover, the railroad parties
have shown that MCM and MMM do not, in fact, reflect a correct application of differential
pricing principles even for low-rated traffic.”’ They have also shown that there is no justification
for disregarding demand-based pricing differences with respect to high-rated traffic — a point
reinforced by the Guidelines.™

The Coal Shippers also claim that MCM and MMM are different from the
rejected “ton/ton-mile” and “ratio” methods of allocating fixed costs because MCM and MMM
allocate the SARR’s costs rather than the defendant’s costs. (Coal Shippers Reply at 15-16.) As
the Guidelines make clear, however, that is not a meaningful distinction. The ICC did not reject
the “ton/ton-mile” and “ratio” methods because they focused on the defendant’s costs rather than
the SARRs; the agency rejected them because they were based on the flawed premise that fixed
costs could be allocated using uniform markups rather than demand-based differential pricing —

the same flaw that infects MCM and MMM %’

27 As railroad parties have observed in their submissions, leaving lower rates unchanged

while reducing higher rates for movements included in the traffic group is not consistent with
Ramsey pricing principles. (UP Reply at 8; BNSF Op., Willig V.S. at 22-24.)

28 Guidelines, 1 1.C.C.2d at 533 (“[W]e cannot . . . ignore[] the varying degrees of elasticity

(or inelasticity) among ‘captive’ shippers . ... Setting all captive rates in the same proportion to
marginal costs would be contrary to the principle of differential pricing, and could prevent a
railroad from covering its total costs.”).

On reply, the Coal Shippers repeat the claim in their opening submission that differential
pricing is not required on high-rated traffic because a “SARR by definition is revenue adequate.”
(Coal Shippers Reply at 18 n.25.) As UP explained in its reply submission, however, differential
pricing principles would apply even if MCM or MMM were used to establish rates for a revenue
adequate railroad. (UP Reply, Koraleski R.V.S. at 4-5 & Neels R.V.S. at 14-15))

2 Guidelines, 1 1.C.C.2d at 522-23, 523 n.6.



The percent reduction method is easy to za.pply,30 and it is the only maximum rate
determination method discussed in this proceeding that maintains, to the extent possible, the
defendant’s demand-based differential pricing structure. The Board should not abandon this
well-established and theoretically sound maximum rate determination method in favor of any of
the flawed alternatives proposed in this proceeding.

III. REVENUE ALLOCATION FOR CROSS-OVER TRAFFIC

In its opening submission, UP urged the Board not to adopt the proposed Average
Total Cost (“ATC”) method of revenue allocation for cross-over traffic and to reject other
equally arbitrary methods of setting divisions, including mileage-based prorate methods. It
urged the Board to adopt instead a method that would set SARR divisions equal to the incumbent
carrier’s avoided costs of providing the service replicated by the SARR. (UP Op. at 29-31 &
Neels V.S at 14-17.)*!

The parties to this proceeding broadly agree that the ATC method is flawed

because it requires an arbitrary allocation of a carrier’s fixed costs, and thus is not properly

30 The Coal Shippers assert that “nothing is less conducive to negotiated settlements than

percent reduction,” because a shipper cannot “calculate a SAC-based rate until litigation begins.”
(Coal Shippers Reply at 14-15.) However, MCM and MMM also do not permit calculation of a
SAC-based rate until after litigation begins. Just like the percent reduction method, MCM and
MMM require the shipper to engage in discovery to develop a traffic group and then calculate
the SARR revenues and costs associated with the traffic group. Moreover, MMM would add a
complicating factor: the shipper would need to calculate URCS variable costs for all of the
shipments in the traffic group — a task not required under the percentage reduction method.

3 If the Board believes that it cannot adopt UP’s proposed avoided cost approach because

the approach was not included in the NPRM, UP urges the Board not to adopt ATC as the
exclusive approach of revenue allocation for cross-over traffic, but instead to leave the issue of
open for further development on a case-by-case basis. However, UP believes that all interested
parties have had a fair opportunity to address the avoided cost approach, and no potential
opponent of the approach has responded to UP’s proposal by claiming that it was unable to
address it because it was not included in the NPRM.



rooted in the contestability principles underlying the Guidelines. (UP Op. at 23-25; Coal
Shippers Op. at 53; AECC Op. at 9; BNSF Op., Kalt V.S. at 39.)

The Coal Shippers and their allies, however, advocate the continued use of
mileage-based prorate methods — specifically, the Modified Straight Mileage Prorate (“MSP™)
method or the Modified Mileage Prorate (“MMP”) method. The Coal Shippers’ defense of the
status quo is not based on the merits of the current approach; instead, it is based on the erroneous
claim that no party has proposed a superior approach. (Coal Shippers Reply at 20-22.) They do
not reply to UP’s evidence that MSP and MMP are subject to the same criticism that they have
leveled against ATC — i.e., that those methods are also based on arbitrary allocations of costs.
(UP Op. at 24 & Neels V.S. at 3-4.) Nor do they reply to UP’s evidence that MSP and MMP
produce results biased toward the over-assignment of revenue to the on-SARR segments, thus
allowing complainants to demonstrate “unreasonableness” — and demand rate reductions — when
no such unreasonableness exists. (UP Op. at 25-27 & Neels V.S. at 10-14.)

UP’s proposed avoided cost approach to revenue allocation for cross-over traffic
is the only approach that is fully consistent with contestable market principles. The Coal
Shippers and their allies offer no valid criticisms of UP’s approach. Instead, the Coal Shippers
recycle the flawed rationales the ICC offered when it rejected a similar avoided cost approach in
Nevada Power I the first case to permit the use of cross-over traffic and one of the earliest
cases decided under the Guidelines. (Coal Shippers Reply at 24-28.) This rulemaking is an

opportunity for the Board to correct the ICC’s misstep and adopt an economically sound solution

Bituminous Coal ~ Hiawatha, Utah, to Moapa, Nevada, 10 1.C.C.2d 259 (1994).
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to the acknowledged problems created by complainants’ extensive reliance on cross-over traffic
in SAC cases. See NPRM at 17.

A. MSP And MMP Are Based On Arbitrary Cost Allocations And Produce
Demonstrably Flawed Results.

UP observed in its opening submission that mileage-based prorate methods of
revenue allocation for cross-over traffic are, like the proposed ATC method, based on arbitrary
allocations of costs. (UP Op. at 24 & Neels V.S. at 3-4.) In its reply submission, UP observed
that the Coal Shippers had properly criticized ATC on the ground that it was based on arbitrary
allocations of costs, but that they were blind to the same failing in MSP and MMP. (UP Reply at
18.)

In their own reply, the Coal Shippers ignore UP’s observation that their criticisms
of ATC apply equally to MSP and MMP. They simply repeat their criticisms and observe that
UP agreed with them. (Coal Shippers Reply at 22-23.) They never acknowledge that MSP and
MMP also rely on arbitrary cost allocations to establish divisions for cross-over traffic — that
“revenues from a movement are allocated to the SARR based . . . upon the assumption that
‘average costs are a continuous function of distance (holding other factors constant).”™* The
Coal Shippers thus ignore the fact that they refute their own position when they argue “[t]he
ATC method — or any other strictly ‘cost-based’ divisions methodology — reinserts into the SAC
process the very problem that the ICC was attempting to eliminate — the use of arbitrary cost

formulas to allocate constant costs.” (Coal Shippers Reply at 22; see also Neels Reb. V.S, at 3.)

33 BNSF Ry. v. STB, No. 05-1030 (D.C. Cir. June 16, 2006), slip op. at 16-17 (quoting Pub.
Serv. Co. of Colo. d/b/a Xcel Energy v. Burlington N. & Santa Fe Ry., STB Docket No. 42057
(STB served Jan. 19, 2005) at 8.)
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UP’s opening submission demonstrated the practical as well as the theoretical
failings of mileage-based prorate methods of revenue allocation for cross-over traffic. UP
provided a detailed illustration based on a simplified version of UP’s coal network that
demonstrated how mileage-based prorates were biased toward allowing complainants to posit
SARRs that would make reasonable rates appear “unreasonable.” (UP Op. at 27 & Neels V.S. at
9-15.) As UP explained, spreading a pool of revenue across a network of varying densities
solely based on a ratio of the costs of carrying the traffic on different segments will wrongly
suggest that the dense segments are earning too much while the less dense segments lose money.
(UP Op. at 27 & Neels V.S, at 9-10.)

The flaws in any approach to revenue allocation for cross-over traffic that relies
on arbitrary cost allocations will almost invariably produce results that are biased in favor of the
complainant. A complainant can readily use cross-over traffic to configure its SARR to replicate
the densest segments of UP’s network, while leaving the incumbent the responsibility for
handling cross-over traffic on relatively less dense portions of the network. (UP Op. at27 &
Neels V.S. at 9; Neels Reb. V.S. at 3-4.) No one has challenged UP’s evidence that mileage-
based prorate methods of revenue allocation for cross-over traffic will yield systematically
biased outcomes in favor of complainants.

B. UP’s Avoided Cost Approach Is Vastly Superior To Methods That Rely On

Arbitrary Cost Allocations And The Only One That Is Fully Consistent With
Contestability Theory.

In its opening submission, UP proposed an alternative to ATC and other similarly
arbitrary methods of revenue allocation for cross-over traffic that is the only economically valid
method for apportioning revenue between the SARR and the incumbent. UP’s approach would,

for each cross-over movement, allocate to the SARR that portion of the incumbent’s total



revenue equal to the incumbent’s costs avoided as a result of the SARR’s operations. (UP Op. at
29-31.) BNSF proposed the same approach. (BNSF Op. at 50-53 & Kalt V.S. at 37-46.)

UP’s approach assigns to the SARR the division of revenues that would be
observed in a contestable market. It asks how a SARR and an incumbent would react in a
contestable scenario to the situation in which the SARR wanted to replace the incumbent for a
portion of a movement that the incumbent handled end-to-end. UP explained that, under those
circumstances, the incumbent will interchange the movement with the SARR if and only if the
amount of the total end-to-end revenue that it pays to the SARR is less than the cost it would
incur were it to carry the traffic itself. (UP Op., Neels V.S. at 16.) The SARR could not demand
more revenue, because in a contestable market there would be nothing to prevent the incumbent
from offering its own end-to-end service. (/d.) Thus, in a truly contestable marketplace, the
SARR could not obtain more revenue than the incumbent’s avoided costs. (/d. at 16-17.)

UP and BNSF acknowledged that the ICC had rejected the same basic approach
in Nevada Power I, and they urged ’the Board to use this rulemaking to reconsider and correct
that decision. (UP Op. at 30-31; BNSF Op. at 52-53.)

The Coal Shippers and their witness, Dr. Borts, argue that UP’s avoided cost
approach inappropriately assumes a competitive response by the incumbent; that it wrongly
assumes that the SARR does not replace the incumbent; that it leads to rates that are too low to
support entry by the SARR and allow complaining shippers the benefit of grouping traffic; that it
creates impermissible barriers to entry; and that it wrongly applies the results of contestability to
the world of sunk costs. (Coal Shippers Reply at 24-28 & Borts Reb. V.S. at 5-11.) UP already

addressed most of these points in its reply and demonstrated that the Coal Shippers’ arguments



are wrong in all respects. (UP Reply at 19-22 & Neels R.V.S. at 8-11.) We address those
arguments and the few new arguments that the Coal Shippers raise on reply below.**

First, contrary to the Coal Shippers’ claims, UP’s avoided cost approach is not
predicated on a theory of “competitive response” or “price retaliation” or alteration of “pre-entry
prices” by the incumbent. (Coal Shippers Reply at 24-25 & Borts R.V.S. at 6-7.) UP agrees that
contestability theory provides that a potential entrant should evaluate the profitability of entry at
the incumbent’s pre-entry prices. Under the avoided cost approach, the incumbent’s end-to-end
price for a movement — the only “pre-entry price” that exists — never changes. When the SARR
replaces the incumbent for an entire end-to-end movement, it obtains the incumbent’s full pre-
entry price. When the SARR replaces the incumbent for a portion of an end-to-end movement,
there is also no change in the pre-entry price. The avoided cost approach simply addresses a
special problem that arises when a complainant chooses to use cross-over traffic rather than
replicate the incumbent’s end-to-end service — how the incumbent and the SARR should divide
the pre-entry price. (Neels Reb. V.S. at5.)

UP’s avoided cost approach does, in a some sense, reflect “competition” between
the incumbent and the SARR: under contestability principles, the SARR and incumbent could
each offer service along those routes on which they possess a cost advantage, and divisions
measured by avoided costs would result if the SARR had to contend with the incumbent’s ability

to handle the cross-over portions of movements. (/d. at 5-6). However, UP’s approach does not

. AECC also criticizes UP’s proposal, but its criticisms seem to be based on a fundamental

misunderstanding. AECC argues that the use of an avoided cost approach would not impose any
constraint on rates because it would allow railroads to retain any monopolistic profits. (AECC
Reply at 8.) UP, however, is not proposing to use the avoided cost approach as a test of rate
reasonableness. UP is proposing to use the avoided cost approach only to establish appropriate
divisions for cross-over traffic.



involve an impermissible “competitive response” or “price retaliation” by the incumbent, and the
Coal Shippers are wrong when they suggest that it does. (Coal Shippers Reply at 28.)
Economists understand the terms “competitive response” and “price retaliation” to describe the
situation in which an incumbent, faced with entry, drops pre-entry prices to non-remunerative
levels in order to drive the entrant from the market. (Neels Reb. V.S. at 6.) The terms do not
even apply to setting SARR divisions using the avoided cost approach because there are no pre-
entry divisions with which the resulting divisions can be compared. (/d.) Moreover, as
discussed above, the avoided cost approach leaves all existing pre-entry prices unchanged — the
incumbent is not undercutting the SARR and competing away traffic and revenue. The imagined
“competition” is simply a way to think about how divisions of pre-entry prices between two
carriers would be established under conditions of contestability.

Second, contrary to the Coal Shippers’ claims, UP’s avoided cost approach does
in fact assume that the SARR replaces the incumbent for purposes of conducting the SAC test.
(Coal Shippers Reply at 25-26 & Borts R.V.S. at 7-8.) The avoided cost approach never leads to
an outcome in which the incumbent retains cross-over traffic as a result of a competition with the
SARR. As discussed above, it allows the SARR to replace the incumbent and handle all the
traffic the complainant selects for the SARR’s traffic group and simply addresses the separate
question of how much revenue from that traffic is appropriately credited to the SARR. (Neels

Reb. V.S. at 6 n.15.)”

3 Of course, as discussed above, UP’s approach does not assume that the SARR replaces

the incumbent in the sense that the incumbent permanently withdraws from the market and exerts
no influence on the prices charged by the SARR. To the contrary, the incumbent remains free in
a contestable market to reenter at any time, and the possibility of reentry will by itself constrain
the prices charged by the SARR. (See a/so UP Reply, Neels R.V.S. at 10.)



Third, contrary to the Coal Shippers’ claims, UP’s avoided cost approach would
not produce divisions that are too low to support entry by a SARR and allow the complaining
shipper the benefits of grouping. (Coal Shippers Reply at 25-26 & Borts R.V.S. at 7.) As UP
has already explained, divisions based on avoided costs would leave an efficient SARR with
sufficient revenue to continue to provide the service and benefit from the economies of grouping
traffic, and a substantial margin of contribution as well. (UP Op., Neels V.S. at 15; UP Reply at
22.) As Dr. Neels further explains, an avoided cost approach does no more than correctly
calculate the revenues that the SARR postulated by the complainant can expect to earn in a
contestable market. (Neels Reb. V.S. at 6-7.)

The Coal Shippers also cite the ICC’s concern in Nevada Power II that low
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divisions based on avoided costs would lead a SARR to “‘shun [the] market’” out of fear that

“‘price retaliation by the incumbent [will] reduce[] revenues before the entrant has a chance to
recoup its costs.”™ (Coal Shippers Reply at 25, quoting Nevada Power 11, 10 1.C.C.2d at 266.)
As discussed above, however, divisions based on avoided costs do not reflect the incumbent’s
“retaliation.” Moreover, an incumbent would never try to drive a SARR out of the market by
establishing below-cost rates because it would be futile: in a contestable market, the SARR
could exit costlessly in the face of any retaliation and then reenter costlessly as soon as the
incumbent returned rates to the initial level. The only party to suffer losses would be the
incumbent that established below-cost rates. (UP Reply at 22 & Neels R.V.S. at 10-11; Neels
Reb. V.S. at7.)

Fourth, contrary to the Coal Shippers’ claims, UP’s avoided cost approach does
not create any “barrier to entry.” (Coal Shippers Reply, Borts R.V.S. at 9.) The Coal Shippers

define the term “barrier to entry” to mean a cost “not actually incurred by the defendant carrier.”



(Coal Shippers Op. at 39.) As UP has explained, however, the need to address cross-over traffic
arises only when a SARR does not replicate the incumbent’s entire network, and thus the SARR
is avoiding costs that the defendant carrier actually incurred in building its network. (UP Reply
at 19 n.25 & Neels R.V.S. at 6-7.)

The Coal Shippers also claim that the avoided cost approach saddles the SARR
with “an artificial division requirement not faced by the incumbent.” (Coal Shippers Reply,
Borts R.V.S. at 9.) However, any division established to account for the SARR’s ability to use
cross-over traffic will necessary be “artificial” because there are no “real world” divisions for the
traffic in question — the incumbent has by definition made the investment necessary to provide
end-to-end service for the traffic. (Neels Reb. V.S. at 8.)

Finally, the Coal Shippers claim that the avoided cost approach prevents SARRs
from using the “same productive techniques™ as the incumbent. (Coal Shippers Reply, Borts
R.V.S. at9.) That claim is false: SARRs always remain free to provide end-to-end service for
the traffic in question — the “same productive technique” used by the incumbent. (Neels Reb.
V.S. at 8-9.)

Fifth, contrary to the Coal Shippers’ claims, UP’s avoided cost approach does not
improperly “apply the results of contestability to the world of sunk costs.” (Coal Shippers
Reply, Borts R.V.S. at 9.) Of course, the avoided cost approach, like the entire SAC test, uses
contestability principles to develop results that are ultimately applied to real-world rates to
determine whether they exceed a reasonable maximum. But the approach itself consistently uses
contestability principles to determine appropriate divisions. (Neels Reb. V.S. at9.)

The Coal Shippers, in fact, are the ones that fail to maintain a proper distinction

between the contestable world and the real world. This is most apparent when they argue that



the Board should use real-world divisions as the “best evidence on the division of revenues on
cross-over traffic.” (Coal Shippers Reply, Borts R.V.§ at 11.) As UP has explained, the Coal
Shippers approach the issue of revenue divisions with the assumption that the SARR and the
incumbent would be negotiating divisions in a world with sunk costs and barriers to entry. (UP
Reply at 18-19.) The Coal Shippers thus improperly shift between a contestable world — one in
which the SARR faces no barriers to entry when it replaces the incumbent — and the real world —
in which the incumbent lacks the same barrier-free ability to reenter and thus must negotiate with
the SARR just like connecting carriers facing sunk costs and barriers to entry must negotiate
with each other in the real world. (/d at 19 & n.24; Neels Reb. V.S. at 9-10.)

UP consistently applies contestability principles to the question of revenue
allocation for cross-over traffic. The avoided cost approach assigns the SARR the division that
would be observed in a contestable market. (UP Reply at 21; UP Op. at 29-30 & Neels V.S. at
14-17.)

C. UP’s Avoided Cost Approach Provides Fair And Practical Solutions To The
Challenges That Arise When Complainants Use Cross-Over Traffic.

The Coal Shippers assert that the “norm of regularity” requires “any party
proposing to calculate cross-over traffic divisions using new methods . . . to prove that the new
methods were superior to MSP.” (Coal Shippers Reply at 21.) The “norm of regularity” concept
creates a presumption in favor of an agency’s decision to “stay[] on the course it had long ago
adopted,” when the agency is defending the settled rule in a judicial proceeding. See BNSF Ry.
v. STB, slip op. at 17-18. The concept does not apply to a rulemaking such as this one, in which
the agency has proposed to depart from its past course. But even if such a standard applied here,

UP has met that standard with its proposed avoided cost approach.
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The Board has recognized that the use of cross-over traffic involves a compromise
between accuracy and manageability of the SAC analysis. NPRM at 17. UP’s evidence in this
proceeding — which no party has rebutted — shows not only that cross-over revenue allocation
methods that rely on arbitrary cost allocations such as ATC, MSP, and MMP are inconsistent
with contestability principles, but also that the bias resulting from the use of such methods can be
severe and will invariably harm defendant carriers. (UP Op. at 27 & Neels V.S. at 9-15.)

UP’s avoided cost approach is manageable. The parties and the Board can easily
calculate the incumbent’s URCS variable costs for the on-SARR portion of the movement and
allocate that amount of revenue to the SARR. (UP Op. at 30.)

UP’s approach is also fully consistent with the contestability principles underlying
the Guidelines. It assigns the SARR the division that would be observed in a contestable market.
It also allows the SARR to achieve efficient traffic densities by adding cross-over traffic to its
network. In addition, UP’s approach helps ensure that any division will leave the incumbent
with sufficient revenues to support the off-SARR portions of the network required by cross-over
traffic. (UP Reply at 22 & n.30; Neels Reb. V.S. at 10-11.)

UP’s approach will be more accurate than methods that rely on arbitrary cost
allocations because it has no systematic bias against incumbent railroads and provides a built-in
opportunity to correct any perceived bias against a complainant. If a complainant perceives the
result of the avoided cost method as depriving it of revenue from a movement that it regards as
particularly attractive, it can obtain for the SARR the full amount of revenue available from that
movement by replicating the incumbent’s end-to-end service. (UP Op. at 30; Neels Reb. V.S.

at 11.) Under the Board’s current approach, by contrast, incumbents have no ability to correct



for bias — they must live with the consequences of whatever network configuration the
complainant posits. (Neels Reb. V.S. at11.)

The Board should reject ATC, MSP, MMP and all other methods of revenue
allocation for cross-over traffic that rely on arbitrary cost allocations and adopt UP’s avoided
cost method.

IV. INDEXING OPERATING EXPENSES

Despite the fact that a SARR 1s unlike real world railroads in many respects, the
Coal Shippers continue to insist that SARR operating expenses should be indexed to reflect
productivity gains experienced by real world railroads. As before, however, they fail to offer
evidence establishing that SARRs would in fact realize such gains (either in their initial years or
at any point during the SAC analysis period); that complainants will build into SAC analysis the
cost of new technology or other improvements needed to realize such gains; or that any gain a
SARR might realize would match RCAF-A or some predetermined percentage of RCAF-A.

Because there is no sound basis for routinely apply‘ing RCAF-A to the operating
expenses of a SARR, the Board should use RCAF-U to index those expenses. The Board should
apply a productivity adjustment only if a complainant in a particular case presents persuasive
evidence that its SARR will realize a productivity gain at some point after its start-up, evidence
of the timing and amount of that gain, and evidence that the costs of realizing the gain are
included in the SAC analysis.

A. The Assumption Of A Highly Efficient SARR Makes Productivity Gains
Unlikely.

As UP and others have explained, the fact that a SARR is designed to operate
with maximum efficiency makes it unlikely that the SARR will experience a productivity gain in

the period after start-up. When a SARR has the most modern equipment and facilities on day



one, an optimal design, and operations that incorporate all current best practices throughout,
there is little opportunity for improvement. And with a homogenous traffic group and/or a
simple operating plan for the select traffic group, a SARR has limited potential to increase
efficiency over time.

In response to these arguments, the Coal Shippers again complain that the
railroads have not addressed the “Board-mandated disparity between cost indexing and revenue
forecasting.” (Coal Shippers Reply at 33.) This supposed “disparity” hardly seems worth
comment. As Mr. Baranowski has explained, there is no necessary relationship between the
factors applied to operating costs and revenues; they are independent elements of the SAC
analysis, just as they are independent for real railroads. (BNSF Reply, Baranowski R.V.S. at 3-
5.) Moreover, contrary to the Coal Shippers’ argument, there is no reason to equalize cost and
revenue factors in order to preserve the financial viability of the SARR. The whole point of the
SAC analysis is to test the relation of SARR revenues and costs. The right of shippers to submit
evidence of an optimally efficient railroad means that the SARR starts out with far more
favorable operating costs than actual railroads. Nor does the use of RCAF-U doom the viability
of a SARR. Half the SAC cases decided by the Board have found that the SARR’s revenues
exceeded its costs during the projected life of the SARR.*

The Coal Shippers complain that the assumption of a highly efficient SARR is
incorrect and that the Board has accepted inefficient operating plans proposed by railroad

defendants in several cases. (Coal Shippers Reply at 34-38.) Such decisions arose from the

3 See Hearing on Economics, Service and Capacity in the Freight Railroad Industry, Before

the Subcommittee on Surface Transportation and Merchant Marine of the Senate Committee on
Commerce, Science and Merchant Marine, 109th Cong., 2d Sess. (June 21, 2006) (statement of
W. Douglas Buttrey, pp. 6, 15-16).
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Board’s conclusion that the complainants in those cases failed to present a workable operating
plan. In FMC, the one case cited in which UP was the defendant, the Board correctly noted that
FMC used “unsupported operating assumptions to estimate the number of trains, locomotives,
cars, and operating personnel that would be required.”’ Had FMC offered realistic assumptions
and proper documentation in support of its proposed operating plan, the Board might have
adopted that plan. As suggested by the passages from other cases quoted by the Coal Shippers, it
is unclear whether a more efficient design would have been feasible in those cases in view of the
traffic the complainant selected or the rail facilities it elected to construct. Moreover, the Coal
Shippers do not provide concrete suggestions about how operations of the SARRs in these cases
could have increased productivity over time, e.g., how they could have operated with a smaller
staff to produce the same output. They say nothing about whether costs of achieving
productivity gains were included in the SAC analysis in those cases.

The Coal Shippers also argue that, contrary to evidence submitted by UP and
BNSF, there is room for unit train operations to improve. (Coal Shippers Reply at 39.) Unit
trains have already achieved a high degree of productivity, and a SARR would enjoy this
productivity from the outset. (UP Op., Haley V.S. at 15.) UP has explained why many of the
improvements the Coal Shippers predict either are unlikely to be realized in the foreseeable

future, or will be quite costly to implement. (UP Reply, Rebensdorf R.V.S. at 2-8.)

37 FMC, 4 S'T.B. at 736; see also FMC Corp. v. Union Pac. R.R., Docket No. 42022, Union

Pacific’s Reply Evidence, filed March 31, 1999, Veritied Statement of Avery Grimes, at 6-13
(statistical analysis demonstrated that FMC’s operating plan produced efficiencies far beyond
those achieved by the average Class I railroad and that the level of efficiency reflected in FMC’s
operating plan was so far beyond what any Class I railroad had ever achieved that it was not
credible).



The UP document that the Coal Shippers cite and that the Board referenced in its
WPL decision does not support the Coal Shippers’ claim that unit train productivity will improve
for a SARR. (Coal Shippers Reply at 38-39.) Contrary to the Coal Shippers’ characterization,
this document was not a “study of productivity gains for unit train service.” (Id.) Rather, the
document was a sensitivity analysis that incorporated a forecast of RCAF that was not specific to
unit trains, produced in response to a discovery request that asked for any forecast. This
particular 1998 forecast assumed that overall UP operations would gain efficiency at a faster rate
than the rest of the industry early on — an assumption that has not been borne out by experience
since 1998. This forecast certainly has no relevance to a SARR that starts out with highly
efficient operations.

The Coal Shippers argue that a SARR will have excess capacity in its early years
and that this will give it the flexibility to improve its operations in the early period. (Coal
Shippers Reply at 39-40.) They add nothing new in their reply comments, simply quoting
passages from their opening comments. Mr. Baranowski has previously responded to these
arguments. As he explained there, under SAC methodology, complainants enjoy the benefit of a
perfect match between traffic and capacity in the peak year, and the resulting economies are
prorated to all years of the SAC analysis, including the initial years. Thus, a SARR enjoys full
economies of density even in years when its traffic density is lower. (BNSF Reply, Baranowski
R.V.S. at 8.) Even if this were not the case, common sense suggests that excess capacity at the
outset of the analysis period will not yield any productivity gain over time for a SARR. Because
excess capacity declines as traffic increases, SARR congestion will increase during the forecast

period, and, if anything, productivity should decrease as a result.



B. Complainants Must Account For The Costs Associated With Any
Productivity Gains They Claim For A SARR.

UP and other railroads have explained that realization of most or all of the
potential productivity gains shippers have identified will require substantial expenditures (if they
materialize at all). The Coal Shippers respond that any costs required to produce productivity
gains are already factored into the RCAF-A. (Coal Shippers Reply at 41.) This is wrong. The
RCAF-A reflects the effect of greater output relative to changes in the unit costs of inputs, but it
does not address whether enough of the necessary resources are included in a SARR’s budget to
achieve the productivity gains reflected in RCAF-A, e.g., the actual costs of salaries for a process
improvement team or the capital cost of constructing longer sidings to accommodate longer
trains.

The possibility that “productivity-based cost savings will exceed any implicit
costs of accelerating asset replacement”™ (Coal Shippers Reply at 42) does not prove anything
about whether the relevant cost has been included in the SAC analysis. Assuming a SARR
would conclude that early asset replacement is worthwhile because it would produce a net gain,
it is still essential that the cost of the new asset (along with any training or other costs associated
with implementation of the new asset and costs and revenues associated with retirement of the
old asset) be included in the SAC analysis. The complainant must prove that it has included this
cost before it can claim the benefit of any amount of productivity gain alleged to result from the

new asset.

C. Complainants Should Bear The Burden Of Establishing The Existence And
Amount Of Any SARR Productivity Gains.

The Coal Shippers complain that the railroads want to place “insurmountable
evidentiary burdens” on complainants. (Coal Shippers Reply at 42.) But there is no injustice in

requiring a complainant to produce evidence of any productivity improvements it wishes to
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claim. UP has explained previously that, in view of the fact that a SARR operates with
maximum efficiency at the outset and ordinarily has a simple operating plan, it is inappropriate
to assume that the SARR will experience productivity gains measured by RCAF-A or some
arbitrary percentage tied to RCAF-A. (See, e.g., UP Reply at 35-38.) Because the circumstances
of a highly efficient SARR make it so unlikely that the SARR would experience productivity
gains following start-up, routine application of RCAF-A (or a percentage of RCAF-A) to adjust
SARR operating expenses is likely to result in double counting of efficiency benefits. If any
complainant believes that there are special reasons why its SARR would improve productivity
after start-up, it should bear the burden of showing how and when this will occur, how it has
incorporated in the SAC analysis the cost associated with the improvement, and how much gain
is likely to result.

Even if a complainant is able to show that the SARR will enjoy some productivity
gain during the forecast period, this is not a basis for using RCAF-A (or a predetermined
percentage of RCAF-A) as the measure of any gain. In view of the many differences between a
SARR and a real railroad, a SARR’s improvement is unlikely to bear any relation to the
experience of real railroads. It makes more sense to require a complainant to identify specific
developments that would result in productivity gains for a SARR and to show which cost
categories would be affected by a particular development.®

If an important new technology is implemented in the middle of the forecast

period, the Board should permit the complainant to seek reopening in order to present evidence

3 AECC’s suggestion that analysis of individual productivity developments in a rate

proceeding will discourage innovation is frivolous. (See AECC Reply at 7.) 1t is difficult to
imagine that any railroad would forgo a technological development expected to yield significant
economic benefit based on the possibility that evidence concerning that development might
someday be used as part of a SAC calculation.



of the cost of implementing the technology and the effect it will have on operating costs.
Requiring that complainants seek reopening after a new technology has actually been developed
and tested will remove the need to speculate at the outset about the nature, timing, and impact of
that development. Because a SARR presumably incorporates from the outset all technologies
that are currently cost-effective for its operations, the complainant can claim productivity gain
only from as yet unproven technologies. Some of these technologies may never prove viable,
and the timing of others is unpredictable. For example, AECC cites one-man crews and
electronically controlled pneumatic (“ECP”’) brakes as initiatives that are “in the queue.” (AECC
Reply at 6.) However, neither of these potential developments is imminent; it is currently
unclear whether and when they will actually be implemented. For example, use of ECP brakes
requires that all cars on a train be equipped with electronic brakes. Because PRB coal
transportation customers generally provide their own equipment, the SARR could not install
ECP brakes until its customers replaced their equipment. (And because it will take even longer
for railroads to convert the hundreds of thousands of cars in their fleets, it is highly unlikely that
RCAF-A will reflect improvements due to ECP brakes any time soon.) Moreover, installation of
ECP brakes or other technological developments that are not available to the SARR when it
begins operations will require large expenditures, and these costs would need to be included in
the SAC analysis. [t makes more sense to wait until such potential changes are ready for
deployment and to allow the complainant to seek reopening to present evidence once it becomes
clear when the new technology will be available, how much it will cost, and how much gain it
will actually produce.

Of course, where a complainant seeks reopening to present evidence of a new

technology that has become available during the forecast period, there may be no need to apply



any index to reflect the productivity gain. This is because the timing of introduction of the new
technology may differ for a SARR and a real railroad. Take Positive Train Control (“PTC”) as
an example. The limited scale of a SARR and its hypothetical nature allow the complainant to
assume that the SARR would be an earlier adopter and that it could deploy the technology
throughout its system all at one time, achieving 100% of the benefit immediately. Real railroads,
with real dollars sunk in signal systems spanning tens of thousands of track-miles and facing
constraints on buying and installing such advanced technology all at once, will be much slower
to implement PTC.** The SARR has the opportunity with a modest reopening to recognize the
costs and claim all of the benefits immediately, whereas the benefits would accrue to real
railroads gradually. If a complainant chose to realize all benefits and costs of the new
technology immediately, it would achieve the full productivity gain at one time. Any attempt to
apply some portion of RCAF-A to SARR operating expenses after reopening would result in a
double recovery of that gain.

D. If The Board Makes Adjustments For Productivity Gains, It Should Also
Include Offsetting Adjustments.

As UP pointed out in its reply comments, if the Board permits an adjustment to a
SARR’s operating expenses to reflect productivity gain, it should also recognize other
adjustments that could offset the effect of the productivity gain. The Coal Shippers argue that
one such adjustment — to the inflation of capital assets in the DCF model — is inappropriate.
(Coal Shippers Reply at 45-46.) In lieu of an adjustment to capital inflation, they introduce a

new proposal (adjustment of SARR asset lives) that is not within the scope of this rulemaking.

9 . - .y . . .. . . ~
¥ For this reason, AECC is wrong in surmising that an incumbent will have fully

implemented all proven methods of cost reduction in its current operations. (See AECC Reply at
6.)

40



Moreover, it appears that the Coal Shippers are trying to gain a one-sided benefit, by adjusting
one set of costs, but declining to apply a similar adjustment to a different set of costs in the same
analysis.

V. MOVEMENT-SPECIFIC ADJUSTMENTS TO URCS

UP’s comments on the Board’s proposal to simplify variable cost calculations
addressed two concerns. First, UP asked the Board to make clear that it did not intend to depart
from its precedent by excluding from variable cost calculations defendants’ costs associated with
payments to third parties or to shippers that are not reflected in URCS unit costs. (UP Op. at 37-
40.) Second, UP asked the Board to allow parties to substitute a limited number of movement-
specific inputs for values calculated by the URCS Phase Il model. (/d at 40-44.) No party to
this proceeding has disagreed with UP’s core concerns.

No one has taken issue with UP’s position that the Board should follow existing
precedent with respect to the treatment of railroad payments to third parties or to shippers. The
Coal Shippers say that UP advocated “a blanket rule that would categorize any payment made to
another carrier as a variable cost to the payor.” (Coal Shippers Reply at 53.)* In fact, UP asked
the Board only to “clarify that it does not intend to change its treatment of these payments.” (UP

Op. at 37.) On that point, there appears to be complete agreement: the Coal Shippers state that

40 The Coal Shippers take issue with the example UP offered to illustrate its concern — UP’s

payment to the Missouri & Northern Arkansas Railroad (“MNA™). (Coal Shippers Reply at 53-
54.) They make several assertions about UP’s relationship with MNA that are incorrect. UP
believes the MNA payment should be treated as a variable cost under Board precedent, but it
also believes that the issue should be addressed in the KCPL case. UP used the MNA example
simply to illustrate the need to clarify that the Board’s proposal would not foreclose UP from
presenting evidence on the specific dispute in the KCPL case. (UP Op. at 39-40.)
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the Board “should continue to approach the issue of ‘third party payments’ on a case-by-case
basis.” (Coal Shippers Reply at 55.)*!

Similarly, no party has disagreed with UP’s position that the Board should allow
parties in rate cases to substitute certain additional movement-specific operating statistics for the
default values that would be supplied by the URCS Phase Il model. In fact, most parties have
argued that the Board should abandon its proposal to simplify the variable cost component of
rate cases. We continue to believe that UP’s proposal strikes an appropriate balance between
accuracy and simplicity.

The Coal Shippers claim that UP’s proposal “would restrict the categories of
movement-specific evidence that could be submitted . . . to those issues that are likely to benefit
the carrier,” pointing to our statements that our road property, maintenance-of-way, and
locomotive ownership costs are above system-average costs. (Coal Shippers Reply at 57.)
However, UP did not propose to allow movement-specific evidence of those costs. Instead, UP’s
proposal focused on basic operating characteristics for which actual data are readily available —
e.g., empty miles, number of locomotives, and tare weight of cars. (UP Op. at 41.) This
proposal was a genuine effort to fashion a constructive modification that would improve the

accuracy of variable cost calculations while remaining consistent with the Board’s goals as

Al The Coal Shippers argue that a “line-haul division” that a Class I railroad pays to a

shortline “warrants different treatment” from a “bona fide subcontract arrangement” and should
be treated as an “offset to revenue.” (Coal Shippers Reply at 55.) UP submits that relationships
between Class [ railroads and shortlines should be assessed on a case-by-case basis, but that there
will never be a situation in which a Class I's payment to a shortline would appropriately be
treated as an “offset to revenue.” The payment will be either a cost to the Class I or a division
between the Class I and the shortline. If the payment is a division, there is no reason to consider
the amount of the division separately from the through rate — the shortline should be a defendant
in a case that challenges the through rate. See Cent. Power & Light Co. v. S. Pac. Transp. Co., 1
S.T.B. 1059, 1072 (1996) (**[T]he shipper’s only interest is that the charge shall be reasonable as
a whole.””) (quoting Great N. Ry. v. Sullivan, 294 U.S. 458, 463 (1935)).



expressed in the NPRM. Litigation costs are a concern for UP as well as for the Board. For that
reason, UP continues to urge the Board to give serious consideration to its proposal.*?
VI. STAND-ALONE COST ANALYSIS PERIOD

After reviewing the opening comments and reply comments regarding the SAC
analysis period, UP continues to support a change to a 10-year SAC analysis period, with a
maximum rate prescription period of 10 years. Our reasons appear in UP’s reply comments.
VII. STANDARDS FOR REOPENING

UP continues to adhere to the positions stated in its reply comments with respect
to the reopening or vacating of rate prescriptions, for the reasons stated in those reply comments.
Among other things, we demonstrated there why the Board’s proposal on this subject is
consistent with Arizona Grocery Co. v. Atchison, Topeka & Santa Fe Ry., 284 U.S. 370 (1932).

The Coal Shippers continue to complain that the Board’s multi-tier approach will
favor railroads over shippers. (Coal Shippers Reply at 62.) It is far from clear that this will
necessarily be the result of implementing the Board’s proposals.* Moreover, there is no reason
to refrain from making simple changes quickly in order to correct mistakes the Board identifies
when it grants rehearing, just because of a concern that such corrections will tend to benefit
railroad defendants. The Coal Shippers’ preferred approach would sacrifice accuracy (and
common sense) for whatever undeserved advantage they might gain through unnecessary delay.

Contrary to the Coal Shippers’ objection, the Board’s approach to the reopening/vacating

) . . -~ . o .
i The Coal Shippers, who frequently complain about the cost of litigating rate cases, also

had the opportunity to offer constructive suggestions to reduce complexity and costs, but they
chose to offer none.

43 The Board is not hesitant to reopen decisions and correct them in the shipper’s favor.

See, e.g., Otter Tail Power Co. v. BNSF Ry., STB Docket No. 42071 (STB served May 26, 2006)
(reopening proceeding on Board’s own initiative to correct prior decision to use BNSF’s unit
costs for locomotives).
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procedures is a common-sense, even-handed approach that takes into account the nature of the
issues and seeks to avoid irreparable injury to either party where possible.
Respectfully submitted,

J. MICHAEL HEMMER
LOUISE A. RINN

GABRIEL S. MEYER

Union Pacific Railroad Company
1400 Douglas Street

Omaha, Nebraska 68179

Tel: (402) 544-5000
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Covington & Burling
1201 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-2401
Tel: (202) 662-6000
Fax: (202) 662-6291

Attorneys for Union Pacific
Railroad Company

June 30, 2006

44



CERTIFICATE OF SERVICE
I, Michael L. Rosenthal, hereby certify that on this 30th day of June, 2006, I
caused a copy of the Rebuttal Submission of Union Pacific Railroad Company to be served by
first-class mail or a more expeditious method of delivery upon all persons who have filed a

notice of intent to participate in STB Ex Parte No. 657 (Sub-No. 1).

.............
il g

...... f:.w p

'
Yt 1 A

. ey
. nl"’"d::.nmﬁu-‘"ﬁ/“ "\L.--""‘

Michael L.. Rosenthal

45



Exhibit



September 20, 2004

The Honorable Roger Nober
Chairman

Surface Transportation Board
1925 K Street, N.W., Suite 810
Washington, D.C. 20423-0001

Re: Ex Parte No, 655, Powder River Basin Site Visit

Dear Chairman Nober:

T write in response to a letter you received from the Western Coal Traffic League (“WCTL") that
was placed into the public record in the above-referenced proceeding on September 8, 2004. The
letter attached a calculation purporting to demonstrate that The Burlington Northern and Santa
Fe, CSXT, Norfolk Southern, and Union Pacific collectively receive revenues from coal
transportation services that substantially exceed the railroads’ fully allocated costs.

WCTL’s calenlation does not reflect Union Pacific’s experience. As we explained during the
Board’s recent site visit to the Powder River Basin, Union Pacific has seen a steady erosion in
the revenue we receive in refation to the costs we incur for transporting coal. If that erosion
continues, Union Pacific will find it even more difficult to fund the investments necessary to
meet projected demands for transportation of coal and all the other commodities that move over
our shared network.

WCTL’s suggestion that Union Pacific and other railroads are nonetheless earning excessive
revenues on their coal traffic is incorrect for two reasons. First, WCTL’s calculation does not
address whether the raiiroads are earning revenues from coal sufficient to support investment in
their networks. Second, WCTL’s calculation is itself flawed in several respects.

WCTL's calculation does not address whether railroads are earning disproportionate revenues
from coal traffic. Coal traffic should make a significant contribution to cover the total fixed
costs of the portion of Union Pacific's network that it shares, given the increasing demand for
western coal and its dependence on rail transportation. WCTL’s approach, which assigns a
proportionate share of the Union Pacific network’s fixed costs to a coal based on URCS variable
costs of handling coal, is not a valid method for determining whether coal is being asked to
contribute more than its fair share to the network.

J. Michael Hernmier
Sr. Vice President - Law and General Counsel

VUNION PACIFIC RAILROAD

1400 Douglas St., Stop 1380, Omaha, NE 68179-1580
ph. (402} 544-6677  fx. {402) 501-0129
mhermer®up.con



Even if it were correct to ignore the contribution that coal must make to a network it shares with
other traffic, WCTL’s calculation does not address whether railroad retums are sufficient to
support future new investments and re-investment in the portions of the network that carry coal
traffic. It uses URCS costs, which are based on historical, depreciated costs of assets, rather than
the type of forward-looking costs that are relevant to future investment decisions. H assumes that
coal should bear only a proportionate share of fixed costs. It also uses system-average costs,
which do not reflect the substantial investments that Union Pacific has recently made in its coal
routes. And it does not reflect the high maintenance costs that we are discovering arise from
transporting heavy wheel load coal traffic, including bridge damage, rail wear, fouling of
subgrades, signal insulation problems, and incident recovery. We described these emerging
costs during the site visit,

Moreover, to the extent that WCTL’s approach has any value, when the calculations are
performed correctly, they reinforce the concerns we raised during the site visit.

We have reproduced WCTL’s approach, focusing on data for Union Pacific. As shown in the
attached exhibit, Union Pacific’s revenue/cost ratio is not in the 1.20 range suggested by WCTL.
Instead, it has declined from 1.03 in 2001 to 1.00 in 2003. In other words, even applying
WCTL’s inapposite approach, Union Pacific’s revenue/cost ratic indicates that coal revenues are
sufficient only to cover the sum of variable and an arbitrary allocation of fixed costs (even based
on historic costs), and the coverage ratio is declining below the level that would support
reinvestment,

WCTL asserts that its calculations are based on data from the STB Costed Waybill Sample. We
have been unable to replicate those caleulations precisely. We note, though, that many railroads,
including Union Pacific, “mask™ revenue data to safeguard the confidentiality of contract rates
when submitting revenue data for the waybill sample. When the Board releases these data, it
warns recipients that the “masked revenue figures are typically larger than actual contract
revenues,” and thus that use of “revenue data from the Carload Waybill Sample in any type of
comparison could lead to wrong or misleading results.”’ We thus replicated WCTL’s approach
using actual, publicly reported revenue data.

As we explained during the site visit, Union Pacific’s coal revenues are by no measure cxcessive,
and they have been falling relative to costs. If this trend continues, investments in some of the

‘ See, e.g., Letter from Leland L. Gardner, Director, Office of Economics, Environmental
Analysis, and Administration, to Michael L. Rosenthal, Esq., dated Dec. 22, 2003,



facilities necessary to meet projected future demand will not be justified. If that happens,
customers who depend on Union Pacific for coal transportation will inevitably face capacity
constraints. Union Pacific does not want to find itself in that position.

Sincerely,

Enclosure

cc:  Houn. Francis P. Mulvey
Hon. Douglas Buttrey
Hon, Vernon A. Williams
Mr. Matthew K. Rose
Mr, Mark W. Schwirtz



Comparison of Revenues to Fully-Allacated Costs (including Cost of Capitat) for Coal Traffic
Handied by the Union Pacific Railroad

Description 2001 2002 2003
Coal Traffic Revenue' $2,353,598,139 $2.287,765,412 $2,355,138.785
Coal Total Variable Costs’ $1,702,479,780 $1,638,131,007 $1,762.853,595
Constant Cost Markup Ratlo* 1.34 1.34 1.34
Coal Fully-Allocated Costs $2,276,913,483 $2,191,766,525 $2,345,283,053
{including Cost of Capital)5

Revenue to Fully-Allocated Costs 1.03 1.04 1.00

{including Cost of Capitat)®

Notes :
E‘jtﬁ:aurce: 2001 and 2002 Caroad Waybdt Sample and 2001, 2002, and 2003 Unicn Pacific Rallroad Annual Raports.

1. Coal Traflic Revenue for 2001 and 2002 calculated as tatal revenue from Energy Commodities (coal and coke) revenu figures from Union Pacific's
2001, 2002, and 2003 Annuat Reparts, multiphed by the ratio of coal revenue to coal + cohe revenua in the 2001 and 2002 Carlcars Waybill Samples. The
2002 posl ratio is used in 2003 calculation because the 2003 Carfoad Waybill Sample ts not yet available.

2. Totat Varizble Costs for UP Jor 2001 and 2002 from 2001 and 2002 Caroad Waybdl Samples. 2003 Tolal Vanable Cost adiusted from 2002 figure using
vradjusted RCAF because the 2003 Carload Waybil Sampie is not yet avallable. 2003 costs ara slso adjusted for changes in total energy ton-miles from
2002 to 2003, based o1 the 2003 Umon Pacific Annual Report.

3. Calcuisted as Coal Treffic Revenue / Total Vartable Cost.

4, UP Constant Cost Markup Ratio from URCS WT DBLE2TC 1. Valug for 2003 estimated by assuming no change from 2002 to 2003,

5, Calculated as Yotal Vanable Cost for coat multiplied by the Constant Cost Markup Ratia

6, Calculated as Coal Traffic Revenue / Fulty-Aliocated Costs (including Cost of Capital).
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REBUTTAL VERIFIED STATEMENT
| O
KEVIN NEELS
L vIntroduction
My name is Kevin Neels. I previously filed verified statements in this proceeding
that were included in the opening and reply submissions of Union Pacific Railroa& Company
(UP).! A summary of my qualifications is contained in my opening verified statement.

UP has asked me to address the reply comments filed in this proceeding that have
criticized UP’s proposal to set divisions for cross-over traffic based on avoided costs and urged
the Board to retain its current mileage-based prorate method of setting cross-over divisions —

- primarily the reply comments filed by the Coal Shippers.”

 The contentious problem of revenue allocation for cross-over traffic arises
becaﬁse the use of cross-over traffic involves a def)arture from the ideal of a full stand~al.0ne cost
(SAC) test. As I have previously explained, in a full SAC test, the stand-alone railroad (SARR)
truly stands alone.®> This does not mean that the SARR must handle all movements included in
the SARR’s traffic group all the way from origin to destination, but it must replicate all portions

of the incumbent’s route over which the traffic moves.* _

! Opening Submission of Union Pacific Railroad Company (UP Op.), Verified Statement

of Kevin Neels (Neels VS) & Reply Submission of Union Pacific Railroad Company (UP
Reply), Reply Verified Statement of Kevin Neels (Neels RVS). '

Joint Reply Comments of Western Coal Traffic League, Concerned Captive Coal
Shippers, Western Fuels Association, Inc., Edison Electric Institute, National Rural Electric
Cooperative Association, and American Public Power Association (Coal Shippers Reply). ..

3 Neels VS, pp. 4-7.

4 To correct the analogy used by Dr. Borts, a witness for the Coal Shippers, a full SAC test

is not comparable to requiring Wal-Mart to grow its own food. Rather, it is comparable to
(continued...)



In a full SAC test, the SARR would entirely supplant the incumbent with respect
'to all movements included in the SARR's traffic group, and it thus woﬁld plainly be entitled to
whatever revenue the incumbent would have earned from those movements at pre-entry prices.
When a SARR is allowed to vhandlc cross-over traffic, however, a new and
different problem arises. The cross-over traffic continues to move at pre-entry prices, but the
revenue generated by those pre-entry prices must somehow be divided betweeﬁ the incumbent
and the SARR. The question of how to establish the necessary division arises in the context of a
contestable world, and contestability theory provides an answer to the question — namely,
allocate revenués based on the incumbent’s avoided costs of providing the >service replicated by
the éARR.
IL The MSP Method Is Fundamentally Flawed.
In their reply comments, the Coal Shippers note that the railroads oppose the
Board’s proposed ATC method for allocating cross-over traffic revenues for precisely the same
reasons that they themselves oppose it — that is, because it requires an érbitrary allocation of a
carrier’s fixed costs.” At the same time, however, they fail to acknowledge that their preferred
alternative — the Board’s current Modified Straight-Mileage Prorate méthod (MSP) ~ suffers
from precisely the same defect. Moreover, they fail to respond to the evidence that I and others
have submitted in this prbceeding that demonstrates the problems and biases that are inherent in

MSP.

requiring Walmart to build all four walls of its store, or to build aisles that run all the way from
-the shelves to the checkout. See Coal Shippers Reply, Reply Verified Statement of George H.
Borts (Borts RVS), p. 10. .

> Coal Shippers Reply, p. 22.
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A. MSP Requires an Arbitrary Allocation of F ixed Costs.

MSP, like the Board’s proposed ATC method, relies upon arbltrary allocauonq of
- acarrier’s fixed cost. Despite the Coal Shippers’ efforts to depict MSP as an appropriate
surrogate for market-based revenue divisions® and as a practice that has been validated by long
usage,’ the fact remains that MSP allocates cross-over revenues to the SARR based “upon the
assumption that average costs are a continuous function of distance.”® In other words, MSP, like
the Board’s proposed ATC method, relies on the incumbent carrier’s costs to assign a i)ortion of
the contribution associated with cross-over traffic movements to the SARR and a portion to the
incumbent. As UP observed in its opening submission in this proceedin‘g, “there is no principled
basis for éllocatin g contribution from a movement among different segments.” The Coal
Shippers rely on this statement to support their arguinent that the ATC method should be
rejected.'® However, they ignore that the criticism is equally applicable to MSP as it is to ATC,
and thus that it also condemns MSP.

B. MSP Will Produce Systematically Flawed and Biased Results.

In my verified statement that was included in UP’s opening submission, I
presented and discussed a numerical example based upon the configuration of UP’s coal network

that showed how MSP produced flawed results that were biased, allowing complainants to

6 Joint Opening Comments of Western Coal Traffic League, Concerned Captive Coal
Shippers, Western Fuels Association, Inc., Edison Electric Institute, National Rural Electric
Cooperative Association, and American Publu, Power Association (Coal Shippers Op.), Verified
Statement of George H. Borts (Borts VS), pp. 16-17.

7 Coal Shippers Reply, p. 2

8 Pub. Serv. Co. of Colorado d/b/a XcelEnergy v. Burhngmn N. & Santa Fe Ry., STB
Docket No. 42057 (STB served Jan. 19, 2005) at 8.

? UP Op., p. 23.

10 Coal Shippers Reply, p. 23.
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configure SARRSs and present truncated SAC ana]yseé indicating that rate relief is warranted,
even though a full 'SAC analysis would demonstrate‘conclusively that no cust.omver or group of
customers was paying more than stand-alone costs.'! My example illustrated how a systematic
bias can arise when MSP is applied to networks that, like UP’s network, contain a mixture of -
high and low density lines, and in particular, when it ié applied to truncated SARRSs that reﬁlicate
only the high density portions of such networks.'> Shippers seeking to reduce the rates they pay
for coal transportation, who have substantial freedom to configure their SARR presentations in
whatever way they choose, have a powerful incentive to seek out instances in which the potential
for bias that is inherent in the MSP method will skew SAC test results in their favor.

None of the reply submissions in this proceeding address or discuss these results.
My conclusion that MSP will produce systematically biased outcomes is fhus unchallenged.

III.  Allocating Cross-Over Revenue Based On An Avoided Cost Approach Is A Proper
Application Of Contestability Principles.

As I 'have previously explained, basing revenue allocation for cross-over traffic on
the incumbent’s avoided cost is the only approach that is fully consistent with contestable market
principles.”> None of the objections raised by the Coal Shippers in their reply submission has

any merit.

1 Neels VS, pp. 9-15.

12

AECC’s reply comments actually reinforce this point. AECC’s witness argues that only
modest rates are needed to support high density lines such as the PRB Joint Line and other high
density portions of UP’s coal network. See Arkansas Electric Cooperative Corporation Reply
Comments, pp. 3-4. By that logic, the rates required to support the portions of PRB coal

. movements moving across lower density lines must be substantially higher. However, MSP does

-not divide revenues in a way that reflects these economic realities. Instead, it apportiom revenue
uniformly on the basis of mileage, thus treating high density and low denslty lines in precisely
the same manner.

13 Neels VS, pp. 14-17.



A.  -UP’s Avoided Cost Apprback Is Based on Pre-Entry Prices and Does Not
Permit a “Competitive Response’ or “Price Retaliation” in Response to Eniry
by a SARR. ‘

The Coal Shippers are wrong when they assert that UP’s avoided cost approach
involves an impermissible “competitive response” or “price retaliation™ or alteration of “pre-
entry prices” by the incumbent.'*

The Coal Shippers are correct when they say that contestability thebfy provides
that the profitability of entry be evaluated at the incumbent’s pre-entry prices. That is, however,
exactlvy what the avoided cost abproach does. Under the avoided cost approach, the end-to-end
prices charged by the incumbent — which are the only pre-entry prices that exist — are uﬁaffected
by the SARR’s entry. The potential for confusion arises because the use of cross-over traffic
i_nvo.lves a special situation in which the SARR is not proposing to offer end-to-end service and
thus is not entitled to the full end-to-end price. When cross-over traffic is used ina SAC
analysis, there must be a way to determine the appropriate division for the SARR. The SARR’s
division, however, will always be a portion of the pre-entry price. In other words, the question
addressed by the avoided cost approach is how those unchanged pre-entry prices are to be
divided between the incumbent and the SARR.

An avoided cost approach does, in a limited sense, reflect “competition” between
the incumbent and the SARR. Under contestability principles, the SARR and incumbent could

each offer service along those routes on which they possess a cost advantage, and divisions

'*" Coal Shippers Reply, pp. 24-25 & Borts RVS, pp. 6-7.



measured by avoided costs would result if the SARR had to contend with the incumbent’s ability
to handle the cross-over portions of moveme:nts:.is

However, basing cross-over traffic revenue allocations on avoided coéts does not
in any way involve an impermissible “competitive response” or “retaliation” on the part of the
incumbent. A “competitive response” or “retaliation” in the face of entry is generally understood
to occur in situations in which an incumbent, faced with entry, drops its prices to non-
remunerative levels in order to drive the entrant from the market. Basing cross-over divisions on
the incumbent’s avoided costs cannot be viewed as a competitive response or retaliation in this
sense if only for the simple reason that there are no pre-entry re\;enue divisions with which they
can be compared. Setting cross-over divisions based upon the incumbent’s avoided costs does
not represent a reduction from pre-entry price levels; it involves the creation of prices when none
existed before.

B. UP’s Avoided Cost Approach Does Not Set Divisions Too Low to Serve the
Purpose of the SAC Test. ' '

The Coal Shippers are wrong when they assert that UP’s avoided cost approach to
revenue allocation for cross-over traffic sets cross-over divisions too low to support entry by the

SARR or to allow the SARR to benefit from economies of density.16 As I have previously

13 This “competition” between the SARR and the incumbent does not mean that the SARR

does not replace the incumbent for purposes of conducting the SAC test. The SARR will always
handle all of the traffic the complainant selects for the SARR’s traffic group — both the traffic the
SARR handles end-to-end and cross-over traffic. The idea that the SARR and the incumbent
“compete” for cross-over traffic is merely an analytical tool used to establish the revenues to
which the SARR is entitled when it handles cross-over traffic. Moreover, the incumbent ‘
possesses no inherent advantage in this competition as a result of its ability to offer end-to-end
service to the traffic in question. The SARR also possesses this ability, and is free to build out as
much or as little of the route as it chooses.

6 Coal Shippers Reply, pp. 25-26 & Borts RVS, p. 7.



explained, divisions based on avoideci costs would leave an efficient SARR with sufficient
revenue to handle cross-over traffic and thus obtain_b the benefits of economies of density."’

There is nothing in the use of an avoided cost approach that precludes t;l_le SARR
from exploiting fully any advantages of density and grouping of traffic. The complainant
remains free to group the issuc traffic wilth whatever non-issue traffic it chéoses, and to replicate
whatever poftion of the incumbent’s facilities that it chooses. An avoided cost approach does no
more than correctly calculate the revenues that the SARR postulated by the compiainant can
expect to earn in a contestable market based upon thé netﬁ*ofk that it chooses to build.

The .Coal Shippers also express concern that divisions based on avoided costs
would be so low that they would lead a SARR to “shun [the] mafket” out of fear that it would not
be able to “recoup its costs” before the incumbent engages in “price retaliation.”® As I discuss
above, however, the avoided cost approach does not involve “price retél_iation.” In addition, if
* would be economically irrational for an incumbent operating in a contestable market to engage in
retaliation against a new entrant. Unless the incumbent enjoyed a genuine cost advantage, the -
only way it could drive an entrant from the market would be to charge prices so low as to prevent
the incumbent from covering its costs — a sfrategy that the incumbent could only sustain
temporarily. Even if the entrant were forced to withdraw, it would recover all of 'its costs. When
the incumbent would eventually bé forced either to raise its below-cost prices or withdraw from
the market, the entrant would immediately return, preventing the incumbent vfrorﬁ ever recouping

its losses. Retaliation would thus always be a costly strategy that was doomed to fail.

17 Neels VS, p. 15.

18 Coal Shippers Reply, p. 25.



C. UP’s Avoided Cost Approach Does Not Create Any “Barriers to Entry.”

The Coal Shippers are wrong when they assert, through Dr. Borts,‘ that adoption
of an avoided cost approach to revenue allocation for cross-over traffic would create an
“impermissible barrier to entry” by subjecting the SARR to “an artificial division requirement
not faced by the incumbent.”’® Dr. Borts has not identified any actual “barrier to entry.” The
Coal Shippers have previously defined the term “barrier to entry” to mean a cost “not actually
incurred by the defendant carrier.”*® Under that meaning of the term, there is no barrier to entry

| associated with use of the avoided cost approach. The incumbent has cleared a far higher hurdle
than any imposed on the SARR by the avoided cost approach — it has made all of the investment
necessary to provide end-to-end service to the traffic in question. In other words, this is not a |
case in which the SARR is being asked to bear a cost that the incumbent has not borne — it is é
case in which the SARR is avoiding costs the incumbent has borne.

Moreover, there is no merit to Dr. Borts’ complaint that divisions based on
avoided costs are “artificial.” Any division of revenue established to account for the SARR’s
ability to use cross-over traffic will necessarily be “artificial” because there are no real-world
divisions for the vtraffic in question — the incumbent has by definition made the investment
necessary to provide end-to-end service for the traffic.
| Finally, Dr. Borts complains that the avo.ided cost approach prevenfs SARRs from

using the same “productive techniques” as the incumbent.”’ Dr. Borts is plainly incorrect: the

19 Borts RVS, p. 9.
% Coal Shippers Op., p. 39.
21 Borts RVS, p. 9.



SARR can always use the same productive techniques as the incumbent — it remains free to
provide end-to-end service for the traffic in question.

D. UP’s Avoided Cost Approach Does Not Improperly Apply the Results of
Contestability to the World of Sunk Costs.

The Coal Shippers are wrong when they assert, through Dr. Borts, that UP’s
avoided cost approach improperly “appl[ies] the results of contesfabi_l,ity to the world of sunk
costs.”™ As I have previously explained, the avoided cost approach is the only approach to

_cross-over revenue allocation that is fully consistent with contestable market prigciples — it
assigns to the SARR the division of revenues that would be observed in a contéstable market.
'The avoided cost combines contestability principles and real world facts only in the same way
_that the SAC test necessarily does — it is an analytical tool that is used to determine whether the
defendant carrier has set the challenged rate above a reasonable maximum level.'

In fact, it is the Coal Shippers that fail to draw a proper distinction between the
contestable and real worlds when they urge the Board to allocate Cross-over revenues using real-
world divisions as guideposts. In other words, the Coal Shippers urge the Board to adopt an
approach to rate regulatidn under which a SARR unld enter a market under copditions of
contestability — no barriers to entry and no sunk costs — but then obtain divisions measured by |
the standards that apply in a world with sunk costs and barriers to entry.

The Coal Shippers’ attempt to import real-world revenue divisions into SAC
proceedings is entirely inappropriate. Real-world rail transportation markets are characterized by
nufneréus rigidities, sunk costs and barriers to entry and exit. These structural characteristics

strongly influence the manner in which real-world revenue divisions are determined. The Board

2 Borts RVS, p. 9.



has for many years adopted as the standard against which rates are to be judged the rates tha;.
would emerge from a hypothetical and perfectly competitive contestable railroad market in
which there are no such barriers or rigidities. In order for this standard to yield me‘éningful
results, it must be consistently applied. Importing real-worldl revenue divisions into a SAC
analysis for purposes of establishing the revenues to be earned by the SARR on cross-over traffic
cannot be reconciled with any consistent se{ of economic principles.

IV.  Allocating Cross-Over Revenues Based On Avoided Costs Is A Sensible Solution To
The Issues Raised By The Use Of Cross-Over Traffic.

As the Board has recognized, the use of cross-over traffic involves a trade-off
between accuracy of results and the manageability of analySes. The ques;ion the Board must -
'consider is how best to strike the balance. I subnﬁt that the u_ée of revenue divisions based én
avoided costs strikes that balance. -

I discussed the many advzmtages of an avoided cost approach in my opening
verified statement.”® I review them briefly here because the Coal Shippers have asserted in their
reply submission that no party has proposed an approach to allocating cross-over revenues that is
superior to MSP.**

| .F irst, an avoided cost approach is the only economically valid method for
apportioning cross-over revenues between the SARR and the incumbent. One of the most
" important advantages of an avoided cost approach is that it does not suffer the inherent and
fundamental problems associated with MSP and other approaches that rely on arbitrary

allocations of the incumbent’s costs.

2 Neels VS, pp. 14-17.

24

Coal Shippers Reply, p. 20.
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Second, an avoided cost approach preserves the key objective of using cross-over
traffic while eliminating problems associated with its use. It allows the SARR to take advantage
of the economies of density associated with traffic grouping, and it assures that the SARR will
obtain sufficient revenue to support that traffic by assigning to the SARR the incumbent’s
avoided costs for the service to be provided by the SARR. Because the SARR’s costs will in
vil;tua]_ly ali cases be lower than those of the incumbent, the SARR will be able to earn’
contribution — perhaps substantial contribution — on this traffic.

Third, an avoided coét approach will bé more accurate than mcthodé that rely on
arbitrary allocations of the incumbent’s costs because it eliminates systematic bias against
defendants and also provides a built-in opportunity to correct any perceived bias in the other
direction. The complainant remains free to try t.é capture additional revenue from a movement
by replicating more of the incumbent’s network, even to the point of replicating the incumbent’s
entire end-to-end service. Under the Board’s current approach, by contrast, incumbents are -
subject to a methodology that is systematically biased., and they have no ability to correct for that |
bias. Defendants must live with the consequences of whatever networks and traffic groups
complainants posit, even when the SARR appears to have been structured to exploit the flaws in
the current approach in order to overstate revenues.”

Fourth, an avoided cost approach makes sense because it is the only way to
ensure that incumbents are left with sufficient revenue to support the continued operation of off-
SARR segments required by cross-over traffic movements. Such assurance is essential as a

- theoretical and a practical matter: if the incumbent could not support the off-SARR portion of

23 See, e.g., Arizona Elec. Power Coop. v. BNSF Ry., STB Docket No. 42058.
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cfoss-over movements, there would be nb cross-over movements for the SARR to handle and no
corresponding opportunity to benefit from economies of density. As I have previously
discussed, MSP and other methods that rely on arbitrary cost allocations are insufficient for this
purpose because they over-assign revenue to the high-density segments that compiainants tend to
replicate and thus under-assign revenue to the low-density off-SARR segments.26

Finally, an avoided cost approach has the potential to simplify the difficult
problem of how to allocate rate relief between issue and non-issue traffic. Because an avoided
cost approach allocates none of the incumbent’s contribution from cross-over revenues to the

SARR, if SARR revenues are shown to exceed SARR costs, then any rate relief that needs to be

granted could be restricted to the traffic that is local to the SARR.

26 This is one of the many reasons why the approach advocated by Mr. Nelson in his

original testimony for AECC - i.e., give all of the contribution generated by cross-over traffic to
the SARR - is guaranteed to lead to incorrect outcomes. See Neels RVS, pp. 12-14,
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