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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB FINANCE DOCKET NO. 34922

KEOKUK JUNCTION RAILWAY CO.
— FEEDER LINE APPLICATION —
LINES OF SOUTH PLAINS SWITCHING, LTD. CO.

REBUTTAL

On September 27,'2006, Keekuk Junction Railway Co: (“KJRY™) filed its Expanded -
Competing Feeder Line Application (‘-‘Expanded CF LA”) to acquire all of the rail assets of South
Plains Switching, Ltd. Co. (“SAW”) in Lubbock, TX — the so-called “All-SAW” option. On
October 12, 2006, SAW and BNSF Railway Company (“BNSF”) filed reply comments
addressing, in part, KJRY’S Expanded CFLA. Pursuant to a Board decision served Octeber 5,
2006, Pyco Industries, Inc. (“PYCO”) was given 14 days from the date it received final
responses te its discovery that it had served on KJRY and its corporate parent, Pioneer Railcorp
(“Pioneer™), to file reply comments on KJRY’s Expanded CFLA. Pursuant to a decision served

on October 17, 2006, the Board confirmed that the due date for PYCO’s reply comments would

- be October 24, 2006. PYCO-ﬁle_d its reply comments to KJRY’s Expanded CFLA on October -

'25,2006," behind schedule.? As the Board provided in a decision served in this proceeding on

' PYCO also filed what it styled as “initial comments” on KJRY’s Expanded CFLA on October
12, 2006. '

2 It is not clear why PYCO failed timely to file its reply comments, but the Board’s web site -
confirms that PYCO’s reply comments were not deemed filed until October 25. It may be that
PYCO opted to delay its filing because, as its reply comments clearly indicate, it is bitter over a
Board decision served on October 17, 2006, wherein the Board disagreed with PYCO concerning
the correct filing date for its reply comments to KJRY’s expanded CFLA. It appears that PYCO
attempted to file its comments by faxing a copy of them (over 200 pages in length) to the Board = -



October 5, 2006, KJRY was given 7 days after the filing of the latest comments to file its
rebuttal. Beeause the last such reply comments to KJRY’s Expanded CFLA were filed on
October 25, 2006, KJIRY hereby submits today its rebuttal to the reply comments of SAW,
BNSF, and PYCO.

As KJRY has shown previously in this proceeding, and as it reaffirms below, the public
convenience and necessity (“PC&N”) warrant transfer of All-SAW from SAW to a financially
respodsible person. SAW has not contested that the PC&N test has been met and that the line
qualifies for transfer under 49 U.S.C. 10907. KJRY has proven itself te be financially
responsible under 49 U.S.C. 10907(a). It has the resources available to acquire All-SAW at jts
appropriate constitutional minimum value (“CMV”), and, unlike PYCO, has proven that it can
and will operate All-SAW for a period of at least three years following its acquisition of the line.
As such, the Board should grant KJRY’S Expanded CFLA, reject PYCO’s appllcatlon and order
the line transferred to KJRY. -

KJRY also responds again to BNSF’s apparent claim that it mayexercise an asserted
right of first refusal to trump the ordinary and proper course of this feeder line proceeding.

Finally, as will be shown, PYCQ’s obnoxious request to punish KJRY (by striking critical

pportions of KJRY’s case-m-chlef and i 1mp0s1ng as yet unspemﬁed sanctlons agamst KJ RY) is

based on bogus, unsupported allegatlons and must be demed

late in the day on October 24, 2006, but that it was unsuccessful. (The Board’s rules goveming
filing methods do not provide for faxing as an appropriate method for accomplishing a filing —
filings must be in paper form or accomplished by e-filing. See 49 CFR 1104.1.) PYCO also
attempted later that day to fax its reply comments to KJRY, although that attempt also failed.
PYCO did not request leave to late file its reply comments, and its late filing is in direct violation

~_ ofaBoard order. PYCO’s reply comments are not timely and therefore should be stricken.



I PUBLIC CONVENIENCE AND NECESSITY WARRANT TRANSFER OF ALL-
SAW

The interested parties long have agreed that the relevant transaction (and, therefore, the
relevant focus of the Board’s assessment of the competing applications) is for All-SAW, as
opposed to the.so-called “Alternative Two” option im)olving the proposed transfer of only a
designated portion of SAW’s rail network in Lubbock. For that reason, KJRY has filed its A
Expanded CFLA and submits that the All-SAW acciuisitioh proposed in that application would
.» be required or pérmitted. |

SAW, the proposed transferor of the lines in question, has stated that it does not oppose a
Board finding that an All-SAW sale under the feeder line provisions is required or permitted.
SAW’s willingness to accept a PC&N finding to warrant transfer of All-SAW should be
sufficient to allow the Board to proceed to an analysis of KJRYs financial responsibility.

- Nevertheless, in its own feeder line application (“FLA”),? PYCO has developed an extensive
record indicating that SAW has proven unable to provide adequate service to its shippers. The
issue of SAW’s inability to provide adequate service is further borne out by the Board’s
alternatixile service order — replacing SAW service over certain of its lines with a substitute rail

carrier, West Texas & Lubbock Railway (“WTL”) — in Pyco Industries, Inc. — Alternative Rail

’ SerVice:f‘S’duth» Pldihsf‘ Sw1tch1n2 Ltd 'C'q;, STBFmance Docket No..34802. .Taken‘s'eparately

| or together, SAW’s position in- ﬁle feeder line proceedings .and'the ;ecord of serviee problems
developed by PYCQ, establish that the PC&N test under Section 10907 has been met and that allA

: of the lines owned and operated by SAW qualify for transfer dn'der that section.

II. CONSTITUTIONAL MINIMUM VALUE FOR ALL-SAW

3 PYCO’s FLA has been filed under STB Finance Docket No. 34890, which the Board has
determined to be a proceeding related to KJRY’s competmg apphcatlon in the subject STB
Finance Docket No. 34922



In providing for the transfer of All-SAW to a qualiﬁéd applicant, the éoard must
establish the line’s CMV, which is “presumed to be not less than the net liduidation value of such
line or the going concern value of such line, whichever is greater.” 49 U.S.C. 10907(b)(2).
KJRY has put forth evidence that the line has a GCV between $2,712,3700 and $2,486,779
depending upon different traffic projections. To varying degrées PYCO and SAW have disputed
this valuétion evidence, asserting, respectively, that, among other things, All-SAW ﬁas a
negative GCV and that the appropriate GCV is $8,537,903 and in no event less that $6 million.
Having thoroughly assessed the entire record in this and its related proceedings, KJRY concludes
that some of its previ:ous calculations establishing that AIl-SAW possessed a going concern value
(“GCV”) éreater than All-SAW’s net liquidation value (“NLV”) were incorrect; primarily due to
the Board’s recent decision revising the cost of capital calculation and the failure By Dr. Brennan
to include URCS maintenanceA of ‘way costs in is testimony. As a result, KJRY now agrees with

PYCO and concludes that the lines possess a NLV that is higher than the line’s GCV.

-Accordingly, the Board should find that NLV is the appropriate benchmark for sétting the CMV

for All-SAW. As discussed below, the correct NLV of All-SAW is $2,274,000.

A. Net Liquidation Value

 Inits Expanded CFLA, KJRY asserted that All-SAW has an NLV of $2,094,000. The

- factors invbli}éd in this NLV eétirﬁaté are set forth in'KJRY’s Expanded CFLA at 10-13 and |

Exhibit C (Verified Statement of Roger Stice). Prior to its reply comments, SAW had asserted

_that All-SAW’s NLV was $6 million, based on offers that SAW claimed were sufficiently

definite to be reliablé evidence on the issue. On reply however, SAW now claims that this $6

million figure should be considered a floor for purposes of computing GCV. Under the’



circumstances, SAW has not provided any argument or testimony on NLV in its reply that KJRY
could rebut. | |

KJRY had accepted and relied upon PYCO’s NLV estimate and methodology in its
Expanded CFLA. Since that time, PYCO has revised its estimate of NLV from $2,094,000 to
$2,274,000, based on additional record evidence. See SAW Modified Valuation filed September
28, 2006, at 4-10. If the Board accepts PYCO’s NLV evidence as the best evidence 6f All-
SAW’s value,-and KJRY does not object to the Board accepting PYCO’s evidence on this issue,
then KJRY would be willing to acquire All-SAW for that price and is financially able to dos so. .

B. Going Concemn Value

In its Expanded CFLA, KJRY maintained that All-SAW possessed a GCV of between
$2,712,3700 and $2,486,779 depending upon projected traffic growth factors. Having re-
examined its valuation evidence in light of the reply comments, especially in light of the Board’s
modification to the cost of capital component, which such modification significantly altered
KJRY’s GCV calculation, and in light of the testimony of R.L. Banks regarding Dr. Brennan’s
failure to include URCS maintenance of way costs, KJRY has concluded that its original GCV - ‘
estimates aré in error. The correct GCV for All-SAW is $1,780,242.15. See Rebﬁttal Veriﬁed

Statement of William J. Brennan, PhD. (“Brennan Rebuttal V.S.”), attached hereto as Exhibit A.

"Because the All-SAW NLV is highér than KJRY s revised estimaté of the lihés’ GCV, the

appropriate CMV should be based on the liquidation value of All-SAW: $2,274,000.
As discussed in the Brennan Rebuttal V.S., SAW’s asserted GCV estimate of $8,537,903

is based upon fundamentally flawed assumptions concerning future traffic and revenue. In fact,

~ these same flaws in SAW’s methodology were discussed at length in KJRY’s Expanded CFLA

and in Mr. Brennan’s verified statement attached thereto. KJRY has been able to address the



issue before because SAW had introduced essentially the same evidence in its amended
valﬁation figures for All-SAW on September 18, 2006. Of particular note, however, is SAW’s
continued reliance én surcharges that it has never actually assessed which impermissibly would
inflate All-SAW’s GCV.

. ‘Both KJRY and PYCO previously have discredited SAW’s reliance on these wholly
speculative (and, in some instahces, pﬁnitive) surcharges in their respective cases-in-chief for
All-SAW. To briefly revisit those points here, the fact that SAW claims to possess the right to

assess such substantial surcharges, but has not exercised it, reveals that the surcharges are not

reliable inputs for determining the value of All-SAW. PYCO insists not only that it could

impose a $60 or $40 per car charge on all traffic, but also that its customers’ demand for rail
transportation is so inelastic that all of those customers would absorb the sufcharge without
reducing their demand for SAW’s service one iota. SAW offers no empirical evidence for the

latter proposition, but instead compares SAW shippers to captive unit train coal shippers. See

'SAW Reply Comments, Reply Verified Statement of Joseph J. Plaistow at 8.

SAW’s surcharge tactic is sheer sleight of hand, a bogus construct. To begin with, all rail
carriers not otherwise constrained by contract possess the legal “right” to éharge shippers as
much as they‘ wis_h,-subject: only to the rate reasonableness_limitations 0f49 U.S.C. 10704 and
mal"llcet‘fo'rces.. Simply becauée sﬁ'ch a “right” e;xists, dées not mea;h tl;at a GCV calculation
needs to account for the fact that a rail carrier could raise rates or has the right to raiseArates.
Instead, GCV is properly based on what the carrier is in fact charging. |

As confirmed in discovéry and admitted by SAW, neither PYCO nor SAW are currently

imposing surcharges, notwithstanding SAW’s alleged right to do so. If SAW possésses both the

contract right to impose a surcharge and the market dominance that it also claims, then it is



uhclear why it has not imposed the $40 to $60 per car chafge. Since it is not doing so, then it has
either determined that it does not in fact have the ability to impose a surcharge or the demand
elasticities qf the traffic have prevented them from doing so. The bottom liné is that the Board’s
NLV or GCV calculations must account for actual revenues being charged and éollécted, not
phantom charges or alleged “rights” to impose surcharges.

Even if SAW is correct and that it has both the legal and market ability to charge a
surcharge, it is unlikely that this asserted right to impose signiﬁdant per car surcharges is a
transferable asset with any saleable value. Because it is not assessing the surcharges, they cannot
be considered revenue factors. Because the alleged ﬁght is being contested, and likely would

continue to be contested, by BNSF and shippers, it is likely that such challenges would persist

- and might ultimately prevail under either a SAW regime or under a successor to SAW. It is also

unclear what the ramification would be to SAW’s business and the nature of its relationship with

BNSF and shippers if the surcharges were imposed. It is therefore entirely unclear that SAW’s

‘alleged surcharge right would be of any measurable value upon a sale of the All-SAW assets.

~ For these reasons, the alleged surcharge right is a nonfactor in All-SAW’s valuation.

SAW’s claim that the absolute minimum GCV for All-SAW should be $6 million is
equa]ly meritless. Here also, SAW repeats arguments 1n its reply commegj:s that- i‘tv_presépted‘
With its améndéd valﬁatiori evidence for All-SAW 6n .September 18. Thésé'afgurﬁéﬁt-s have |
previously been discredited by KJRY and PYCO. See, e.g., KIRY Expanded CF LA at 11-13 |
and Exhibit D (Verified Statement of Daniel A LaKemper). | SAW does, however,' introduce
new evidence of a verbal offer from PYCO to SAW to purchase a portion of SAW’s assets for
$5.5 million. See SAW Reply, Exhibit 1 (RepIy Verified Statement 6f Deliiah Wisener) ét 2-3.

This new evidence, like the other episodes SAW has related, spbtlights another offer to negotiate



and nothing more. It, too, is an inadequate and unreliable basis upon which to set SAW’s value.
The cases that SAW claims support its position actually undercut it. The cited cases reaffirm
that, to be reliable as a measure of a property’s value, the purchase offer must constitute an
unqualifiecz; commitment to purchase rather than a preliminary offer upon which further
negotiation could be based. See SAW Reply at 5 (and cases cited therein). The offers by PYCO,
Pioneer, and U.S. Rail Partner, Ltd. were all qualified offers and were based upon further due

diligence and negotiation. As.such, they are not reliable indicators of the line’s value. SAW’s

introduction of these so-called purchase offers is merely an improper attempt to lure the Board

away from the traditional assessments of value set forth in agency precedent and to influence the
Board’s findings on All-SAW value inappropriately.

Finally, while both KJRY and PYCO now agree that the lines have only net liquidation

- value, they do so for vastly different reasons. As noted, KJRY previously provided evidence that

~ the lines had a going concern value and only required a minimum amount of rehabilitation. As

explained in Dr. Brennan’s rebuttal verified statement, KJ RY no longer believes fhat its GCV
calculations were correct. This is not due to the fact that KJRY now agrees with PYCO that the
lines require such significant rehabilitation that the GCV value drops to below NLV, but rather
»due. to recalCulations ,_due. to th__g_Board"sv change 1n :_the cost of papitg}_ a_r;d_ in an error in DF- '
Bre‘nnan’s:calculétiéns." Indeed, KJRY has prd\;én that the llnes requlreammlmalamount of up-
front rehabilitation ($77,215 worth). See verified statement of Roger Stice, attached as Exhibit C

to KJRY’s Expanded CF LA. KJRY stands by that evidence. This evidence is also basically

consistent with SAW’s conclusion that no rehabilitation is required at all and that the lines can be

maintained as Class I status through normalized maintenance.
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On the other hand, PYCO arrives at its conclusion that GCV is less than NLV due to its
belief that All-SAW requires millions of dollars of rehabilitation to remain a viable operation.
PYCOis simply incorrect in its assertions regarding the need for extensive rehabilitation. Both
KJRY and SAW have already pointed out that all of SAW’s lines are currently operational,
proving that extensive rehabilitation is unnecessary to maintain the All-SAW nroperty' as a going
concern ready and able to serve customers‘-.4

- Perhaps realizing that its assertions regarding extensive rehabilitation cannot be justified,

' - PYCO now claims that the difference between KJRY’s view of the necessary rehabilitation and

PYCO’s view may be a “problem of semantics.f PYCO Initial Comments at 7. PYCO could not
be more wrong. PYCO has not proven that rehabilitation is -necessary; It has instead asserted a
preference, based on the opinion of its expert, that the All-SAW lines be renovated. PYCO has

never once proven that All-SAW would fail to function or could not adequately serve customers-

- without the substantial renovation PYCO is promoting. In addition, the 7-year renovation

program that PYCO embraces belies the sense of urgency in PYCO’s argument and supporting

testimony. Were that work essential, then it would have to be performed at a more accelerated

pace than PYCO proposes.

Most 1mportantly, however the Board has precedent to resolve the questlon of whether to

factor rehablhtatron costs into 1ts CMV analysrs That precedent is clear —ina feeder line

application proceeding, where trams are operating over the lines in question, the Board will

* KJRY believes that absent the Board’s precedent requiring the use of URCS and the Board’s
newly issued cost of capital calculation in calculating GCV, the All-SAW alternative would
clearly have a going concern value. KJRY is confident that it can acquire and operate All-SAW
at a profit, especially because KJRY"s cost structure is significantly less than those utilized in
URCS. See Rebuttal Verified Statement of J. Michael Carr attached hereto as Exhibit B. (“Carr
Rebuttal V.S.”). Furthermore, if there is a revenue shortfall, Pioneer and KJRY have both
indicated that sufficient resources exist to cover any such shortfall.

- 11



presume that the necessary rehabilitation will be m1mma1 See Caddo Antoine, et al. — Feeder Li.

vAcq. — Arkansas Midland RR, 4 S.T.B. 326, 341-342 (1999) (“Caddo Antoine”). Rather than

openly attempt to distinguish precedentl from the facts of this case or urge a reversal of policy,

PYCO has merely ignored this decision. But the Board cannot ignore it. KJRY has already

made the case twice for not factoring in PYCO’s rehabilitation expenses into All-SAW’s CMV,

as has SAW. The facts, combined with Caddo Antoine, establish that PYCO’s extensive

rehabilitation expenses should not be included in the Board’s CMV assessment here.

III. KJRY HAS THE RESOURCES TO ACQUIRE ALL-SAW AND OPERATE IT
FOR THE REQUIRED THREE YEAR PERIOD

A. ' KJRY Has The Resources To Acquire SAW

To demonstrate its ability to fund its acquisition of All-SAW, KJRY has provided a

commitment letter from National City Bank,’ establishing that bank’s commitment to fund the

- purchase (up to an amount of $3,000,000) under terms set forth in. the commitment letter. See

KJRY Expanded CFLA, Verified Statement of J. Michael Carr, Exhibit 1. Neither SAW nor

PYCO dispute that KJRY has the resources available to it to acquire All-SAW at what KJRY has

asserted is the appropriate CMV for the lines. (PYCO, however, questions KJRY’s ability to
. fund the purchase only because it argues that, by excluding millions of dollars in rehabilitation

o -edeS_:J(QiécﬁSsed'ébdve),' KJRY has understated the true acquisition cost.)

Furthermore, in order to rebut any claims that Pioneer or KJRY could not repay the loan

or fund any necessary rehabilitation or operation; National City Bank has advised Pioneer that it

~ would be agreeable to committing another $1 million to Pioneer for KJRY’s acquisifion and

3 Unlike PYCO’s funding source, CoBank, National City Bank is completely independent of
Pioneer and any of its subsidiaries. PYCO is a substantial shareholder of CoBank and two.of
PYCO’s principals sit on the CoBank Board of Directors. There is no evidence in the record that
CoBank’s line of credit to PYCO’s can be used for the acqu1s1t10n and operatlon of SAW or that
CoBank is a legltlmate independent funding source.

12



operation of All-SAW. The revision to National City Bank’s commitment is an even more solid
indication that KJRY has more than enough capital to acquire and operate All-SAW. See
Exhibit 1 to the Carr Rebuttal V.S. These are the actions of an independent bank that obviously
does not agree with PYCO’s assertions regarding Pioneer’s alleged financial inability to cover
the acquisition and operation of All-SAW. Clearly, National City Bank, who knows more about
Pioneer’s and mRY’s financial situation than any other entity, believes that Pioneer and KJRY
are financially responsible persons. In light of the $4 million that KJRY may have at its disposal

through Pioneer, KJRY has more than adequate funds available to purchase the line, assuming a

'CMV of $2,274,000 for AIl-SAW. In addition, KJRY will have at l.east another $1,726,00 left

over to borrow against to rehabilitate the line and/or to cover other unanticipated costs.5
As it has explained in its Expanded CFLA, the funding arrangement that KJRY would
implement to acquire All-SAW is nearly identical to the one that it employed to acquire lines in

Ilinois in Keokuk Junction Railway Co. — Feeder Railroad Development Application — Line Of

Toledo, Peoria & Western Railway Corporation Between La Harpe And Hollis, IL, STB Finance

Docket No. 34335 (STB served Feb. 7, 2005) (“KJRY-Feeder Line™), aff’d sub nom. Toledo,

Peoria & W. Ry. v. Surface Transp. Bd., No. 05-1920, F.3d (7th Cir., Decided Sept. 7,

2006) None of the reply comments drspute the Natronal Clty Bank commltment letter.

Moreover National Crty Bank has expressed no reservatron with the subject lme of credit. It

would therefore be contrary to precedent to reject KJRY’s funding source as inadequate.

6 Although KJRY has estimated that up-front rehebilitation would be only about $77,215, it
would have adequate funds available to it under the line of credit to fund additional track
improvements if such improvements were later deemed necessary or to fund any necessary cash
shortfalls.
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B.  KJRY Can Provide Rail Service For At Least Three Years Following Its
' Acquisition Of The Lines

In its Expanded CFLA, KJRY demonstrated its ébility and commitment to provide

| adequate transportation over All-SAW for at least three years, and it included 3-year pro forma

balance sheets in support. Those balance sheets presumed that the appropriate CMV of All-
SAW was just over $2.7 million. Based on its assessment of the reply evidence, KJRY now
concludes that the appropriate CMV of the lines is $2,274,000.

KJRY has already established that All-SAW could be operated profitably even if KIRY
v;lere required to pay $2.7 million for the line. Obvibusly, if KJRY now acquires All-SAW for
less, KJRY should likewise operate profitably. This is so even if one considers that the original
pro forma may have understated costs because of Dr. Brennan’s failure to include URCS
maintenance of way expenses.7 In fact, as Mr. Carr’s rebuttal statement confirms, KJRY is
confident that All-SAW vﬁll bé operated profitably. This is even confirmed by PYCO’s own
evidence that shows PYCO recovering operating and acquisition costs if one does not include the-
substantial rehabilitation costs.

N.otwithsfanding PYCO’s own statements regarding the ability to cover operating and

acquisition costs through All-SAW’s revenue stream, PYCO’s witness Gannon attempts to show

- that KJRY”s operations would suffer hea\?yjlosses. But'_to make this showing, Mr: Gannon . -~

adjusted KJRYs traffic, revenue, interest rate, and cost assumptions. Mr. Gannon’s assumptions

are faulty, however, because, among other things, he has failed to consider that reducing KJRY’s

7 The previously provided pro forma balance sheets derive from URCS costs which, in general,
would be higher than KJRY actual costs to operate All-SAW. Likewise, the pro formas use the
Board’s cost of capital, which do not reflect Pioneer’s or KJRY’s costs of capital. See Carr
Rebuttal V.S. : '
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traffic projections also reduces the value of All-SAW and, in turn, the amount that KJRY would
have to borrow to acquire the line. He also does not rely upon KJRYs actual costs.®

Nonetheless, to the extent that PYCO is correct that the lines could lose money even
under KJRY’s proposal, an assertibn that KJRY does not agree with, Pioneer has already
asserted that it has $1.5 million of cash on hand that it would make available to KJRY to cover
th¢ acquisition and operation of the lines (see V.S. Carr, Original FLA, filed August 4) and
notwithstanding that PYCO was given all financial information on Pioneer, it has not -es.tablished
that this assertion was unsubstantiated. Furthermore, as noted above, through the ﬁp to $4

million line of credit that Pioneer will make available to KJRY, there will be at least $1.7 million

- left over to fund any unplanned for costs or temporary revenue shortfalls.” Certainly if PYCO is

allowed to “subsidize” its losses through its line of credit, then KJRY should be allowed to do so
as well. In the end, PYCO’s jaundiced assessment of the viability of KJRY’s future operétion of
All-SAW is unwarranted. All-SAW would add a valuable addition to KJRY’s system. For these

reasons, KJRY has reaffirmed that it has the means, commitment, and motivation to ensure that

All-SAW customers receive service for at least three years.

In any event, it is not clear why PYCO’s reply comments question Pioneer’s or KJRY’s
ability to cover any possible losses in the first three years. In KJRY’s Expanded CFLA, Mr. Carf

clearly sfafed tliét KJRY had the funds to cover a shortfall. KJRY'EXpandé(.i‘CFL‘A, Carr V;S. at

8 The attached Carr Rebuttal V.S. rebuts some of the assertions contained in PYCO’s reply

.comments and in the Verified Statement of Timothy J. Gannon attached thereto.

? Moreover, even under Mr. Gannon’s assertions, it appears that the only reason KJRY loses

“money is because it has to make both principal and interest payments. This KJRY is willing to

do because it would be building equity in a line that, in time, would be entirely self-sustaining
and would be worthy of the investment that KJRY would be making to acquire it. See Carr
Rebuttal V.S. '
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* PYCO and WTL, but then deny KJRY?

3-4.° In connection with this issue, PYCO sought and obtained KJRY and Pioneer financial
data. On reply, PYCO claims that it does not know how KJRY could cover a shortfall'!
(suggesting that Mr. Carr has not been truthful), but it does not explain why it lacks the ability to

prove or disprove Mr. Carr’s statement. If there was anything to PYCO’s criticism, it could have

substantiated it with information taken from KJRY’s financial data, but PYCO did not do so.

Evidently, PYCO wants to Board tb believe that, as a general matter, Mr. Carr’s verified
testimony should not be trusted, even though PYCO cannot say why.

PYCO’s focus on KJIRY’s cash flow and pro forma highlights the importance of such
documents in feeder line cases and shows why the statute, the Board’s regulations, and precedent
require fgeder line applicants to produce such information. Inéeed, the attention PYCO devotes
to KJRY’s éash flow estimates and the pro forma KJRY has introduced is ironic, considering
PYCO’s failure to provide its own pro forma or any financial information régarding its chosen
rail operator, WTL. PYCO?s criticism of the pro forma underscores the astonishing double

standard inherent in its attack. In fact, it would be arbitrary and capricious of the Board to grant

PYCO’s FLA, which depends upon use of line of credit from an affiliated bank to fund the

transaction and which lacks the required pro forma and financial information required of both

s‘Expanded CFLA, which proposes a transaction usinga.

~ line of credit'ﬁ.-lndiﬁg from an .ihdépeﬁde_nt"-bank and which included the requisite profdfrha and

financial information.

1% pioneer, of course, has a vested interest in having KJRY’s new investment succeed. It has

every incentive to ensure that the line of credit it has secured for this transaction is serviced _
according to the terms of the loan and will provide KJIRY with any necessary funds for KJRY to
acquire, operate, and rehabilitate the lines. See Carr Rebuttal V.S.

1l See PYCO Reply at 12,
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Finally, in attacking KJRY s financial responsibility, PYCO draws comparisons to its
own proposal for All-SAW. In particular, PYCO avers that it has demonstrated an ability to
“eay the subsidy it says it is prepared to pay.” PYCO Reply at 11."? This reference to a PYCO
subsidy was introduced into the record impermissibly in PYCO’s rebuttal. See KJRY’s Motion

to Strike filed October 24, 2006 at 9. PYCO’s reply should address KIRY’s Expanded CFLA,

" and should not to be used as a foil to introduce new or otherwise impermissible evidence in

support of PYCO’s own applieation.

As it noted in its motion to strike filed on October 24, 2006, KJRY lacks the opportunity
under the Board’s procedures to respend to new evidence PYCO has introduced on rebuttal.
Thus, KJRY cannot test the particulars ot' PYCO’s vaguely-described subsidy arrangement,
including how it impacts WTL’s proposed operations of All-SAW. KJRY had considered
whether, in this Arebuttal, to respond to the new evidence included in PYCO’s rebuttal filing in
STB Finance Docket No. 34890. KIRY recognized, however, that doing so would be
impracticable under the tight procedural timefratnes. Moreovet, had KJRY commented upon the
impermissibly filed new evidence in PYCO’s rebuttal, its eomments would be beyond the scope

of the issues appropriate for KJRY’s rebuttal, and its comments could validate or preserve

= ev1dence in the record that should be stncken KJRY w111 awalt a decision from the Board elther

' strlkmg that new ev1dence or in the alternatlve grantmg KJRY a fa1r opportumty to address that . '»

‘new evidence..

12 As KJRY noted in its motion to strike, PYCO’s new subsidy evidence is not presented in
connection with a written operating plan, written financing plan, or 3-year pro forma balance
sheet. PYCO never explains how the subsidy arrangement would correlate with WTL’s
proposed operations and its separate efforts to obtain capital. And finally, neither PYCO nor

‘WTL has ever explained how, in light of WTL’s current operation of portions of SAW’s lines
~ with WTL personnel (not SAW employees), they would comply with the provisions of 49 U.S.C.
-10907(e) concerning the requirement, to the fullest extent practicable, to use SAW employees to

operate All-SAW. -
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IV. KJRY WILL PROVIDE IMPROVED SERVICE TO ALL-SAW SHIPPERS

PYCO’s reply comments do not begin to discuss the merits of KJRY’s Expanded‘ CFLA
until after PYCO has devoted roughly 7 pages to arguing that the basic elements of KJRYs case-
in-chief should be stricken from the recofd and that KJRY should be subjected to as yet
undetermined financial sanctions. (These matters will be discussed below.) Of the roughly 15
pages that PYCO actually devotes to the merits of KJRY’s application, PYCO commits about a
third ‘of those to its oﬁ-repeated and ludicrous assertions that KJRY is somehow “unfit” to
assume operation of All-SAW.‘ As much as PYCO may revel in denigrating unfairfy the
raspeétive corporate character of KJRY and Pioneer, these baseless attacks have no place in thia
proceeding. They do not prove that KIRY’s acquisition of All-SAW would be unlikely to result
in improved service to shippers.

KJRY is an existing shoﬁ line railroad with a long history of providing quality service to
its customers. See KJRY Expanded CFLA, Carr V.S. at 1-2. It can provide the sefvice that All-
SAW shippers want and expect. Indeed, as discussed in the Carr Rebuttal V.S., there is only one
party in this proceeding who has a record of acquiring rail lines through the feeder line process,

rehabilitating the lines, restoring service to shippers, and in fact growing and improving that

- service and that igI@RY, not PYCO or WTL. As Mr. Carr explains, KJRY has vprvgy_el_l-;that it.

can improve service to shippers who have suffered service failures and it will use that experience

hera. Furthermore, contrary to PYCO’s baseless claims, KJRY is not regularly involved in

litigation with its existing customers, nor does it have any “track record” of providing inadequate

service. There is no way that PYCO can argue with a straight face that “KJRY has presented no

evidence that it is Iikely to improve service” (PYCO Reply at 20). KJRY has provided such

evidence and it will deliver.
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On closer examination, the main thrusts of PYCO’s allegation that KJRY will not provide
improved service are — (1) that KJRY will lack the financial resources to do so, (2) that KIRY
and its corporate affiliates are litigious, and (3) that, because PYCO proposes to spend much
more on rehabilitating All-SAW that KJRY would, PYCO would be a comparatively better
choice for ALI-SAW shippers. According to PYCO these points are relevant to the Board’s '
assessment of the public convenience and necessity under 49 U.S.C. 10967(0)( 1)(E). They are

not. The first part of PYCO’s attack is nothing more than a misplaced, redundant argument

relating to the financial responsibility standards of section 10907(a), which PYCO has addressed

elsewhere in its reply comments. PYCO’s second and third points of attack are irrelevant. Even

if it were true that KJRY and/or its corporate affiliates were comparatively more litigious than

other railroads (and PYCO offers no evidence to support its point), PYCO does not, and cannot,

prove that litigation has inured to the detriment of shippers anywhere.”> The final point of
PYCO’s attack merely reflects PYCO’s desire to continue its pattern of character assassination
and convert the feeder line process into some sort of beauty pageant. Section 10907(c)(1)(e) is
not a vehicle for either tactic. |

V. BNSF’S CLAIMED RIGHT OF FIRST REFUSAL SHOULD NOT BE ALLOWED
TO TRUMP THE ORDINARY COURSE OF THE FEEDER LINE PROCESS

- In its reply comments BNSF repeats arguments made prev1ously that the Board must
uphold BNSF’s right of first refusal in the event that BNSF chooses to exercise that nght during
the course of an STB-mandated sale of All-SAW. BNSF has never been clear about what it

means by its “right of first refusal” or what it is precisely that it desires the Board to clarify.

¥ If PYCO has evidence that Pioneer and KJRY were as litigious as they claim, then they should
have produced it. As litigation is a matter of public record, it is not an excuse for PYCO to
complain that it was KJRY’s burden to produce evidence necessary for PYCO to prove its point.
At a minimum, PYCO could have produced the information on which it rehed upon to smear
Pioneer’s and KJRY’s character.
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BNSF may be concerned about its revenue requirements under its agreement with SAW and/or
SAW’s successor or about other provisions in those agreements that BNSF might want to ensure
continue to apply to the feeder line applicant that SAW selects. If this is BNSF’s concern, it
need not be concerned. As it has done in earlier responses to BNSF’s stated concern, KIRY
assures once agéin that its intent is to merely “stgp into the shoes” of SAW with respect to the

BNSF/SAW agreement and would accept fully the terms of SAW’s agreement with BNSF

-should KJRY be selected to operate AlI-SAW. KJRY does not object to the-preéervation of .

BNSF’s contract rights subsequent to the transfer to a feeder line acquirer. KJRY is agreeable to
allowing BNSF’s rights .to survive the sale to a successful feeder line applicant, so that they
would apply in the event that a feeder line acquiror subsequently attempted to sell All-SAW to a
third party. In this sense, BNSF would fuliy retain its contractual rights and its right of first
refusal. |

Another possible interpretation of BNSF’s position in this proceeding is that BNSF
claims to possess an absolute right to trump the normal processes of a feeder line acquisition so
that it may re-acquire Ali-SAW notwithstan.ding' an agreement between SAW and a successful
feeder line applicant; thus making the entire feeder line process a nullity and giving BNSF the
ult_imatc decision to operate All-SAW.,its.'elgfm_‘ sell it to PYCO, KJRY, or any othe;_ent_i,ty_ _outside
6f thé feéder ﬁne process. BNSF has Aé?ér.méde ;::lear that it woﬁld hot usé its assértéd‘riéht of
ﬁrst refusal in such a fashion. If this is what BNSF wants to be able to do, then KJRY must
object. KIRY has explained at leng'th. (KJRY Expanded CFLA, Brennan V.S. at 26-30) why
BNSF’s asserted right of first refusal, if left entirely ﬁnfettemd, would be contrary to the

purposes of the feeder line provisions, and, if upheld by the Board, would be bad economic
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o ‘See generally New Eng. Cent. R.R. v. Sptingfield Terminal.: RV,, ‘Co 415.F,‘Supp. 2d 20: !(D

policy. If this is BNSF’s intent, then the Board needs to make clear that its order preempt any
such asserted BNSF contractual right."

BNSF’s argﬁments concerning its asserted right are noteworthy more because of what
BNSF doesn 't say than what it does. BNSF’s arguments resonate with concealed ulterior
motives and its ¢xp1anation behind why it should be allowed to exercise its right to trump SAW’s
selection of a feeder line acquirer strains credulity. BNSF has been anything but foﬁhcoming;
about its specific objectives in raising the issue, and its coniments prompt more questions then
they answer. Specifically, does BNSF intend to use its asserted right in a manner that would
displacé a successful feeder line applicant of SAW’s choosing? If so, why exactly might BNSF
ask the Board to allow BNSF to exercise its right of first refusal (if it wishes) to tnimp tﬁe
normal course of the feeder line process? Undér what circumstahces would it do so? Does it
intend to exercise its asserte(i right in the event that SAW selects a particular feeder line
applicant, and, if so, which one?"’ Does BNSF have an agreement in principle with any shipper

or with any party to this proceeding to use its asserted right ultimately to convey the property to

14 BNSF alleges, in passing, that the Board lacks jurisdiction to override BNSF’s right of first
refusal, although it does not articulate why this is so. Yet the Board has more than enough
authority to override contractual commitments that would impede or frustrate the Board’s orders.

Mass. 2006), 2006 U.S. Dist. LEXIS 4304.at ¥¥20-21 (“The'plain langiiage ;
provision [section 10501 (b)] invokes the entire ICCTA, referring to rémediés found in “this
part’), San Luis Central Railroad Co. v. Springfield Terminal Railway Co., 369 F. Supp. 2d 172,

176-177 (D. Mass. 2005); Engelhard Corp. v. Springfield Terminal Railway Co., 193 F. Supp. 2d

385, 389-90 (D. Mass 2002) (The concluding sentence of section 10501(b) is an unmistakable

statement of Congress's intent to preempt state laws touching on the substantive aspects of rail
transportation”).

15 On the subject of BNSF’s asserted right of first refusal, it is curious that PYCO is BNSF’s
biggest cheerleader. There is a reason, of course. BNSF’s participation in this proceeding
strongly suggests that BNSF is furthering an agenda to short circuit the feeder line process if
need be (either because PYCO’s application might be denied or because SAW might not choose
PYCO) to ensure that AIl-SAW ends up in PYCO’s hands regardless. -
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PYCO or to someone else? BNSF suggests that it would exercise its right to replace the
incumbent SAW with a competent and ready Class I railroad (itself), but is BNSF truly willing
and prepared to reinstitute service on a network of lines that disposed of for the sum of $10?

Does BNSF have the crews and motive power to provide service to All-SAW shippers if it opted

~ to exercise its right?

The record does not suggest that BNSF truly intends to use its asserted right, if it were to

use it at all, to retake All-SAW and operate it itself. BNSF has never manifested the desire or the
wherewithal to do so. Much more likely, BNSF would invoke its right for the purpoSes of
“ﬂipping” the property to another would-be owner and/or operator .in the interest of subverting
the normal course of a feeder line transaction either to enrich itself or to curry favor with a
shipper. ‘Moreover, if BNSF’s right ensures the adequacy of eervice to All-SAW shippers (see
BNSF Reply, Verified Statement of Weldon E. Hale at 7), then BNSF is already in a position to
opine as to whether PYCO/WTL or KJRY are capable of providing the level of service required
by All-SAW customers. But BNSF has not done sc, and there is no reason to believe that BNSF
finds either of the competing feeder line applicants here inadequate under its own standards.
Finally, BNSF is asserting an unprecedented right openly to interfere with and potentially

to ovemde the proper course of a feeder hne transactron under sectron 10907 BNSF msrsts that

its posmon is entlrely consrstent w1th the concept of the preservatlon of encumbrances dlscussed

in Mrlford-Bennmgton Railroad Company, Inc. — Feeder Line Acquisition — Boston and Maine

Corporation Hillsborough Branch, F inance'Docket No. 31701 (ICC served Oct. 16, 1991)

(“Milford-Bennington”). KJRY has already explained why that case is distinguishable from the

facts here, but it is worth contrasting again the issues at play in Milford-Bennington and those

involved here. Milford-Bennington clarified the scope of property rights and encumbrances that
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a feeder line would inherit upon acquiring a line under section 10907. In that case, a transfer of

 the target lines to the feeder line applicant was presumed, and the disputed encumbrance would

not preempt the acquisition of the line by the feeder line applicant. The issue here, on the other

hand, is whether an otherwise successful feeder line applicant would be able to acquire the target

~ lines at all due to an asserted “encumbrance.” Given the facts of that case, Milford-Bennington

stands for the proposition :_that an “encumbrance” on a line of railroad may survive the transfer of

the line to a feeder line acquiror (just as BNSF’s asserted right might, for.example, survive

K.tRY’s acquisition of All-SAW); it should not be read to mean that a claimed contractual right

can override or supersede the feeder line transaction itself."®

VL. PYCO’S REQUEST TO STRIKE CRITICAL PORTIONS OF KJRY’S
APPLICATIQN AND RELATED FILINGS AND FOR SANCTIONS SHOULD BE
DENIED

KJRY and its corporate parent, Pioneer, must be punished, insists PYCO. As spurious as

that sounds and is, PYCO makes it with righteous indignation. According to PYCO, “Pioneer

and KJRY failed to make a discovery response which was complete in respect to this Board’s

order of October 5, 2006, on PYCO’s motion to compel.” PYCO Reply at 1-2. As will be

_ shown, this allegation is utterly untrue, but PYCO, ignoring reality, insists that KJRY and
Ce ":_Ploneer have been truly very naughty, s0 much $O. that the Board must stnke essential elements

k "ffiof KJRY’s case-m-chlef and 1mpose as- yet-unspec1ﬁed monetary sanctlons against KJRY Id. at

7-9.

16 Whether arranged as BNSF has done here or attempted by some other mechanism, there are
numerous conceivable ways that a seller of a rail line in the ordinary course could insert a
contractual provision that would, if allowed, block the application of the feeder line remedy if it
were to be invoked in the future. Such “poison pill” provisions should not operate to override
the ordinary application of section 10907 feeder line relief as BNSF has threatened that it may
try to do here. Indeed, such a provision would be the ultlmate paper barrier!
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PYCO’s allegation tha-t KJRY and Pioneer have failed to irespond properly to relevant
discovery is as patently false. KJRY fully responded‘ to PYCO’s discovery on October 5,
producing numerous documents and answering every single interrogatory witﬁ either a
substantive response and/or a valid objection. KJRY responded notwithstanding the fact that
PYCO’s discovery was never properly directed and served on KJRY (it had been served dn
Pioneer, a non-party to the proceeding) and it did so as part of what it thought was a negotiated
agreement with PYCO regarding KJRYs duties to respond. In so doing, nofwithstanding its |
objection to discovery against Pioneer (including all of Pioneer’s affiliates and subsidiaries),
Pioneer explicitly also responded substantively to the vast majority of the interrogatories.
Exhibit B to PYCO’s Reply contains. the full extent of KJRY s first response to all of PYCO;s
discovery requests (less the documents produced with them). As can be seen in that exhibit,
Pioneer typically joined in the responses (where a response could be construed as relevant), and,
in so doing, responded also for itself. |

After issuance of the Board’s October 5 decision, Pioneer likewise responded on October -
10. KJRY had at first declined to produce information for Pioneer because Pioneer was not a

party and KJRY had no authority to order it to produce the financial information PYCO sought.

. The October 5 Decision, however, settled the matter.'” In accordance with that decision, on

'7 The Board ordered Pioneer to “respond to all of the discovery requests propounded by PYCO,
to the extent Pioneer has responsive information to which KJRY does not have access, or that
KJRY may not lawfully provide or produce.” October 5 Decision at 3. The Board did not direct
Pioneer or KJRY to forgo specific objections to discovery nor did it rule that all of PYCO’s
discovery requests were relevant. Rather, the only remark in that decision that could be
construed as directed to any specific discovery requests was that Pioneer’s responses about its
financial status “may provide information reasonably calculated to lead to the discovery of
admissible evidence.” October 5 Decision at 2. Indeed, the Board’s order specifically noted that
PYCO did not have to submit its comments until 14 days after it received final responses to
discovery, “including any responses compelled by the Board.” 1d. at 3. This gave PYCO
complete freedom to determine if additional discovery was required and/or to file a motion to
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October 10, 2006, Pioneer supplemented its responses to discovery where it had specifically
declined previously to furnish information to PYCO. In pcrticular, Pioneer provided all of the
documents in its possession responsive to PYCO’s supplcmental requests 1 through 3, all of
which related to Pioneer’s financial status.and the status of its relationship with lcnder, National
City Bank. Accordingly, as of October 10, KJRY and Pioneer either had responded in full to
each and every question contained in the discovery requests or in a few instances had prox;ided
some information and made specific objections to the remainder of the request.'® There was

virtually nothing left to give, and absolutely nothing more that either KJRY or Pioneer could

. have supplied in response to PYCO’s request for financial data. Indeed, PYCO does not point to

a single piece of requested financial information that it did not receive by October 10.
Indeed, an examination of the speciﬁc facts clearly demonstrates that PYCO’s

inflammatory allegations are entirely untrce and inisleading. As PYCO’s Reply Exhibit B

shows, PYCO originally propounded 38 separate, enumerated discovery items (documents

requests, interrogatories, and “supplemental requests”). Of those 38 requests, 4 were

compel. In so doing, the Board’s order did not require KJRY and Pioneer to give answers and

‘produce documents to every single discovery request notwithstanding any objections KIRY'and
,Ploneer may have otheiwise asserted. The ordet merely requlred Pioneer (not KIRY) to- -
" respond, which Pioneer did by producmg documents, answering interrogatories, and assefting

some objections.

8 In its Reply, PYCO has already provided evidence of Pioneer’s service of all of its responses
to PYCO’s discovery on October 10, 2006. Specifically, Pioneer furnished its responses by way
of .pdf files sent by email to PYCO’s counsel, with hard copies delivered the following day.
PYCO cannot and does not deny that it received the emailed files. PYCO suggests, however,
that it did not receive the full compliment of Pioneer’s responses on the 10" stating that the
materials arrived in “two packets” over two days. PYCO is attempting to mislead the Board. It
received everything on the 10™ and again on the 1 1* . Having already seen through PYCO’s
smokescreen, the Board properly scheduled PYCO’s reply comments for no later than October
24. :
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withdrawn.'? Of the remaining 34 réquests, KJRY and Pioﬁeer have responded in full to 28 bf
them and in part to the remainiﬁg 6 requestszo despite their objections. With the exception of
document requests 6 and 7 and supplemental requests 4, 6, 7, and 8, discussed below, KJRY and
Pioneer have responded in full, and even in those instances where they did not, KJRY and
Pioneer either respbnded in part or offered valid objections. If PYCO was uncertain about the
scope bf the responses of KJRY and Pioneer as of October 10, it should have consulted with |
KJRY to resolve the matter. In short, with the exception of document requests 6 and 7 and
supplemental requests 4, 6, 7, and 8, there is nothing more that KJRY,‘ Pioneer, or Pioneer’s

other subsidiaries or affiliates could supply even if they had been ordered to do so. If PYCO was

~ unsatisfied with the responses and what it viewed as KJRY’s and Pioneer’s failure to respond, it

should have filed a motion to compel responses to these individual requests. It did not and it
should be forced to live with that decision.

Indeed, when one considers all of the facts, PYCO’s arguments are full of sound and fury
but lack substance. As to those few requests for which KIRY and‘Pioneer objected in total,
KJRY and Pioneer issued v.alid objections in that the information sought was either publicly

available or not relevant to the issues in a feeder line application. For example, the record shows

that PYCO’s doéliment request 6 sought _inf_onnatioh concerning all 'in's_lt_anc'g:s‘.sivnce 1985 whér_e

KJRY, Pioneer, and/or Pioneer’s various subsidiaries or affiliates were named either as a

- defendant or cross-defendant in civil court litigation or in proceedings before the Board or its

predecessor, the Interstate Commerce Commission (“ICC”). Similarly, document request 7

seeks information concerning all instances, no matter how long ago, where K_JRY, Pioneer,

19 Interrogatories 1, .7, 9, and 12.

20 Doéument requests 6 and 7, supplemental requests 4, 6, 7, and 8.
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and/or Pioneer’s various subsidiaries or affiliates were the subject 6f an informal complaint to -
the Board or the ICC.

Pioneer and KJRY objected to these requests because, among other reasons given in its
answer, the request sought information that was not relevant to this proceeding, and more

importantly, the information was a matter of public record and could be obtained through a

variety of research tools, including, among others, the Board’s web site, Lexis/Nexis and

Westlaw, and PYCO does not deny that this is so.>! Nevertheless, KJRY produced information
as to itself, but only for the past 3 years. The lit_iga_tion history of Pioneer (a noncarrier) and
Pioneer’s various affiliates and .subsidiaries was not germane to this proceeding, but even if it.
were, this is information that PYCO could have; and should have, at least shown tﬁat it had made
a reasonable attempt to obtain outside of discovery before it pressed KIRY for the infomation.
Supplemental request 4 concerned the identity of, and other particulars about, an existing
KJRY shipper. KJRY identified that shipper, but has objected to the disclosure of the
proprietary information that th§: balance of that 'request seeks. Supplemental requests 6-8 sought
information concerning the track rehabilitation proj epts that KJRY, Pioneer, and/or Pioneer’s

various subsidiaries or affiliates have undertaken during the past five years. In each case, KIRY

obj_ected to the request for information with respect to anyone but KJ RY'and it objected to the

2 PYCO argues instead that the information was not “readily available” to it given “the time
frame necessary for an expedited STB proceeding,” and insists that the burden to produce this
information therefore shifted to KJRY and Pioneer. PYCO Reply at 4-5. PYCO should not be
rewarded for its own laziness. PYCO has made an issue of Pioneer’s supposed litigiousness
essentially from the moment KJRY indicated an interest in participating in this proceeding.
Since the issue was clearly in PYCO’s mind even before it tendered its discovery requests; it has
had weeks to investigate the matter for itself. Under the circumstances, PYCO cannot now sit
back and, with a straight face, blame KJRY or Pioneer for PYCO’s own inability to make its
case on this subject. Either PYCO did not find the information it hoped to present on the issue
or, outside of asking KJRY to do its work for it, PYCO never seriously tried.
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time frame_.22 Nevertheless, KIRY did produce documents and responses as to itself for any and
all rehabilitation projects undertaken during the past 3 years, and as for Pioeeer, there were no
documents to produce because Pioneer has not undertaken any such projects. Any such projects,
and they were relatively few, were done under the legal authorify of the relevant subsidiary, none
of which were parties to this proceeding.

In fact, in its request to punish KJRY, PYCO mischaracterizes its own discovery and
KJRY’s responses to it. For example, although PYCO’s document requests 6 and 7 clearly seek
information in which KJRY, Pioneer, and/or Pioneer’s various subsidiaries or affiliates have

been defendants and/or the subject of an informal complaint to the Board or to the ICC, PYCO

-falsely claims that it also asked for information concerning litigation that these entities had

initiated as plaintiffs. 'Specifically, PYCO claims th_alt it sought to show where Pioneer and/or its
subsidiaries “were afﬁrmativeiy seeking to take actions contrary to shipper interests” and that it
intended to show that “Pioneer and its subsidiaries have engaged in numerous instances of
litigation against Class I railroads, shippers, or communities.” PYCO Reply at 4 (emphasis
added). | |

PYCO also accuses Pioneer of refusing to provide financial information related to the

| ~ loan it would obtain to fund KJRY’s acquisition of All-SAW. This might have been true prier to

the October 5 Dec131on, but it is anything but trie :t'here{é;il’tei";'-. Nevertheless, PYCO ﬁiéin’t_ain‘s that-
Pioneer never provided the requeéted financial data, even though, as of October 10, 2006, that is
completely false. As noted above, PYCO’s false witness in these proceedings is especially

galling because PYCO fails anywhere to identify with specificity the discovery request or

22 Pioneer is not a rail carrier, and thus has no lines to rehabilitate. The rehabilitation projects of
Pioneer’s other subsidiaries are not relevant to this proceeding and would have been burdensome
to produce.
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requests to which Pioneer or KJRY failed fully to respond. PYCO refers, for example, to
KJRY’s refusal to respond to “most questions” on the issue of Pioneer’s financial status, ignores
the fact that Pioneer provided full and complete information in response to PYCO’s requests on
this issue on October 10, and cites KJRY’s original reply to supplemental request 1 on October 5
as “proof” that Pioneer has failed to respond. This problem is typical of PYCO’s unsubstantiated
allegations of K.tRY wrongdoing

| - PYCO seems to beheve that the October 5 Decision contained a blanket finding that all

of PYCO’s discovery was relevant and appropriate with respect to Pioneer, KJRY, and all of

KJRY’s corporate sisters, but as discussed above in footnote 17, that was not the holding of the |

: Board’s deeision. (A careful reading of the decision reveals that the Board did not “grant”

PYCO’s motion or “compel” substantive responses to all of PYCO’S discovery requests but
rnerely directed Pioneer (not KJRY) to respond to the discovery and in fact even contemplated
PYCO’s right to file a subsequent motion to compel if it felt that Pioneer’s responses were not
atdequate.) Once it re'ceived Pioneer’s responses to discovery on October 10, PYCO could have |
sought clarification from the Board concernihg the scope of the October 5 Decision, consulted

informally with KIRY to er(plore a resolution to the matter, or filed a motion to compel limited

to the handful of requests where KJ RY and Ploneer dechned to prov1de complete responses

:-:PYCO chose none of the above

2 PYCO suggests that KJRY’s tactics in responding to PYCO’s discovery were intended to
impose hardship on PYCO and put pressure on All-SAW shippers. Id. at 9. PYCO cannot prove
this of course, and KJRY flatly denies the accusation. As a company intending to provide
service to All-SAW shippers in the future, such behavior by KJRY would be illogical. PYCO
has spun KJRY’s frustration with PYCO over PYCO’s continued, wrongheaded insistence that

~ KJRY and Pioneer are one and the same for purposes of the feeder line application process

(which prompted KJRYs initial handling of PYCO’s discovery) into something that it is not.
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PYCO claims that it is so constrained by the timeframes of this prdceeding that it had no

choice but to request that KJRY be punished for alleged discovery-related misdeeds. That, also,

is entirely untrue. At some point after it had sifted through the detailed responses and documents

that it received from KJRY and Pioneer, PYCO had both the time and opportunity to seek a
Board determination on whether in any instance the KJRY and Pioneer responses were
inadequate. Moreover, there is no persuasive evidence that any harm would befall PYCO** or
other All-SAW shippers if PYCO had chosen to file a motion to compel, and sought an extension
to the procedural schedule, after receiving Pioneer’_s' respoﬁses to discovery on October 10. The
Board possesses the ability to ensure that no harm would befall shippers on All-SAW, and
PYCO as much as admits it. See PYCO Reply at 6 n.4. Thus, PYCO has offered no reasonable
excuse for its failure to proceed according to the appfqpriatg channels for resolving discovery
disputes here. It did not file a motion to compel addressing with specificity how KJRY and/or
Pioneer have failed to respon(i to relevant, appropriate discovery requests, and it certainly did not

do so with respect to the only six requests to which Pioneer and KJRY did not provide all of the

~ information sought by PYCO. For all of these reasons, PYCO’s request to strike critical portions

- of KJRY’s feeder line application case-in-chief and for sanctions against KJRY is unsupported

and unwarranted and must be denied”

24 PYCO stresses its dependence on direct rail service. It has never once indicated that it is
incapable of trucking its traffic to or from an alternative railhead in Lubbock, which would seem
to be a distinct possibility, given the expenses PYCO insists it would be willing to incur to
ensure the flow of traffic to and from its Lubbock plant. Moreover, PYCO has never resolved
whether it could or might transfer its Lubbock production to its plant in Greenwood, MS, even
though it has said the opposite could happen and in fact actually did, at one point, mothball its
Greenwood plant and moved all of its product to Lubbock; proving that PYCO has the ability to
shift production among its plants to account for transportation inadequacies and changes in the
marketplace. '

25 PYCO has not pointed to any precedent indicating that the STB has the authority to impose the
type of sanctions requested by PYCO nor could it because no such precedent exists.
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CQNCLUSION
With this rebuttal, the record on KJ RY’s Expanded CFLA to acquire All-SAW is
complete. Thatvrecord establishes that the public convenience and necessity warrants the transfer
of All-SAW, and that the constitutional minimum value of All—SAW is $2,274,000. KJRY has
proven itself to be financially responsible to acquire and operate All-SAW, just as it has done in

a previous feeder line proceeding, KJRY-Feeder Line, involving KJRY’s acquisition of a rail

line in Illinois. KJRY has demonstrated that it has the resources to acquire All-SAW and that jt
has the means and the commitment to ensure serﬁce to All-SAW customers well beyond the
minimum 3 years required under section 10907(a)(2). In addition, KJRY is a proven short line
operator with a long history of serQing its customers well, and it certainly would provide service
to All-SAW customers that would be a clear improvement over what these customers lately had
received from SAW. KJRY’s effort to provide improved service to All-SAW customers, and
indeed the processes of the feeder line statute itself, would be undermined if BNSF were
permitted to use its >asserted right of first refusal td trump the proper course of this proceeding, '
and the Board should not permit that to happen. -

Not only has KJRY provided a complete record supporting approval of its Expanded
CFLA, it has provi@ed its oppgncnt,'PYQO, w1th all of :the information necessary for PYCO to
evaluate KJRY’s 'api)lication." D‘eséit‘e that,PYCO has fequested that I{JRY be puhished, based
on vague and ultimately baseless accusations concerning KJRY’s and Pioneer’s respective |

responses to discovery. KJRY has committed no wrongdoing here to warrant any adverse action

| ~against KJRY’s application or to support sanctions. In fact, when PYCO’s vague allegations are '

considered against the specific facts, PYCO’s demand that KJRY be punished is as silly and

wrong-headed as it is meritless.
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For all of the above reasons, KJRY’s Expanded CFLA shows that the feeder line

provisions should extend to a transfer of All-SAW and that KJIRY’s application should be

granted.

Finally, as KJRY recently pointed out in a motion to strike filed on October 24, 2006,

- PYCO has attempted to introduce new evidence in its own rebuttal filing in STB Finance Docket

No. 34890, which is counter to the appropriate scope of rebuttal. KJRY had considered whether

or not to respond to that new evidence in this rebuttal, but thought better of doing so. IfPYCO’s

_ impermissibly filed new evidence is not stricken, however, KJRY urges swift action from the

Board to permit KJRY a fair opportunity to respond substantively to this new record evidence.

Respectfully submitted,

%W | -
Robert A. Wimbish :
BAKER & MILLER PLLC
2401 Pennsylvania Ave, NW
Suite 300
Washington, DC 20037
Tel: (202) 663-7820
Fax: (202) 663-7849

" Attomneys for Keokuk J unctlon Railway Co.

DATED: November 1, 2006
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I, Robert A. Wimbish, heresz certify that on November 1, 2006, I caused é copy of the
foregoing rebuttal to be served by first class mail, postage prepaid, or by more expeditious
service, upon all parties of record in Finance Docket No. 34922.

Ra val

Robert A. Wimbish
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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB FINANCE DOCKET NO. 34922

KEOKUK JUNCTION RAILWAY CO.
— FEEDER LINE APPLICATION —
LINES OF SOUTH PLAINS SWITCHING, LTD. CO.

REBUTTAL

EXHIBIT A

REBUTTAL VERIFIED STATEMENT OF
WILLIAM J. BRENNAN, PhD

I. Introduction
I am William J. Brennan, Managing Direbtor of Transportation Economics, Inc. (“TEI”),
an economic consulting firm. At the request of Keokuk Junction Railway Co., (KJRY”), I have

submitted testimony twice before in this proceeding and now submit this final verified statement

- 40 address cntlclsms of my past tesumony_-presented on. reply by South Plains Sw1tch1ng Ltd

. Co. (“SAW’) PYCO Industnes Tnc. (“PYCO”), and BNSF Ra1lway Co. (“BNSF”)

I1. Rebuttal of SAW’s Criticisms Related to my GCV Calculations
SAW and its chief witness, Mr. Plaistow, continue to argue that the constitutional
minimum value (“CMV”) of Al-SAW is more than $8 million. AsIshowed in my opening

statement, this figure is deeply flawed and grossly overstates All-SAW’s CMV. Two key factors
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account for the bulk of the differences between SAW and KJRY: (1) the proper application of
surcharges; and (2) the appropriate base level traffic volurnes to attribute to All-SAW. In both
cases, SAW adheres to positions that are simply untenable.

Surcharges

KJRY objects to the SAW’s “surcharges”- on four grounds.' First, these surcharges
appear to be a naked attempt to boost All-SAW’s going concem value (“GCV”). Second‘, the

surcharge on PYCO traffic appears discriminatory and retaliatory in nature.” Third, it is not clear

~ that SAW’s right to apply these surcharges would convey under any sale of All-SAW. Fourth,

SAW mistokenly assumes that application of its surcharges has no effect on the demand for its
services. Both Dr. Mahle and I have demonstrated that this assumption violates the most
ordinary assumption of economics — the Law of Demand. This law posits that when the price for
a good or serviee increases, consumer demand for that good or service will decrease. Demand
curves slope down! This is a point that has been empirically validated in hundreds of academic
studies and every day at auction houses across the globe (és the bids increase in price, bidders
drop out, until there is only one “winner”). B

- Yet, when questioned about his extreme assumption that SAW’s customer base is

.demand 1nelast1c Mr Plarstow is reduced to argulng, Whrle Wltnesses Banks and Brennan state 2

R '-the surcharge would dnve away rall customers they offer nio evidence to' support thelr clalms

! As I discussed in my verified statement accompanying KJRY’s Expanded Competing Feeder Line Application
filed on Septbember 27, 2006, the type of surcharge that SAW proposes to assess is quite different from the fuel cost
surcharges that carriers such as KJRY sometimes assess when fuel costs spike.

% Mr. Plaistow may argue otherwise (See SAW Reply to (1) KJRY’s Expanded Competing Feeder Line Application
and (2) PYCO’s Amended Valuation Evidence, Plaistow V.S. at p. 9), but PYCO repeatedly has asserted that this
particular surcharge is discriminatory and was issued in retaliation to PYCO’s efforts to address service problems.
See, e.g., PYCO Feeder Lme Application filed on May 5, 2006,at 3.

36



| technology as llght-emlttmg dlodes (LEDs) w111 soon replace conventlonal hght bulbs.

It is not incumbent upon PYCO or KJRY to demonstrate the law of demand applies here.
Rather, SAW should explain why its proposed surcharges would not drive away traffic.

Indeed, I think it particularly rich that Mr. Plaistow characterizes my initial discussion as
“esoteric,” and then proceeds to imply that — in the real world — BNSF can double its rates Qf
captive coal t_refﬁc with no loss of carload trefﬁc. Mr. Plaistow draws no distinction — as I did —

between the short and long term. If BNSEF has been able to double its rates on captive coal

- traffic, it has done so in an environment of rising global energy prices. Yet, I’'m sure even that

Mr. Plaistow can sec evidence that these rising energy prices have prompted a stunning response
by producers and consumers.- Higher gas prices have prompted consumers to tpm away from the
heavy SUVs and have increased the p‘epularity of “hybrid” vehicles. Among producers, ethanol
production~is expanding at a rapid clip,3 a furious race is underway to attract new workers to
Alberta in order to exploit the oil sands,’ and (as the Board is well aWare) the Dakota Minnesota
& Eastern railroad — attracted by the high rates that BNSF and UP charge eéptive coal customers
— is attempting to expand into the Powder River Basin.

In addition to these efforts, new techrlologies may soon reduce the quantity of energy

consumers require. For example, we are on the verge of a revolutionary change in lighting

'

' Accordmg to- The Economzst “Worldwrde about 20% of all electncrty generated is used for

lighting. Several studies suggest that LEDs could eventually cut that amount in half.”> A recent

3 See “Ethanol Reshapes the Com Market,” Amber Waves, April 2006. Amber Waves is the flagship magazine for
the U.S. Department of Agriculture’s Economic Research Service (ERS). Amber Waves contains articles by ERS
researchers and their collaborators. This article can be viewed on-line at
http://www.ers.usda.gov/AmberWaves/April06/pdf/EthanolFeature April06.pdf

“See “Canadian Politicians Address Labor,” Nickle's Da‘ily Oil Bulletin, October 4, 2006. Also at :
http://www.dobmagazine.nickles.com/article.asp?article=%5Cdob%5C061004%5Cdob2006_040003 .html

5 The Economist, “An Even Brighter Idea,” September 21, 2006.
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pull-out section of the Wall Street Journal entitled, “Less Power to the People,” listed 10
innovations that will reduce the amount of energy we consume.® LEDs led this list as well, but
the Journal also noted the role that more-efficient hardware, better Sensors, new building codes,
and variable pricing programs are expected to have in the near future. Just as “esoteric”
econorrlie theory would predict, higher prices are prompting widespread changes irl the
marketplace. There is no reason to suspect that application of substantial surc}rarges on the
SAW’s traffic base would not do the same.

I also note. that Mr. Plaistow, rather than directly discrediting my estimate the surcharge
would likely raise overall rates by 7.4 percent (implying a long-term reduction in SAW’s traffic
base of 14.1 percent), instead looks at the average BNSF rate for Oil Seed traffic and implies that
a $60 surcharge only represents a 2 percent increase. Of course, the typical BNSF movement is
not inter.changedwith a Class III carrier. It would have been better for Mr. Plaistow to
demonstrate why my initial estimate was wrong (if it was Wrong) rather than to attempt this sort
of apples-to-oranges comparison.

éAW’s surcharges are a naked attempt to manipulate this proceeding. I question whether

the asserted right to assess these surcharges is transferable, and doubt that BNSF, among others,

' .would allow it to be. Moreover, there is no ev1dence that these potent1a1 surcharges would fall

'on demand 1ne1astlc traffic and SO boost the SAW’s CMV by more than 200 percent I certamly

do not believe that a seller should be allowed to make any claim, however fatuous, that boosts

'GCV and then — when confronted by evidence that contradicts his assertions — argue that the -

applicant is inappropriatelty determining the GCV to the buyer, not the seller. Such a position
has as much merit as the claims of the proverbial miscreant who, after murdering his parents,

begged the mercy of the Court on the grounds that he was an orphan. '

6 The Wall Street Journal, October 16, 2006.

38



2006 Traffic Base

The second key fdctor that distinguishes KJRY’s GCV frdm SAW’s is ouf differences
over the appropriate base year traffic volumes; No one disputes that 2005 was a very good year
for SAW. The question the Board must decide is whether such good fortune was an anomaly,
after which traffic would return to a trend-line or whether it represents a new beginning for
SAW’s fortunes. For Mr. Plaistow’s arguments persuasive, the Board must look at the following
time series, which comes directly from Table 1 of his October 12 Verified Statement (p. 12), and

conclude that the 2005 carloads are not an outlier but a new beginning.

Table 1: PYCO Rall Traffic Levels

Year PYCO Carloads
2000 1,607

2001 2,817

2002 1,941

2003 1,995

2004 1,920

2005 5 950

Source: SAW Reply to (1) KJRY’s Expanded Competmg Feeder Lme Applxcatlon and (2)
PYCO s Amended Valuatlo ence Plalstow V S: at p 12

It is not a long time series, but a 2005 figure which is more than double the next largest

year (2001) is certainly conspicuous. And SAW has presented no evidence to suggest that the

2005 traffic volumes were anything but extraordinary. Indeed, although Delilah Wisener now

~ disputes my assumption that SAW’s car count is related to the size of Texas Cotton crops, it was

Ms. Wisener herself who stated, “[P]rivate trackage... was inadequate to accommodate the
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 light of Ms. Wis

number of railcars that would be required to be shipped each day in the event of a large cotton
crop in the area. It turned out that there was such a crop in 2005. PYCO wanted to ship 24 cars
per day from its Plant No. 1, but its private trackage at that Plant could accommodate only 13
cars at a time.”” I can hardly be faulted for taking Ms. Wisener’s verified statement serieusly
and connecting SAW’s trafﬁc volumes with the local cotton crop.

Indeed-, it was eﬁer I first ;ead Ms. Wisener’s above-quoted testimony that I consulted the
data from the U.S. Department of Agriculture (“USDA”). These data make clear that 2005_was a
banner year for production of upland cotton in Texas. Planting conditions and weather.
throughout the grewing season had preved particularly favorable to cotton production. In light'
of this evidence, | concluded that the 2005 cotton traffic on SAW was, in fact, an aberration and
that SAW has'inappropriately used its 2005 volumes to exagée'rate its future cash flows and the
lihes; GCV. After ali, notwithstanding ‘any contractual commitments that PYCO r-nay or may not
have, it will to prove impossible te press cotton seeds that do not e);ist.

Having concluded that SAW’s 2005 cotton traffic volumes were outliers, I neededvto
establish a more reasonable base year frem which to calculate cash flows. 1 decicied to use

USDA'’s data for Texas cotton as a proxy for SAW’s cotton traffic. This seemed reasonable in

er’s testlmony I could have used a s1mp1e 5 or 10 year average but as the

. | form _road expert at USDA I knew that agncultural ylelds are nsmg over time.

Consequently, a simple_ average will understate the expected yield, oﬁen significantly. For

example, say an area had 5 normal growing seasons in a row, and yields of a particular crop rose

from 6 to 7 to 8 to 9 to 10 bushels per acre. A simple 5-year average would put the next year’s

crop at 8 bushels per acre, but a trend line analysis would suggest that 11 bushels per acreis a

7 See SAW-Statement in Opposition to Revised Feeder Line Application, Wisener V.S. at 3 (emphasis added).
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better estimate. I therefore resolved to conduct a very simble, indeed “plain vanilla,” trend line
analysis to determine the expected size of the 2006 SAW’s expected traffic levels.

I chose to employ regression analysis to estimate the size of the Texas cotton crop (and
SAW’s expected cotton traffic). Regression analysis is a sfatistical method used to model the
relationshipg between a dependént variable and explanatory variables. In this case, I posited the

following relationship
Bales = f3; + f8x(Acres) + fB3(Year),

vs}here the dependgnt variable, Bales, is bales produced. My explanatory variables were Acres -
(acres planted), and Year (the crop year, which serves as a proxy for time). j3 1, 32, and B3 are the
ésﬁmated coefficients. I deliberately included Year to capture the rising yields trends over time.
Similarly, acres plahted seemed a logical explanatory variable. Using data from 1965-2005 (41

yéars in all), I reported the following results from my regression analysis.®

Table 2: Regression Results for Texas Upland Cotton Yields

: Coefficients Standard Error T Stat
 Intercept 1313819.3995 1015643.361 0.308985823
| 8112623747 - 1850855490 . 2753077281
" 46566.02806° - 13080156545  3.330768575

As I'noted, holding constant Acres at its 2005 level (5.9 million acres), it is possible to
estimate the conditional mean or eXpected value of the 2006 Texas Upland Cotton Crop. This

equation can be written as follows:

E(Bales| Acres; Year) = f3; + fB2(Acres;gps). + 3(Year005).

¥ See KJRY Expanded Competing Feeder Line Application, Brennan V.S. at 8-9.
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From this I estimated that a yield of 5.286 million bales of cotton would be a better
estimate of a “normal” Texas cotton crop. Although both the 2004 and 2005 harvests e*ceeded
this level, I noted that one would have to go back to 1981, when c;onsiderably more acreage was
planted, to find a larger crop of Texas cotton. I coﬁsidered this a far better approximation of

SAW’s base traffic volumes than SAW’s belief that the future would look like an endless series

“of that pérfect weather year, 2005. Also note that the fact that the Year was statistically

significant, ¢onﬁrniing that a linear analysis of this sort will be superior to a simple average.

Mr. Plaistow also claims that my original regression equation “has less predictive value

~ in forecasting Texas cotton production than the approach I [Mr. Plaistow] used.” He is wrong.

Mr. Plaistow has made a calculation error in his spreadsheet and, once corrected, his figures are .
not as “predictive” as mine. I place “predictive” in quotations because, frankl'y_, Mr. Plaistow’s
approach is bizarre: He multiplies the USDA’s Texas Cotton Production by the U.S. Cotton
Production and then divides it by the previoﬁs year’s U.S. production figure. There is no
theoretical basié for this approach and much to recommend against it. ‘Apparently, he fails to
recognize that the U.S. national production is heavily inﬂuenced by Texas production. In fact,

because Texas cotton production is roughly a third of the national total, it is hardly surprising

- -that U.S. cotton pro_duct'ion»prédiéts Texascottonproductlon ‘In effect, Mr;EPIaisiow'a:gu¢S;tha; -

Texas cotton production is a function of Texas cotton production. One can’t argue with that

proposition, but one can’t use it to pfedict anything either.

Laying aside this fundamental methodological flaw, Mr. Plaistow calculations are in error.
Specifically, in Exhibit 75 of his reply verified statement Columns 5,7, 8 and 9 represent,

respectively, Actual Texas Production, National Production, a LEPA Predicted Production, and
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- simply marks where the regression line crosses the Y-axis. Consider the following two fi

an Absolute Percehtage Error. The LEPA Predicted Production is, according to footnote 5, “Col

“(5) x (Col (7) = Col (7) year — l).”9 I take this to mean thaf LEPA Predicted Production is Actual

Texas Production (Col 5) multiplied by National Production (Col 7) divided by the previous

year’s National Production ((Col 7) year — 1). So calculating the LEPA predicted production for

1966:
1966 Actual Texas Production (thousands of bales) = 3,156
1966 National Production = 9,484
1965 National Production = 14,850
LEPA Predicted Production: 3,156 x (9,484 <+ 14,850) = 2,016.

Yet, Mr. Plaistow reports that LEPA Predicted Production is 2,958. The Absolute Percentage
Error (2,016 — 3156)| + 3,156 is, accordingly, 36 percent — not the 6 percent reported by Mr.

Plaistow.

Mr. Plaistow also criticized my intercept term as not statistically significant. That is an

interesting criticism and, upon further reflection, there is something amiss with my intercept

term. Normally, we do not assign a particular economic meaning to the intercept term — it .

The first shows that an explanatory variable, X, and a dependent variable, Y, are positively’ *
correlated and that the regression line crosses the Y-axis in positive territory. The second also
shows that X and Y are positively correlated, but this time the intercept term is in negative -

~ territory.

® See SAW Reply to (1) KJIRY’s Expanded Competing Feeder Line Application; and (2) PYCO’s Amended
Valuation Evidence, Plaistow V.S., Exhibit 75.
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Figure 1

Figure 2

After one considers these two figures, it is clear why I shouldn’t have included an

intercept term. This is one of those rare cases when — on theoretical grounds — there are reasons
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to believe that the regression line must run through the origin. After all, it seems fairly

straightforward that if you plant no cotton, you will harvest no bales.

I have therefore rerun my regression results excluding the intercept term. I use the same
data and the same explanatory variables. All that has changed is that, in response to criticism by
Mr. Plaistow that the statistical significance of my intercept appeared questionable, I have
omitted the intercept term altogether. My revised regre'ssioﬁ equation is therefore Bales =

Bi(Acres) + f3x(Year) and the Summary Output from this regression is as follows:

Table 3: Regression Results for Texas Upland Cotton Yields, No Intefcept

Régression Statistics

Multiple R 0.973746397
R Square - 0.948182046
- Adjusted R Square  0.921212355
Standard Error 1012.167803
Observations 41
ANOVA ‘
' Df SS MS _ F
Regression 2 731107282.2 365553641.1 356.8174433
Residual 39 39954862.83 1024483.662

Total 41 771062145

. _Coefficients” _~_Erfor. -~ tStat P-value
Intercept 0 #NA . #N/A #N/A
Acres Planted 0.565604109 ° 0.058873725 9.607071945 7.86418E-12

Year 46.6889278 13.81189535 3.380341845 0.001655918

Mr. Plaistow also criticized my initial regression result because it did not reflect a

‘strong relationship between acreage planted, year, and Texas cotton production.w-' And it

. 1% See SAW Reply to (1) KIRY’s Expanded Competing Feeder Line Application; and (2) PYCO’s Amended

Valuation Evidence, Plaistow V.S., at 15. ~
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Texas Cotton crop. Note th

" previously estimated using the

is true that, when running my original regression with an intercept teﬁn, the adjusted R-
squared was only 0.365. After eliminating the intercept term, however, the adjusted R-
squared rises to 0.921 and the two explanatory variables (Acres and Year) remain
statistically significant. Thus, bales harvested are, as one would expect, strongly correlated
to acres planted and year. A modest change in my regression equation, based on solid
theoreti;al grounds, fully satisfies Mr. Plaistow’s criticisms.

Of course, it is now necessary to recalculate the conditional mean: the expected
size of the 2006 harvest. Again holding constant Acres at its 2005 level (5.9' million
acres), it is possible to estimate the conditional mean or expected value of the 2006 Texas

Upland Cotton Crop. This equation can be written as follows:
E(Bale.§| Acres, Year) = f31(Acreszops) + B2(Year006).
=0.566*5900 + 46.689*%42
= 5,298 (thousands of bales).

Thus, an estimate of 5.298 million bales is a more appropriate forecast of the 2006

is is-a:frivial difference from the v5.28.6 million bales I had

1t cept term. Once -rho‘re', the predicted s'iz_e"d:f the

“normal” 2006 Texas cotton crop is well below that estimated by SAW. And, based on

- these assumptions, one would have to go back to 1981 to find a larger Texas cotton crop.
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As I noted, Mr. Plaistow criticizes my resulte on the grounds that they are “a made for
litigation” forecast.'! Yet, my forecast this is not the sort of “made for litigation” projection that
the Board has spumed in the past. I simply regreés_ed publicly available data from an
authoritative source, the U.S. Department of Agriculture. I made normal and reasonable
assumptions about the selection and treatment of this-data and the er(planatory variables, Under

Mr. Plaistow’s standards, no regression analysis would ever be acceptable evidence before the

Board.

Nordo I think Mr. Plaistow is on solid ground when he argues that USDA’s national forecast

is superior to the results I obtained using USDA’s Texas-specific data. With respect to traffic

volumes originating out of the Powder River Basin, government forecasts are likely to be very
accurate. Yet, common sense suggests that it is unlikely that USDA’s forecast for U.S. cotton

production will match the traffic volumes of a small Class III railroad in Lubbock, Texas.

Finally, it important to recall that all I was trying to establish through my regression
analysis was what a normal 2006 base year would look like for SAW. After all, as SAW’s own

evidence shows (see Table 1 above) PYCO’s traffic volumes in 2005 were double that of any

. other year It would bepatently unreasonable for the Board to 1mpose a paltry downward

- adjustrnent in volumes based ona nat10na1 forecast that by its very nature w111 prove much less
volatile, much less variable than eondltrons in the Lubbock area. Such a downward adJustment

based on national data will prove too small and, as a result, inappropriately inflate SAW’s GCV.I

- u See SAW Reply to (1) KJRY’s Expanded Competing Feeder Line Application; and (2) PYCO’s Amended

Valuation Evidence, Plarstow V.S, at 10.

47



I11. Rebuttal of Criticisms of GCV Raised by PYCO

Throughout this proceeding, my approach to calculating GCV and that taken by PYCO’s
economic witnesses are very similar. For example, Dr. Mahle and I wholeheartedly agree that
Mr. Plaistow’s claims that SAW’s surcharges would fall on demand inelastic traffic is absurd.
Similarly, Mr. Banks and I agree that the SAW’s base traffic volumes nee(i to be reduced to a
more “normal” level.

Despite our dgreement in most areas, there are a few issues upon Wflich Mr. Banks and I
do not harmonize. The rhost significant of our disagreements centers on All-SAW rehabilitation.
On this issue, Mr. Banks and I must agree to disagree; No doubt, whoever owns the SAW’s
assets in the future will find that some minimal rehabilitation is required. In fact, KJRY’s

witness Mr. Stice noted that SAW requires $77,215 in rehabilitation in order to remain a going

concern; I have included this figure as a deduction from All-SAW’s “preliminary” GCV. Any

rehabilitation beyond what Mr. Stice has called for, however, is unnecessary, especially since
SAW has pfesented credible evidence that the no rehabilitation is required. SAW’s ability to
handle its 2005 traffic is sufficient proof that it would, with only minimal rehabilitatidn

expenses, handle the lower volumes that both Mr. Banks and I project going forward. Moreover,

- .Iquestion the approach that Mr. Banksand his firm take on this issue.. According to Mr. Banks,

hefirst determines: -

the amount of routine day-to-day maintenance and program work necessary to
keep a railroad in a steady state condition once a carrier is no longer in a deferred
. maintenance position and then characterize that amount as “maintenance” and the

to characterize the amount necessary to eliminate maintenance as

“rehabilitation. :

12 pYCO’s Initial Comments on Pioneer. KJRY Feeder Line Appliéation, Banks VS at 7.
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To me this is an engineering approach that ignores economic realities. A forward-looking firm

will allocate its scarce resources in such a way to maximize profits; there are no brownie points

- for good looks in the world of short line railroading.

Preiliously-in this proceeding, I testified that the path to success in the short line railroad
industry is clear — maintain the property to handle on-going operations and make focused capital
investments to satisfy future growth and profit opportunities."® I suspect that the approach
advocated by Mr. Banks could identify and prioritize the important future investments that a
carrier should considér. Nevertheliess, a carrier will only undertake a large capitai investment if
the returns available from this investment exceed the available and alternative use of its funds.

Consider the familiar homeowner’s dilemma. When selling a house, the seller often
considers upgrading the kitchen and bathrooms. Investing ten thousand dollars into a kitchen
upgrade helps move a property faster, but no one expects that, after the upgrade, the value of the
home would rise by ten thousand dollars. One has to weigh the benefits of a quicker sale against
tﬁe difference between the increase to the sale price and the cost of the upgrade. For Mr. Banks’
strategy to pay off,-the reha‘lbilitation investments must generate higher future cash flows. Yet,
no evidence was presented to support the view that these higher cash flows will bg forthcoming
after tﬁe_ extensive program of rehabilitation_;eggrﬁr_l‘n}endt?d by Mr. Banks is concluded.

e In the case of ‘?Y.C"O,-‘wh‘ié‘h éffecti“vé'll'}’l:f's'éc':kis-to vei'ticaily integfate:ité operat10nsw1th -
SAW, the problérn is further compounded. -PYCO will be requiri;d to allocate ité resources
écross two distinct business lines — agricultural procgssing and short line railroading; The
rehabilitation expenses that Mr. Banks argues are necessary must compéte not only with

alternative railroad investments but the entire rarfge of PYCO’s investment possibilities.

13 See Reply of KJRY to the Amended Valuation Evidence of Pyco Industries, Inc., Brennan VS at 20-21.
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PYCO’s lack of short line railroad experience suggests it is more likely to err in these allocation
decisions than KJRY. For its part, KJRY insists that only $77,215 in immediate rehabilitation
expenses are required, which I deducted from GCV.

Turning to the matter of base year traffic flows, I admit — as Mr. Banks suspects — that I
indeed longed for data more narrowly tailored to the Luhbock area. The use of Texas data is far
superior to national figures for the purposes of establishing the SAW’s GCV, but Texas: is a very
big place, as Texans are themselves fond ef pointih_g out. Specific regions within Texas likely
will vary from the state averages, just as Texas itself can vary from the national totals. And,
because Texas represents roughly one-third of the nation’s total cotton crop; it is clear that seme
sub-regions within Texas are larger in size than some important cotton producing states.

I have reviewed the data from the High Plains Cotton Growers, Inc. that Mr. Bar\ks

submitted into evidence. I have no doubt that these are highly credible data. In fact, according

- to the newspaper article introduced into evidence by SAW, the source of these data appear to

trace back to USDA’s estimate of cotton production in two specific crop reporting districts. 14
(Crop reporting districts are sub-regions within a state from which USDA collects specific

statistical data) Ih asking the Board to take official notice of the revised upwards projections of

the 2006 crop, SAW 1mp11es that the data presented by Mr Banks are acceptable

T have re-run my rev1sed regressxon equatlon (lackmg the mtercept texm) on these data for
the period 1965 to 2005. The only difference »between the results I will report below and those

that I reported in Table 3 arise because the data is more specific to the Lubbock region of Texas.

4 See Letter from SAW, October 17, 2006.
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Table 4: Regression Results, Lubbock Region Cotton Yields, No Intercept

SUMMARY OUTPUT
Regression Statistics
- Multiple R 0.954886721
R Square 0.91180865
Adjusted R Square 0.883906308
Standard Error 790.8791784
Observations 41
ANOVA
df SS - MS F
Regression . 2 252210179.2 1.26E+08 201.6101
Residual 39 24394105.12 6254899
Total ’ 41 276604284.3
Coefficients Standard Error  t Stat P-value
Intercept _ 0 #N/A #N/A #N/A
Acres ' 0.52888095  0.093685217 5.645298 1.61E-06
Year 33.48396429 12.6453143 2.647935 0.011627

" Once again, Acres and Year are statistically significant and my adjusted R-squared is very
high. -Hblding constant Acres at its 2005 level (3.7 million acres in the Lubbock area), it is
| possible to estimate the conditional mean or expected value of the 2006 Texas Upland Cotton

Crop in the Lubbock region. This equation can be written
E(Bales| Acres, Year) = f3\(Acreszops) + S2(Yearops):
= 052913703 F3BR
=3,365 tthousands of bales)

Because the 2005 yield reported by the High Plains Cotton Growers was 5.677 million bales, my
Cotton Adjustment Factor becomes 0.593. This is very close to the 0.572 figure reported by Mr.
Banks in his testimony. Both of us agree that a substantial downward adjustment is warranted in

SAW’s “normalized” cotton traffic volumes.
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At this point, however, two issues, one raised by PYCO and the other by SAW, must be
considered. First, not only does my regression analysis generate a conditional mean, it also
generates an implicit rate of growth. The variable Year captures the changes in traffic growth
over time. To obtain a growth rate, we simply divide the coefficient of Year shown in Table 4
by the Conditional Mean. In this case, that growth rate is (33.484/3365) or 1 percenf. Yet, this is
growth rate is w.ell below the 3.3 percent cotton growth rate that PYCO’s witness Mr. Banks
suggests is appropriaté.

The second point cémes from SAW. .In his lettef to the Board dated October 17, 2006,
Mr. McFarland asserts that it ié possible for the Lubbock region to produce strong cotton crops
“even when conditions are less than ideal, and that cotton production levels will not return to the

low levels experienced before 2004.” (Emphasis in original). Weather conditions in 2006 were

" less than ideal as USDA’s Cotton and Wool Outlook has reported. Further, the article from the

Lubbock Avalanche-Journal that accompanies Mr. McFarland’s letter suggests that it is now
believed that the 41-county region corresponding to USDA districts 1-N and 1-S will producé :

3.8 million bales of cotton. (It would also appear that this 41-county region corresponds to the

data presented by Mr. Banks). AS a result, despite drought conditions that will drive down yields

2 miltion bales from their. 2005 levels —a fact also mentioned in the articls — the expected

- yield from the Lubbock area ?ié"easily éxpected totopthe 3:4'million bale cbnditional ‘mean that I

estimated. Yet, one would expect that the proj ecféd 2006 conditional mean should exceed the
actual drought affected 2006 volumes. |

- Based on this information, my 1965-2005 regression analysis delivers a conditional mean
and a growth rate that are too low. There is nothing wrong with the explanatory variables I have

chosen; there are sound theoretical reasons to link time and acres planted to bales harvested and
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| my explanatory variables are statistically significant and my adjusted R-squared is very high.

Rather, I believe that the problem arises because my period of analysis (1965-2005) is t0o long.
The value of a regression is diminished if, within the period of analysis, there is a fundamental
shift in the underlying relationships. The question that I must ask myself is whether there has
been a fundamental shift in cotton markets over the last 40 years. The answer is yes. Two
factors contribute to this shift. First, in recent years with the .develdpment of gen.eticallly.
modified varieties and enhanced cfoss-breeding techniques, yields on most agricultural products,
including cotton, have risen above their long-term historical trend."> Second, I believe that the
most significant event over the last 40 years, indeed the most significant event since the
industrial revolution itself, is the emergence of China as a major commercial power.

In 1965, the first year of my regression analysis, China was an autarkic nation,
desperately poor, and about to enter one of the darkest periods in its long history, the Cultural

Revolution. Today, China is a leading consumer and exporter of textiles and clothing, Clearly,

.something has changed. Yet, China did not begin to liberalize until 1979 and China’s decisive

move towards market reform was not finalized until 1992, the year that “Deng went South.“”’
In 1992, China became a major factor driving conditions in commodity markets ranging

frqm soybeans to steel, petroleum to platinum, corn to c_o‘tton'.17 We are in the midst of a world-

" wide commodity boom that is intenSifying'_pfodhction,: particularly in those critical “swing”

regions where shifts in demand can produce a large supply response. The Texas high plains are

just such a “swing” region for cotton production. Using the same explanatory variables and the

3 See The Wall Street Journal, October 3 1, 2006, p A-1, for a lengthy article describing this phénomenon.

' In 1992, China’s preeminent leader, Deng Xiaoping gave a series of speeches in Southern China signaling a

‘renewed commitment to market reforms following the Tiananmen Square Protests of 1989.

Y See The Economist, October 28, 2006. On pages 53-56 of this issue appears an article entitled, “China in Africa:

Never too late to scramble.” This article notes the rising volumes of trade between China and Africa, especially in

basic commodities including copper, cobalt, iron ore, platinum, timber, cotton, and oil.
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Lubbock-region cotton data, I have focused my regression on the years 1992 and 2005. The
regression results harmonize with both the views of Mr. McFarland with respect to the traffic

volumes and the views of Mr. Banks with respect to traffic growth. And, they still show that a

- significant downward adjustment is warranted from the bumper 2005 traffic levels.

Table 5: Regression for Lubbock Region Cotton Yields, No Intercept, 1992-2005

SUMMARY OUTPUT
Regression Statistics
Multiple R - 0.961219283
R Square 0.92394251
Adjusted R Square 0.834271052
Standard Error 975.4418158
Observations 14
ANOVA
df SS MS F

Regression 2 138703347.4 69351674 72.88769364
Residual 12 11417840.83 951486.7
Total 14  150121188.3 -

Coefficients Standard Error  t Stat P-value
Intercept 0 #N/A #N/A H#N/A
Acres Planted 0.627807408 0.167067038 3.757817 0.002731763
Year 116.5799902 69.56366934 1.675875 0.11960065

The new conditional mean is E(Bales| Acres, Year) = S1(Acres;zops) + B2(Yearpps):
- =0.628*3703 + 116.58*15
= 4,0&3 (thousands of bales)

This figure is well below the 2005 cotton yields, but above the drought-affected 2006
expectations. My finding here confirms that something has changed. Similarly, the implicit rate

of growth is 116.58/4073 or 2.85 percent. This, too, is much higher than my previous estimate

and comparable to the 3.3 percent growth rate advocated by Mr. Banks. Thus, in light' of the
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reply comments of PYCO and SAW, restricting the period of analysis to the years 1992 through
2005 is fully justified.

The Cotton Adjustment Factor that I apply to SAW’s traffic base rises from 0.6777 to
0.7175. The combined growth rate (two-thirds of the Cotton growth rate plus one-third the AEO
forecast of ton-times) becomes 2.5 percent. |

I continue to include revenues from the settlement that SAW and BNSF have entered into
with respect to the Jarvis Metals trafﬁe. Although this settlement does not assure SAW long-
term revenues, unlike the surcharges that SAW insists it has the right te ihvoke,’ SAW is -
collecting these haulage fees and BNSF is willing to continue paying them for the foreseeable

future. Because this fee is currently in place, it is the best evidence of record on this point.

IV, Criticism by SAW and PYCO on my use of URCS

_ Mr. Plaistow questions my ability to act as an expert witness on the Uniform Rail Costing
Syétem (“URCS”), because my qualifications statement did not explicitly mention familiarity
with URCS."® Yet, my qualifications statement mentioned that, while [ was employed by the

Board, I worked on maximum rate cases. In one of those cases, Texas Municipal Power

‘.Comnany V. The Burlmgton Northem Sante Fe Rallwav Comnanv STB Docket No 42056 I

served as the Board’s variable costmg analyst. I am very fam1har w1th the Phase i and III
programs as well as the data sources, R-1 filings, Uniform System of Accounts, and processing,
requirements that underpin URCS. And I continue to believe that URCS, the Bdard’s approved

costing system for regulatery purposes, is the appropriate tool to apply here.

18 See SAW Reply to (1) KJRY’s Expanded Competing Feeder Lme Application; and (2) PYCO s Amended
Valuation Evidence, Plaistow V.S, at 3.
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In developing an estimate for URCS costs for this proceeding, I relied on those presented

by Mr. Banks. I examined his figures and determined that they were reasonably and accurately

~ developed. Mr. Banks states on reply that I failed to include $100,463 in URCS maintenance of

way costs. The Board will recall that Mr. Banks developed a “preliminary GCV” that excluded
maintenance of way costs, which he dealt with separately in a latter section of his original
verified etatement. In that subsequent section Mr. Banks removed $100,463 URCS maintenance
of way ccsts in order to include other “site specific” maintenance of way and structure costs.

I have examined Mr. Bank’s argument here and have determined that he is correct; I did
not adjust All-SAW operating costs to reflect the URCS maintenance of way costs _that Mr.
Bank’s omitted from the tables I relied upon.” After reducing maintenance of way expenses to
reflect the lower volumes of cotton traffic that can be expected going forwar(l, I found it
necessary to add an additional $82,828 in URCS costs. (This is slightly larger than the amount
Mr. Banks calculates is necessary, but his adjustment presumes significant site-specific

maintenance expenses that are not necessary).

V. Determining the Constitutional Minimum

We now have all of the r necessary mformatmn to calculate SAW’s GCV and estabhsh the .

appropnate constltutlonal minimum value Be ore -do'so however I would note that I contmue R

to rely on the simple method which divides the “normalized” earning by the growth-adjuSted pre-

 tax cost of capital. Mr. Plaistow’s method is unduly complicated and burdensome. In fact, as I

demonstrated in my opening statements these two methods are fundamentally eqtlivalent. I

stated:"’

. ¥ See KJRY Expanded Competing Feeder Line Application, Brennan V.S. at 3-4. Footnotes omitted.
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For his part, Mr. Plaistow places great stock in his argument that value is a
forward looking concept. I agree, but am puzzled that Mr. Plaistow fails to
recognize that not only are the two approaches both valid, but that they will also
yield equivalent results. Consider for example a perpetual cash flow of $1 per
year with a discount rate of 50 percent. Under Mr. Plaistow’s approach we would
obtain present values of $1, $0.50, $0.25, $0.125, and so forth. Summing this
over an infinite horizon, we obtain a net present value of $2. Alternatively,
equivalently, and much more directly, we could use Mr. Bank’s approach and
divide $1 by 0.5 and obtain $2. '

This equivalency is a standard result described in many microeconomics and
finance textbooks. If an asset generates a stream of identical cash flows at the end
of each period, the value of the asset is the present value of the perpetuity. Thus,

"if we designate a stream of cash flows, C, and the discount rate as i, then we can
describe the present value (PV) problem mathematically as follows:

| C C c cC
PVPerpetu“y = C + - . + — 4 + =‘ )
(1+i) 1+ 1+ i

I further noted that Mr. Plaistow himself uses a variant of this formula, (C/(i-g), to calculate the
terminal values of his cash flows ten years hence. (This variant calculates the presept value of a
growing stream of cash flows). Yet, Mr. Plaistow could just as easily have employed this
formula from the first, as I did. In fact, Mr. Plaistow and I use the exact same, “forward looking”
approach. Therefore, it is odd that SAW continugs to maintain in its reply that “GCV must fully

9520

reflect a corporation’s earning power, not just its historical earnings,”” (emphasis in original),

glven that Mr. Plalstow fa11s to offer a smgle;word in response to my cntlclsm of h1s approach

o ‘Gomg Concern Value

- In response to Mr. McFarland’s argument that something has indeed changed in the

Lubbock Region in the recent past, I have determined that, going forward, SAW can expect

~ annual traffic volumes of 10,659 cars. This is higher than my initial estimate of 10,339 cars. As

a result, I calculate SAW’s revenues as $1,372,392. This higher traffic base, together with the

2 See SAW Reply to (1) KJRY’s Expanded Competing Feeder Line Apphcatlon and (2) PYCO’s Amended
Valuation Evidence, at 3.
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o »possesses an NLV of. $2

inclusions of URCS maintenanCe of way costs, raises expenses to $1,122,476. The resulting net
revenues, or cash flows, are used to establish t}re SAW’s GCV. Table 5 details the calculations.
.Note that I include the 2005 cost of capital which the Board released on Wednesday, September
20, 2006 and make a minor adjustment for the rehabilitation expenses per Mr. Stice.

. Table 6: Going Concern Value

SAW Revenues 1/ Co $1,372,392.15
SAW Expenses (incl. Maintenance of Way) 2/ 1,112,476.80
SAW Cash Flows $259,915.35
- 2004 Pre-Tax Cost of Capital _ 17.1%
Percentage Growth Rate 3/ ‘ 2.5%
Growth-Adjusted Cost of Capital / Multiplier Factor ' 14.8%
Preliminary Going Concern Value A $1,780,242.15
Less: Minor Rehabilitation Expenses $77.215.00
. Going Concern Value A - $1,703,027.15
Preliminary Going Concern Value (w/o Growth) $1,519,972.83
Less: Minor Rehabilitation Expenses $77.215.00
Going Concern Value (w/o Growth) , $1,442,757.83
Net Liquidation Value

" I understand that KJRY has accepted PYCO’s estimates for NLV. In its Modified
* Valuation Evidence for AIl-SAW filed on September 28, 2006, PYCO asserts that All-SAW

,274 000 whlch I understand to be PYCO’s most recent estlmate

%Accordmgly, A’$2',274;000 .represents the' ﬁgure agamst whlch All SAW’s GCV must be measured
- to determine the lines’ constitutional minimum value.
" Constitutional Minimum Value

The constitutional minimum is set at the higher of NLV or GCV. Here, the NLV of
$2,274,600 is appropriate. This reverses the position I took in my original testimony. The effect

of a higher traffic base and growth level were more than offset by the higher cost of capital the
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Board applied in its September 20, 2006 decision and the inclusion of URCS maintenance of

way costs.

VI. Rebuttal of BNSF’s Criticilﬁs of my Analysis of a Right of First Refusal
Finally, I will respond to the criticisms raised by Mr. Steele in BNSF’s reply. As the
Board will recall, I argued that even though no applicant could predict the true ex post value of a
line targeted under feeder line process it was likely the case that their forecasting errors would be
clustered in the neighborhqod of the “true” value.*! As a result, the revelation of the private
knowledge possessed by feedér line applicants would permit BNSF (or-any other 3d party
claiming a right of first refusal) to revise its own valuations in light of the applicants’ estimates.
--I further argued that a second mover will révise his expectations in the direction of the
applicant’s valuatioﬁ. That is, if the applicant’s valuation is lower than BNSF’s, BNSF will
lower its estimate of the true valuation. | And, in the opposite caée, if the applicant’s valuation is
higher, BNSF will raise its valuati.on. In either case, BNSF’s revised valuation will be closer to
- the “true” estimate than either its priginal estimate or the feeder line applicants’: Finally, I

“submitted a simple, 2 x 2 matrix that revealed the ex post outcomes of such a game.

~ BNSF

_ E).(erci-se Right Declines Right
- Bid (-,+) (-0
3 _ _
B .
< No Bid (0,0) (0,0)

Note: (Payoffs to Applicant, Payoffs to BNSF)

2. See KJRY Expanded Competing Feeder Line Application, Brennan V.S. at 26-30.

59



In such a game, if BNSF believes that the applicant has undervalued the feeder line’s
value, it will exerciee its right of first refusal. As shown in the matrix‘ cell (Bid, Exercise Right),
the applicant incurs a loss (-) because of the costs it incurs developing and presenting the
information that supported its apphcatlon BNSF gains a positive profit (+). By contrast, when
BNSF believes the apphcant has overvalued the feeder line, it does not exercise its right of first
refusal. As the matrix cell (Bid, Declines Right) shows, the applicant is now likely to suffer a
loss (-) because it overpaid for the feeder line. (This is the familiar, “winner’s curse”). In either
case, if the feeder line applicant bids, it loses. |

BNSF can only remark that my argument is “speculative.””* BNSF does not deny that
feeder line applicants incur costs developing their evidence and testimony. Nor does it deny that,

by waiting, BNSF can see how matters develop before choosing to intervene (if it chooses to

~ intervene). BNSF simply seeks to dismiss this analysis as “specula,tive."’ ‘But, the whole point of

non-cooperative game theory is to “speculate.;’ Non-cooperative game theory is a tool that
policy makers can use to analyze whether the rules they put in place encourage private parties to
behave in ways that conform to broader puhlic policy goals. It ie not enough to complain that a
game theoretic model is speculative. Rather, BNSF should have demonstrated that my
assumptlons were 1ncomplete or mcorrect |

The ‘purpose behmd the feeder lme statute is S t0 encourage feeder line apphcatlone when
they will improve rail service. Permitting a thlrd-party rlght of first refusal in such cases would
frustrate this objective. I further dispute Mr. Steele when he implies that evenifa 3@1 pa_rtyright
of first refusal chilled applications, “in any event, the purpose of the feeder hne statute would be

fulfilled since the lines will be returned to the rail carrier 'exercising the right of first refusal

2 Reply of BNSF Railway Company to PYCQ’s Revised Valuation Evidence and to KJRY’s All- SAW Application
ati5 . .
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(which will almost always be a Class I railroad).” The point of the feeder line application
process is to encourage economic development, and to ensure that the needs of the public for
. transpértation services are met. [ see nothing in BNSF’s argument to suggest that it desires to
retake the All-SAW lines and operate them itself, contrafy to the implications of its argument.
Asl argﬁed in my original statement, permitting BNSF an unfettered right of first reﬁlsal
creates an unbalanced “heads, I win; tails, you lose” playing field. No matter how meritorious a
feeder line applicant’s objectives méy be or how rﬁuch shippers may suffer under the inadequate
service of an incumbent railroad, game theory shows tﬁat a would-bé feeder line épplicant"s_
financial best interest is not to initiate the feeder line process in the face of a non-applicant third-
pérty’s right of first refusal. Such disincentive frustrates the wider goals of the Board and is

contrary to the Rail Transportation Policy of 49 U.S.C. 10101.

2 Reply of BNSF Railway Company to PYCO’s Revised Valuation Evidence and to KJRY’s All-SAW Application
atls. . 4 i
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Table A-1: High Plains Cotton Growers Cotton Data

: Harvested Planted
L= Year (Thousands) {Thousands)
1965 2,301.1 2,273.3
1966 1,387.6 1,544 4
1967 1,236.0 1,450.6
1968 ©1,862.3 1,749.5
1969 1,418.6 2,174.0
1970 1,721.8 2,277.2
1971 1,279.2 2,499.7
1972 2,242.9 .~ 2,6578
1973 2,888.7 ) 2,825.1
1974 1,193.1 2,626.1
1975 1,420.2 ‘ 2,712.6
1976 19885 . 2,786.3
1977 © 3,215.4 3,749.6
1978 ‘ 2,049.1 : 4,043.0
1979 2,750.8 4,565.8
-1980 2,053.0 . 4,637.0
- 1981 3,622.0 4,644.9
1982 1,285.6 3,685.7
1983 1,348.5 2,488.8
1984 2,324.3 : 3,349.4
1985 1,893.9 3,051.8
1986 1,184.2 2,982.7
1987 2,668.6 ' 2,819.8
1988 3,234.7 3,227.0
1989 1,608.2 2,812.7
1990 2,950.9 3,183.7
1991 2,327.7 34819
1992 . 1,4186 3,201.8
1993 3,458.8 3,243.1
1994 ‘ 3,087.2 3,219.8
1995 2,629.3 3,621.9

4,877.6
5,677.0

Source: High Plains Cotton Growers, Inc.
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Table A-2: Adjusted Traffic Levels

Total Carloads
Customer Type
Cotton Customers
PYCO 1/
Farmers Compress 1/
Southern 2/

Non-Cotton Customers
Attebury 1/
All Other 2/

Total

Carloads Adjusted Cars
6,233 44722
900 645.8
900 645.8
8,033 5,763.7
495 495.0
4,400 4,400.0
4,895 4,895.0
12,928 10,658.7

1/ Source: PYCO May 5 Feeder Line Application, V.S. Banks, Table 1.
2/ _ Source: PYCO May 5§ Feeder Line Application, V.S. Banks, Table 8.

Cotton Traffic is adjusted by hultiplying the number of 2005 Cotton carloads

by the Cotton Adjustment Factor, 0.7175.

Table A-3: Revenue Per Car

First 5000 Cars
Cars after 5000

Cars in Blocks of 27 or More

Source: SAW Statement in Opposition to Revised Feeder Line Application, Plaistow V.S. at 7.
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$142.72
$125.60

$45.67

L “}Note:r‘G_a“rs.mdving‘ét»th‘e__$_,45"‘.?6"I,{-‘do:"_|f1qtj'cog'ﬁtztéward_s the 5000-car discount.



Table A-4 SAW Carloads

Total Carloads

Cotton Customers Adjusted Cars
PYCO - 44722

Farmers Compress 645.8

Southern 645.8

5763.7

Non-Cotton Customers Cars
Attebury : 495.0

All Other .4400.0

4895.0

Total Cars 10658.7

Source: Table A-2

Table A-5: Movements in Blocks of 27 Cars of More

Cotton Customers No. of Cars

PYCO 540

Farmers Compress 0.0

Southern ] 0.0

54.0

Non-Cotton Customers No. of Cars
Attebury ‘ 495.0

All Other ' 2769.0

3264.0

Total in Blocks of 27 or more 3318.0

Source: SAW Statement in Opposition to Revised Feeder Line Acquisition, Plaistow V.S. at 10.
‘;Npté_; “Mr. Plaistow's NEW jcarriér carried:549. cars.in:blocks of 27 »~¢é(s\.'6r<more';-' -

“Since‘all'of Attebry Grain's trains:move inlarge blocks, this leaves 54"
‘cars (2 trains of 27 cars), which | attributed to PYCO.
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Table A-6: Movements in Blocks of Less than 27 cars

Cotton Customers No. of Cars
PYCO 4418.2

Farmers Compress 645.8

Southern 645.8

5709.7

Non-Cotton Customers No. of Cars
Attebury 0.0

~ All Other - 1631.0
' 1631.0

Total in Blocks of Less than 27 Cars . . 7340.7

Source: Table A4 and Table A-5

Table A-7: SAW Revenues

Revenue

Haulage Revenues Cars Per Car Revenue
First 5000 Cars 5,000.0 - $142.72 $713,600.00

Cars After 5000 2,340.7 125.60 293,989.09

Cars in Blocks of Less than 27 7,340.7 $1,007,589.09

Cars in Blocks of 27 or more 3,318.0 $45.67 $151,533.06

Total Haulage Revenues 10,658.7 $1,159,122.15

Non-Haulage Revenues

Track Jobs $34,505.00

Car Storage 131,890.00

Jarvis Metals Settlement 46,875.00

$213,270.00

Total Non-Haulage Revenues

Total SAW Revenues

' ..;--Table A-8 Per Car: Expense for. Cotton Traff' ic

Cotton Traff ic on a.Per Car Basns -

PYCO and Compress
.Expenses 1/
Carloards 2/
Expense per Car
Sources:
1/ PYCO May 5 Feeder Line Application, Banks V.S., Table 14.
2/ PYCO May 5 Feeder Line Application, Banks V.S., Table 1.
Does not include URCS MOW
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Table A-9: Southern Expenses -

Southern is a Cotton Shipper that Mr. Banks has included in his all other rail customer category.
In order to properly reflect the "normalized” 2005 operating expenses, Southern's expenses
must be reduced appropriately.

All Other Rail Customers 1/ $151,949.00
Southern Carloads 2/ . 900
Per Car Cotton Expense 3/ $95.97
Southern Expense $86,368.71
All Other Rail Customers : 151,949.00
Less Southern : -$86,368.71
All other Rail Customers (less Southern) - $65,580.29
Sources:

1/ Source: PYCO May 5 Feeder Line Application, V.S. Banks, Table 14.
2/  Source: PYCO May 5 Feeder Line Application, V.S. Banks, Table 8.
3/ Table A-8

Does not include URCS MOW

Table A-10: URCS Maintenance of Way Adjustment

2005 URCS Maintenance of Way Costs 1/ _ 100,463.00
Non-Cotton Expenses (% of Total 2005 Carloads) 38,038.86
Cotton Expenses (% of Total 2005 Carloads) 62,424 14

Less: Reduction in Cotton Expenses to reflect lower volumes 17,634.82

Normalized URCS Maintenance of Way Costs 82,828.18

Source:
1/ Source: PYCO May 5 Feeder Line Application, V.S. Banks, Table 32
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_ -Overall Growth Rate (two-third
Source: 1/'U:S. Department of Energy,

Table A-11: SAW Expenses

Cotton Cars 1/
Per Car Cotton Expense 2/
Cotton Expenses

Non-Cotton Expenses
Attebury 3/
Rock Movements 3/

All Other Rail Customers (less Southern) 4/

Total Non-Cotton

Maintenance of Way Expenses
Total SAW Expenses

Index C;)st Adjustrﬁent 3y

2006 SAW Operating Expenses

Sources:

1/ Table A-2
2/ Table A-8

3/ PYCO May 5 Feeder Line Application, V.S. Banks, Table 14

4/ Table A-9

Table A-12: Growth Rate

AEOQ Growth Rate 1/

Cotton Growth Rate 2/

Report No. DOE/EIA-0383(2006) Table 7

-'Energy1lnfonnat|6n Admlnlstratlon ‘

5,763.7
95.97
$553,112.65

$20,550.00
242,783.00
65,580.29

$328,913.29

82,828.18
$964,854.12
1.153

$1,112,476.80

1.7%

2.9%

- 25%

(Available on the lntemet at http:/iwww.eia. doe. gov/o:af/aeo/excel/aeotab 7.xls)

2/ See page 18
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VERIFICATION

I, William J. Brennan, PhD, declare under penalty of perjury that to the best of my
knowfe;dge the foregoing is true and correct. Further, I certify that I am qualified to file

this Verified Statement. Executed this 1% Day of November, 2006.

' Wﬁm;nw
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SURFACE TRANSPORTATION BOARD

STB FINANCE DOCKET NO. 34922

. KEOKUK JUNCTION RAILWAY CO.
— FEEDER LINE APPLICATION —
LINES OF SOUTH PLAINS SWITCHING, LTD. CO.

REBUTTAL

EXHIBIT B

REBUTTAL VERIFIED STATEMENT OF J. MICHAEL CARR
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KIRY's expanded foeder liis

BEFORE THE
SURFACE TRANSPORTATION BOARD

'~ STB FINANCE DOCKET NO. 34922

- KEOKUK JUNCTION RAILWAY CO.
— FEEDER LINE APPLICATION —
LINES OF SOUTH PLAINS SWITCHING, LTD. CO.

REBUTTAL

EXHIBIT B

.REBUTTAL'VERIFIED STATEMENT OF J. MICHAEL CARR

' My name s J. Michael Carr, and I am the President, CEO and Chief Financial Officer
of Keokuk Junction Réilway Co. (“KJRY™), and its parent.co'mpany, Pioneer Railcorp
(“Pioneer™). Ihave previously provided two veriﬁe}d’statements in support of KJRY’s
application to acquire and operate the lines of South Plains Switching, Ltd., Co. (“SAW”).. I

have reviewed PYCO?’s reply comments filed on October 12 and 25, 2006, in opposition to

J. Gémhtm, which'Wasbat't'ééhed’.:io PYCO’s October 25 repiy cofr'lménts.. In genéfal; Iwill |

" rebut criticism questioning KJRY’s financial responsibility to undertake the purchase and

operation of AIl-SAW, and I will rebut empty attacks on KJRYs ability to provide improved
service to customers located on ALI-SAW.
On the subject of KJRYs financial responsibility, I will explain why we consider the

purchase of All-SAW a worthwhile investment. I will alsd show why both Mr. Gannon’s
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and PYCO’s assumptions about KJRY and its financial condition are incorrect. To begin
with, KJRY has more than enough resources at its disposal to buy All-SAW. Through a $3
million loan to be' provided to Pioneer from National City ]?A.ank,l which Pioneer will make
wholly available to KJRY, KJRY will be abie to acquire, rehabilitate, and operafe All-SAW.
In addition, Pioneer has previously indicated that it would also make $1.5 rni_llion worth of
free cash flow available to KJRY for KJRY to acquire and operate SAW’S lines. In short,
unlike PYCO, whose ineome statements reveal dramatic swings in cash flow and show |
operating losses' at times, KJRY and Pioneer have more than snfﬁcient funds availahle to

acquire and operate SAW. Indeed, KJRY and Pioneer, unlike PYCO, have consistently been

 profitable for over twenty years.

Mr. Gannon tries to make much of the recent increase in KIRY’s Vliabili»ty—to-equity

ratio, which he suggests is a reflection of KJRY’s diminished financial strength. In fact,

'KJRY is a not a weakened, or weakening, company. The increase in KJRY s liabilities is

directly tied to its recent acquisition of the west end of the Toledo, Peoria & Western
Railroad (“TP&W™) ﬂnough the feeder line process. Thus, the increase in debt is offset by

an increase in assets occasioned by the TP&W line acquisition. In fact, both the original

_ KJRY segments .and the newly-aequlred TP&W segment have been, and-are being; ‘oper_aged’ .

eratlng cash flow that could support any unforeseen ssho

operatmg All- SAW Through its acqulsmon of the TP&W 11ne via the feeder hne process

! National City Bank has already provided a commitment letter in the amount of $3 million.
Today, I have received a letter from a Senior Vice President of National Bank who states that
the Bank would view favorably increasing its commitment from $3 million to $4 million.
Pioneer is prepared to seek $4 million if it is necessary to do so in order to implement the

Board’s order and to acquire and operate SAW’s lines.
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Mr. Gannon adjusted KJ RY’s traffic, revenue, interest rate,.and cost assumptions. Mr.

. . .

KJRY has demonstrated that it can acquire, rehabilitate, and profitably operate lines to the
benefit of shippers who had suffered from inadcquaté service.

I have reviewed the rebuttal verified statement of Dr. Brennan, which accompanies

| KJRY’s rebuttal filing, and I agree with it, particularly with respect to the constitutional

minimum value of All-SAW. Pioneer, KJRY’s parent company, is willing to loan KJRY up

to $4.5 million ($3 million loan commitment from National Bank and $1.5 worth of cash) for

the acquisition and operation of SAW’s lines, through the arrangements [ have described
'aboVe. As I have stated before, KIRY has more than adequate cash flow to make up for any

_contingencies, but Pioneer would grant KJRY additional working capital, if needed.

Obviously, Pioneer has a strong vested interest in assuring that the line of credit used to

purchase All-SAW is ftilly s_ervicéd. We would not allow KJRY to default on that loan, and

would devote Pioneer’s own resources to servicing that debt if ever it came to that.
I have reviewed Mr. Gannon’s testimony and find unpersuasive his attacks on

KJRY’s showing of financial wherewithal to acquire All-SAW and operate it for at least

three years thereafter. In an attempt to show.that KJRY will lose money operating All-SAW,

Mr. Gannon has composed his own version of KJRY’s pro formas, but to make this showing,

" “Gannon’s assumptions are faulty, however; because; among other thirigs, he has failedto, -~ ="

consider that redu'_cihg KJRY’s traffic projections also reduces the value of AIL-SAW and, in

turn, the amount that KJRY would have to borrow to acquire the line.. He also does not rely

upon KJRYs actual costs. Moreover, Mr. Gannon also includes principal repayments where

I did not. In fact, in the pro formas that I submitted earlier in this proceeding, we accounted
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for interest payments but purposefully excluded principal payments. We did so for a reason —
principal payments on debt are neutral with respect to owner’s equity.
Although I understand that our valuation evidence, revised in accordance with

evidence contained in reply comments, now shows that All-SAW has a net liquidation value

- (“NLV”) of $2,274,00, which is higher than what we now calculate AlI-SAW’s going

cbnce_:rn value (“GCV”) to be, I remain convinced that KJRY can and will generate positive
cash flow ﬁom its purchase of All-SAW. Ibelieve that this is so, because the costs we
incorporated into our previously submitted pro formas were based on URCS coéts and also

on assumptions concerning retum.on invéstmgnt that are skewed against KJRY. In

particular, KJRY’s operating costs, like tlidse of mo;t short lines, are not on par with URCS
which generally feﬂects the higher operating costs of Class I carrieré. Accordihgly, I would
estimate that the URCS-based operating cqsts m our previously-filed pro foﬁnas, which I do
not repudiate, might actually overstate KJRY’s actual costs by as much as 4-5%.% If that had
been taken into accouﬁt before, I am confident that KJ RY;s pro formas would show positive - |
net results for each year even with payments to principal and interest included in the balance

sheets. Indeed, KIRY’s positive cash flow should be even better if KJIRY purchases the line

~atNLV rather than the higher and previously submitted GCV estimate. Even if All-_SAW ' '

2 When preparing this feeder line application, we sought to ensure consistency between the'
pro forma and the constitutional minimum value calculated by Dr. Brennan. Dr. Brennan has
relied on URCS costs to determine SAW’s expenses. This seems an appropriate application
of the Boards regulatory costing system, but I note again that Class III carriers tend to have
lower cost structures than their Class T counterparts. That is why Class III carriers can keep -
lines in service that Class I carriers can not, and is probably why BNSF agreed to sell its
Lubbock lines to SAW for $10. When evaluating KJRYs pro forma, it is important to
recognize not only are we easily covering our interest expenses, but also that we would have
lower expenses than those presented therein. Therefore, the pro forma I submitted

previously is perhaps conservative to a fault in depicting the lines cash flows that All-SAW

‘would generate in the hands of a short line operator such as KJRY.
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could not be operated on a positive cash flow basis and PYCO is correct, KJRY and Pioneer
have sufficient resources to cover any shortfall and I commit them to doing so.

My view of KJRY’s ability to operate Ail-SAW profitably is actually consistent with-
those of PYCO’s own witnesses — who also have stated that All-SAW can and will be |
operated as a ﬁnaﬁeially viable railroad. Where PYCO’s sees losses, those are due to what
PYCO claims are sié,niﬁca‘nt rehabilitation costs, costs that SAW and KJRY both recogﬁize
to be unnecessary Likewise, .even if there is a small operating loss during the-ﬁrst few yeafs
of operations as asserted by Mr. Gannon’s incorrectly reformulated KJRY pro formas (which

I am convinced would not be the case), we expect that All-SAW’s financial fortunes will

‘improve over time and that the lines will become profitable relatively quickly.

As noted, perhaps the largest difference between Mr. Gannon’s views and mine
involves his inclusion of principal payments as a “cost” of operating All-SAW. As noted, I
did not include éuch payments because I am certain that All-SAW would generate positive

cash flow as operated by KJRY and therefore the payments against principal that KJRY

would make on_the loan are net positive investments for KJRY and Pioneer. For us, every

payment of principal simply increases our equity for which we will eventually recapture

. thro_ugh cash-.ﬂqw pr_oﬁ_ts ornth,rqug_h.‘sale of the assets:

flows ovet time, it is entirely eppropriate that KJRY would want to capture this stream of © ~

péyment by financing its acquisition, just as most of us arrange for the flow of housing

services via a mortgage. However, when borrowing fnoney to obtain a perpetual cash flow, it

is not surprising that it is possible — perhaps likely — that one would initially generate a

“negative” cash flow by including principal payments into a pro forma statement even
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3 .Note tha

though nothing changes with respect to the fundamental strength of the acquiring firm. To
see why this is the case, we need to remember the basic accounting equation that is the
foundation for the double-entry Book-keeping system:
~Assets — Liabilities = Shareholders’s Equity.
Let us assume that a firm with an initial asset base of $3,000,000 and no liabilities
decides to purchase a short line railroad for $3,000,000 on the basis that this railroad can
generate a free cash flow of $300,000. Before its pﬁrchase of the short line railroad, its

balance sheet is;

~ Assets | Liabilities = Shareholder’s Equity

$3,000,000 | $0 = $3,000,000

Now, let us further assume that the firm that in order to preserve a sufficient margin
of safety (as Mr. Gannen suggests is appfopn'ate), that the firm choeses to finance its
acquisition. -Aﬁer borrowing $3,000,000 to buy the short line railroad, the firms’ balance
sheet is simply: .

Sharecholder’s Equit

Assets |  Liabilities =
$6 000 000 P $3 000,000 _= $3 000, 000

C ..eq y=of the firm is unchanged We have 51mp1y add d an’ set (a $3 000 000

' -rallroad) and a eorrespondmg liability (a $3 000,000 loan)

Now, assume that the ﬁnn chooses to pay its loan back o overa 3-year perlod paymg
down its pnn01pal $1,000,000 per year. In addition, the firm must pay $240,000 in interest in

Year 1, $160,000 in interest in Year 2, ar;d $80,000 in interest in Year 3. (This is roughly

_ equivalent to an 8-percent annual rate of interest). A pro forma with these assumptions will
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: 'ability to secure financing.

show the firm losing money as its principal and interest payments exceed its cash flow. But,
is the firm losing money or financially unfit? Of course not! The reason is quite simple:
after making the first payment of 1,000,000 to reduce its debt, the firm has lowered both its

assets and its liabilities.

Assets | ,_Liabilities = Shareholder’s Equity
Year1:  $5,060,000 ! $2,000,000 = $3,060,000
Year2: $4200,000 |  $1,000,000 = $3,200,000
Year3:  $3,420,000 $0 =  $3,420,000
Year4:  $3,720,000 ! $0 = $3,720,000

Note that the cash flow available after making interest payments is rising from $60,000 to-
$140,000 to $220,000. In fact, this rising trend is seen even if we include the principal
repayments, rising from ($940,000) to ($860,000) to ($780,000) to $300,000.

Admittedly, these figures are negative — for the first three years — but they simply

-measure reductions in both the assets and liabilities of the firm. Moreover, the earlier we pay

off the debt’s principal, the sooher we enjoy the full measure of the short line railroad’s free

~ cash flows. The true measure of a carrier’s financial fitness is its shareholder’s equity and

I'note that,moffennghlsown Vérstpn;of{ RY’s -yeat pro forma balance sheets,

Mr. Gannon understates All-SAW’s projected traffic levels, and, in the process overstates

' KJRY’s debt service costs, but he cannot have it both ways.” Specifically, Mr. Gannon has

3 Mr. Gannon devises multiple pro Jormas based on varying assumptions. In an attempt to
gild the lily, however, he presumes at one point that the interest rate on the National City
Bank loan will go up, and he has offered revised pro formas to reflect this asserted
“certainty.” He justifies this presumption (and revised pro formas) on the basis that it is
“common knowledge” that interest rates will rise. There is just as much “common
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- of the TP&W line. KJRY has initiated service to new on-line shippers.and has restored

downwardly adjusted KJRY s traffic projections based on PYCO’s very pessimistic view of
All-SAW’s future traffic potential. (I understand that this issue is discussed,and rebutted in

the attached Rebuttal Verified Statement of William J. Brennan, who explains why PYCO’s

future traffic projections are wrong.) In the process, Mr. Gannon makes proportionate

adjustments to KJRY’s operating costs, which he would be right to do under his traffic
assumptions. But what Mr. Gannon (incorrectly) leaves constant is the assumption that All-

SAW — despite the reduced traffic levels he relies upon — would continue to have a

constitutional minimum value of $2,712, 300 Naturally, if we assume that KJRY were .

mcorrect in its traffic assumptions, then it would have overstated All-SAW’s value also. In

: short,'takmg PYCO s traffic assumptions as correct (and, of course, we do not), Mr. Gannon

uses the wrong basis for debt service in his pro formas — he has KIRY overpaying for All-

SAW, and so his principal and interest payments are too high. Thus, Mr. Gannon’s

~ competing pro forma balance sheets are inherently inconsistent and are unreliable.*

“Turning now to PYCO’s comments on KJRY’s ablhty to prov1de improved serv1ce to

- All-SAW sthpers I can see that PYCO’s attacks are unsupponed and wholly mconsxstent

~with KJRY’s track record as a short line railroad. Consider, for example, KJR_Y’s operat;on

knowledge” that interest rates will fall, and at least an equal chance now exists for that to '
happen but that would be an “1nconven1ent truth” for PYCO’s Mr. Gannon and so he

- ignores that possibility.

4 Another stretch in Mr. Gannon’s testimony is his assuxnption that KJRY would have to pay

~ back the loaned purchase money within five years. As Mr. Gannon admits, however, that -

loan is amortized over a ten-year term, but he does not follow that repayment structure..
Before the “balloon” provision in the line of credit would be triggered, Pioneer and KJRY
would quite naturally seek to refinance the loan. Although this is common business practice,
Mr. Gannon unfairly ignores this aspect of corporate finance, and presumes that such an

‘arrangement, to take place five years from now if not sooner, would not happen.
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- SCO has filed comments asking that both KIRY and PY-CO.be given a full and fair

historic bridge connections to KJRY’s previously-existing shippers, all in the span of less
than two years. KJRY has also been able to work cooperétively with all of its connections,
including, among others, BNSF Railway Company, Union Pacific Railroad, Norfolk

Southern Railway, and even TP&W. KIJRY therefore has a proven record of acquiring lines

| through the feeder line process and restoring essential services. Neither PYCO nor West

" Texas & Lubbock can make such a claim,

In fact, it is because of KJRY’s resounding success on the TP&W line that we

decided to seck to acquire All-SAW through the feeder line process, knowing that KJIRY

‘could restore quality service to All-SAW customers and do so profitably. Unlike PYCO,

which would naturally be concerned first and foremost with its own business, and that of its
affiliates and suppliers, KIRY would be an independent, neutral carrier that would provide

the same superior service to all the shippers on SAW’s lines. KJRY has no incentive to

- discriminate amOngst the shippers.

PYCO, on the other hand, has a major competitor, Southern Cotton Oil Company
(“SCO”), located on the line. Under the circumstances, PYCO has an economic incentive to

favor its own service and rates over those offered to its competitors. Perhaps this is why

subsidiary 6f Arc;her Daniels Miéland ('“;AIIDIIA\/VI”), who happéﬁs to Be a.m'ajc.>r KJRY customer,
and, as such, kndws full w¢11 the value énd level of seMce that KJRY can and does provide
to its customers. As_‘,the only All-SAW shipper who can speak ﬂom a positioﬁ of authority
on l;he quality of KJIRY’s service, one would think that if KJRY and Pioneer Were as bad as

PYCO claims, SCO, ADM, and others with direct exlierience with KJIRY service would have
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L _All-SAW -cﬁstorpe_rs_ is 'that PYCO has not on_ce.as_se_ssed,K,IRY’

filed comments in opposition to KJRY’s feeder line application, but SCO does not join
PYCO’s unwarranted attack, which, as it turns out is a combination of character assassination
(directed against KIRY) and self-promotion.

KJRY has a long history of providing good service to its éhippers. We provide

~ service to certain customers 24-hours per day, all 365 days of the year. (PYCO is aware of

the identity of one such shipper, having been givep information about it, subject to the
pfotections agéinst the disclosure 6f highly confidential informatioﬁ, during the course of
discovery.) Moreover KJRY has a solid working relationship with BNSF, which BNSF has
not disputed. BNSF has not opposed KJRY’s feeder lihe appli_catién, although it most
certainly could have if it had misgivings al;out KJRY’s ability to provide improved service or
about KJRYs capacity to cooperate with BNSF. |

| KJRY provides reliable, reasc;nably-priced service to numerous customers bn our
line, both large and small. What is more, KJRY benefits frofn the collective experience of its
hmnérous rail éarrier affiliates, some of which operate over lines that are similar in scope and
design to those that KJRY proposed to acquire through this feeder line proceeding. What I
find most troubling about PYCO’s attack on KJRY s ability to provide improved service to

s performance.to date in

» operatmgtheTP&Wlmes,and h notoncepomtedtospec ”c_fcl_rcumétéﬁces' where

KJRY has allowed service to its customers to deteriorate. To heai- PYCO .put' it, KJRY is
prone to offer inadequate service. But PYCO so alleges not on the basis of ahy historical

“inability” on KJRY’s part. Rather, PYCO’s attack is mere speculation. Past is prologue, .

“and KJRY would be a superior choice for All-SAW customers, just as it has been elsewhere.
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VERIFICATION
I, J. Michael Carr, declare under the penalty of perjury that to the best of my

knowledge the foregoing is true and correct. Further, I certify that I am qualified to file this
Verified Statement. Executed this 31¥ day of October, 2006. 4

J. Michael Carr .
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R ARRAMIAL 1

- - °
Na"onal CIty . National City Bank of Michigan/i
¢ = : 301 S.W. Adams Street
g Peoria, IL 61602-1500
(309) 655-5446

November 1, 2006

Mr. Vernon A. Williams
Secretary
Surface Transportation Board

Dear Secretary Williams,

As you are aware, National City Bank has committed $3,000,000 in financing to Pioneer
Railcorp for Keokuk Junction Railway’s acquisition of South Plains Switching, LTD.
- (commitment letter dated September 22, 2006). Please know that we stand ready to.
proceed with funding of that commitment. As part of our discussion with Pioneer
. management regarding this potential acquisition, various commitment levels were
- discussed. If Pioneer would requxre $4,000,000 of financing for this acqulsltlon, I would
expect the bank to favorably view funding to that level.

Pioneer has been a client of National City since 1991. Over the years, Pioneer has made-
a number of railroad acquisitions that we have had the privilege to finance for them. At

~ every step in our banking relationship, management has acted in a very forthright manner
and has always handled their responsibilities as agreed. In short, Pioneer Railcorp is a
very good client of National City. -

a Smccrely,

, Semor Vice Prcsxdent

MAZ/sz
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