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SURFACE TRANSPORTATION BOARD
EX PARTE 664 - RAILROAD COST OF CAPITAL
VERIFIED STATEMENT OF CHARLES W. KING

My name is Charles W. King. I am President of the economic and management

consulting firm of Snavely King Majoros O'Connor & Lee, Inc. ("Snavely King").

Snavely King was founded by the late Carl M. Snavely, Jr. and me in 1970 to conduct

research on a consulting basis into the rates, revenues, costs and economic performance

of regulated firms and industries. The firm has a professional staff of 12 economists,

accountants, engineers and cost analysts. Most of its work involves the development,

preparation and presentation of expert witness testimony before federal and state

regulatory agencies!

Qualifications

Attachment A to this statement is a brief resume of my professional experience.

Attachment B is a listing of my expert witness appearances (more than 300) before state

and federal regulatory agencies. While not all of these appearances dealt with the cost of

capital, many of them did. The following appearances, all of which occurred since

January 1, 2000, addressed the cost of capital of public utilities:

Commission Case No. Utility

Delaware P.S.C.
Illinois Commerce Com.
Kentucky P.S.C.
Kentucky P.S.C.
Maryland P.S.C.
Michigan P.S.C,
Missouri P.S.C.
New Jersey B.P.U.
North Dakota P.S.C.
North Dakota P.S.C.
North Dakota P.S.C.
North Dakota P.S.C.
Wisconsin P.S.C.
Wisconsin P.S.C.

04-152.
02-0690
2002-145
2004-67
9036
U-14547
ER-2006-0315
TMO02080739
PU-400-00-521
PU-399-01-186
PU-3 99-02-183
PU-04-97
2055-TR-102
5846-TR-102

Tidewater Utilities (water)
Illinois-American Water Company

Columbia Gas of Kentucky
Delta Gas Company

Baltimore Gas & Electric Company
Consumers Energy Company

Empire District Electric Company
United Telephone Company

Xcel Energy, Inc.
Montana-Dakota Utilities (Elec)
Montana-Dakota Utilities (Gas)
Montana-Dakota Utilities (Gas)

Century Tel of Central Wisconsin
Telephone USA, LLC
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Summary

This statement addresses two aspects of the procedure by which the Surface

Transportation Board (STB or Board) determines the cost of capital of the railroad

industry:

" The determination of the growth component of the DCF formula; and

" The problems of regulatory circularity wherein the Board's findings of revenue
adequacy influence the calculation of the rate of return by which that revenue
adequacy is assessed.

I demonstrate that the 15.18% return to equity found in the Board's September 15,

2006 decision is unrealistically and unreasonably high. First, it is well above the

market's overall experienced returns to equity as measured from 1926 and from 1971.

Also, it is well above the estimates of the market's current required returns as measured

by four other utility rate-of-return witnesses. This difference exists notwithstanding that,

by two Value Line measures, railroads are less risky than the market overall.

Additionally, the 15.18% return vastly exceeds any return to electric or gas utilities

awarded by state regulatory commissions during the past year.

Additionally, the 12.2% overall cost of capital that results from applying the very

high 15.18% equity cost to the market value of the railroads' equity is well above the cost

of railroad capital as estimated by two Wall Street analyst firms. Those estimates are in

the range of 6.1 % to 9.2%.

The cause of the Board's extraordinarily high rate of return to equity is the growth

factor, derived from I/B/E/S' survey of investment analysts. Those analysts estimate that

the railroads will enjoy a 13.66% annual rate of earnings growth. The reasons for this

rapid growth - reduced trucking competition and growth of intermodal traffic - cannot be

expected to last forever, as implicitly assumed by the Board's procedure. Ultimately,
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railroad earnings growth will have to trend toward the rate of earnings growth in the

economy.

For this reason, I recommend that the Board adopt the two-step growth factor

estimation procedure used by FERC for pipeline companies. FERC computes a growth

factor based two-thirds on analysts' forecasts and one-third on projected nominal GDP

growth. Using this approach, the railroads' rate of earnings growth would be 10.61%

rather than 13.66%. When the 1.52% dividend yield is added, the return to equity would

be 12.13%. This return bears a reasonable relationship to the market's overall returns.

In its Hope Natural Gas decision, the Supreme Court struck down the use of a

"fair value" rate base on the grounds that it made regulation circular: the regulators'

actions affected the determination of the fair value. Because market-dominant traffic,

potentially subject to the Board's regulation, is now a much larger portion of the

railroads' traffic and accounts for the overwhelming proportion of their profits, the Board

should consider two sources of regulatory circularity.

The first source of circularity is the DCF formula, where the increased

profitability of market-dominant traffic influences the forecasts of analysts which are

used in the DCF formula. The inflation of the growth factor that results from the use of

these forecasts is largely responsible for the Board's findings of revenue insufficiency

and the relaxed regulation which results from that finding. This source of circularity is

the growth factor, reflective of analysts' forecasts. The impact of these forecasts can be

mitigated by the adoption of FERC's two-step formulation for the growth factor.

The second source of circularity is the use of market values, rather than book

values to determine the capital structure used in weighting debt and equity costs.

Because of the greatly increased profitability of market-dominant traffic, the stock prices

of the railroads have been bid up to quite high levels, well above book values. When

these stock values are used to weight debt and equity in computing the overall rate of
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Economic and Management Consultants

return, the much higher cost of equity inflates the return, contributing to findings of

revenue inadequacy. This source of circularity can be eliminated by reverting to the use

of book values in weighting debt and equity in the capital structure.

Using book value weights for debt and equity, the 12.13% equity cost developed

using the FERC two-step DCF procedure and the Board's 5-year average cost of debt at

5.70%, I arrive at an overall cost of capital of 8.91%, which is within the capital costs

estimated for the railroads by two investment analyst firms. Under this benchmark, the

BNSF would be found revenue adequate.

In summary, I recommend that the Board:

" Continue to use the DCF formulation to determine the cost of capital for the
railroads.

• Adopt the two step procedure used by FERC for identifying the growth factor in
the DCF formula.

• Use the book value of debt and equity in determining the capital structures of the
railroads.

The Board's Decision in Ex Parte 552 (Sub-No. 10)

On September 15, 2006, the STB found that the cost of capital to the railroad

industry was 12.2%, based on: (1) a current cost of debt of 5.36%; (2) a current cost of

common equity capital of 15.18%; and (3) a capital structure mix of 30.4.1% debt and

69.59% common equity. The 12.2% reflects the weighted average of the debt and equity

costs and the market value of the capital structure components of four U.S. Class 1

railroads: the Burlington Northern Santa Fe (BNSF), the Union Pacific (UP), the Norfolk

Southern (NS), and the CSX.

The cost of debt was based on (1) the current monthly prices and yields during

2005 for the 63 issues of railroad bonds that were publicly traded during the year; (2)

yields on government securities for Equipment Trust Certificates and Conditional Sales
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agreements; and (3) book value for capitalized leases and miscellaneous debt. The cost

of debt also included a 0.16% adder for flotation costs.

The STB employed a somewhat mechanical Discounted Cash Flow (DCF)

procedure for determining the cost of equity. The DCF procedure determines the

discount rate that equates all future cash flows, in the form of dividends, to the current

market price of the common stock of the subject companies. The STB determines this

discount rate by adding an estimate of the next year's dividend yield to the consensus

view of the 5-year annual rate of earnings growth as shown in the survey conducted by

the Institutional Brokers Estimation System, or 1/B/E/S. The Board found that the

weighted average dividend yield of the four railroads was 1.52% (weighting by stock

market value) and that the weighted average of the I/B/E/S earnings forecasts was

13.66%, yielding a DCF cost of equity of 15.18%.

I. The Cost of Equity

A. The 15.18% Return on Equity Found by the Board is Unrealistically and
Unreasonably High.

Certainly, 15.18% exceeds the total market's experienced return on equity capital.

Ibbotson Associates has measured the return on stocks and bonds each year (in fact, each

month) since 1926. For the entire period 1926 to 2003, the average (arithmetic mean)

return to large company stocks was 12.4%. For the shorter period, 1971 to 2003, the

mean return was 13.0%. These experienced returns are, respectively, 278 and 218 basis

points lower than the Board's 15.18% return to railroad common equity.

The performance of S&P's 500 stocks is another test of market returns. Standard

& Poor's reports that the average dividend yield on its 500 stock series for the 11 years,

1995-2005, was 1.62% and the average annual increase in the index was 11.22%.

Combining these two indicators yields a total return on S&P 500 stocks of 12.84%. This

return is 234 basis points below the Board's 15.18% return to railroad common equity.
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These experienced returns are, if anything, high relative to estimates of the overall

market return in 2005. I can point to four such estimates presented by utility witnesses in

the rate of return cases in which I have participated during the last two years. In each

case, the witness has implemented the Capital Asset Pricing Model (CAPM). This

procedure requires an estimate of the overall market's risk premium for stocks relative to

risk-free investments, which the witnesses define as long-term government bonds. The

table on the following page is a summary of the overall market returns for 2005 as

estimated by each of four utility witnesses:

Date
,of

Testimony

July 2006

July 2006

April 29, 2005

July 2005

State

MO

MO

MD

MI

*Case No.

GR 2007-003

ER 2007-002

9036

U- 14547

Long-term
Treasury

Equity Bond
Premium Yield1

7.10% 4.64%

7.10% 4.64%

DCF Analysis

7.17% 4.64%

Market
.Return

11.74%

11.74%

13.90%

11.81%

Utility Witness

Katheleen McShane

James VanderWeide

William Avera

.Wayne M. Leja

A railroad return that is more than 100 basis point above any objective measure of

the overall market's return might be justified if it could be demonstrated that railroads are

more risky than the overall market and therefore require a higher return. Such a

demonstration, however, cannot be made.

Value Line, a widely respected and independent investment firm, has two relevant

measures of risk. The first, called "beta," measures the co-variance of fluctuations in the

stock's price relative to the market's overall price fluctuations. A beta of 1.00 means that

the stock fluctuates to the same degree as the market. A beta less than 1.00 means that

the stock's fluctuations are less extreme than the market's. Since fluctuations in price,

particularly relative to the overall market, are a major source of investment risk, the beta

is widely recognized as an important measure of relative risk.

1 Yield on 20-Year Treasury bonds, 2005, Source: federalreserve.gov/releases/hl5/data.
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Value Line's other measure of relative risk is its "safety" ranking. The Safety

Rank is computed by averaging two other Value Line indices -r the Price Stability Index

and the Financial Strength Rating. Safety Ranks range from 1 (highest) to 5 (lowest).

Presumably, the average for the market is the mid-point Safety Ranking, which is 3.

The following are the current Value Line ratings for the four railroads studied by

the Board:

:iRailroaia-'; - :-; . : ; ;j.:v;'Walue!Eine••••'.-,^';i/
' -1- ;lv! •' ';;t;;j • M. -'^'^^i^tev'fc' :;Y "• /^Salety!;:f,';;;;

BNSF 0.95 2
CSX 1.00 3
NS ' . ' . 1.05 3
UP 0.90 1
Average 0.98 2.25

As the table demonstrates, both Value Line's ratings suggest that the railroads are

slightly less risky than the overall market. If so, then the appropriate rate of return to

railroad stocks should be less, not more, than the average return to all stocks in the

market.

The awards given to electric and gas distribution utilities during 2005 provide still

another test of the propriety of the Board's 15.18% equity return finding. Each year, the

utility industry's trade publication Public Utilities Fortnightly (PUF) produces a survey of

the returns to common equity awarded during the past year to electric and gas utilities by

state public utility commissions. The latest survey appears in PUF's November 2006

issue. This survey reports on 53 rate-of-return findings by 29 state commissions. The

average (mean) return award was 10.6%; the median award was 10.54%. The highest

awarded was 11.75% to two Florida electric utilities.'"

2 Florida PSC Case Nos. 05-0045-EI and 05-0078-EI, involving Florida Power & Light and Progress
Energy Florida, respectively.



ajoros O'Connor & Lee, Inc.

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

Economic and Management Consultants

To be sure, a case could be made that public utilities are less risky than railroads

because of their franchised monopoly service territories and their legally enforceable

right to an opportunity to earn a reasonable return on investment. But the Value Line

betas for these utilities average 0.90 and their Safety Ranks are in the 1 to 3 range, not

much lower than the railroads. Even if it is conceded that railroads are more risky than

utilities, the degree of risk difference would not justify a spread of 468 basis points

between the railroads* required return and the average return allowed pubic utilities.

B. The 12.2% Composite Cost of Capital Exceeds Estimates of the Railroads' Capital
Costs Developed by Independent Investment Analysts.

The very high cost of equity, combined with the use of market values for

determining the capital structure, results in a correspondingly overstated composite cost

of capital: 12.2%.

This figure is totally out of scale with independent estimates of the railroads' cost

of capital developed by Wall Street analysts. I have been able to identify two such

estimates, one from Citigroup, the other from Legg Mason.3 Their estimates of the

railroads' capital costs are as follows:

BNSF 6.1% 8.3%
UP • 6.2% - 8.0%
CSX . 6.3% 8.8%
NS 6.3% 9.2%
CN 6.2%
CP 6.6%
All Railroads 6.2%

3 Legg Mason has been acquired by Citigroup Smith Barney. At the time these estimates were made,
however, Legg Mason was functioning independently of Citigroup.
4 "C'mon, Do the Locomotion," by George Kartsonas, Citigroup Research, September 19, 2006.
" "The Budding Railroad Renaissance," Legg Mason presentation to the AAR Treasury/Finance Division,
November 18, 2005.
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C. The High Proportion of Forecast Earnings Growth Relative to Dividend Yield
Makes the DCF Model a Weak Indicator of Equity Return Requirements.

How is it possible for the DCF model to yield a rate or return to the railroads that

is so vastly out of scale with observed market rates of return and with the rates of return

awarded to utilities? To answer this question, it is useful to review the theory of the DCF

model.

The theory underlying the DCF model is that the discount rate which reconciles

all future flows of cash from the stock investment equals the investor's required

(expected) rate of return. Cash flows take two forms: the immediate return (the dividend

yield next year) and the future growth in dividends. The future growth in dividends is

usually constrained by the future growth in earnings, so that future earnings growth is

conventionally adopted as the measure of future growth.

To estimate future growth in earnings, the Board has adopted the consensus of

analysts' forecasts. The FCC has described this formulation as the "Classic DCF,"6 and it

is used in virtually all utility rate-of-return proceedings. This classic DCF methodology

has been acknowledged fairly universally as the best available technique for estimating

the cost of equity.

The preference of regulators for the DCF approach is not because it is without

problems. Rather, it is because the alternative methodologies are fraught with conceptual

and statistical problems. One alternative, the Capital Asset Pricing Model, (CAPM),

requires the very bold assumption that there is a single measure, the beta, of the relative

risk of any stock. It also requires considerable judgment as to the selection of inputs.

The other alternative, the risk premium procedure, conventionally makes the totally

unsupportable assumption that past risk premiums, measured over a long period of time,

equate to future risk premiums.

6 Notice Initiating a Prescription Proceeding and Notice, of Proposed Rulemaking, CC Docket No. 98-166,
October 5, 1998.

10
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The power of the DCF method to estimate equity cost is directly related to the

relative size of the two components that make up the formula: the dividend yield and the

forecast earnings growth. That is because only dividend yield uses the market's current

valuation of the stock as an input. The growth component is estimated without relation to

the current market price. Therefore, when the dividend yield is a large component of the

two-part calculation, the formulation provides a reasonably reliable estimate of the cost

of equity. Conversely, when the dividend yield is a very small component of the

calculation and the forecast growth quite large, the predictive capability of the formula

declines.

Because the railroads' dividend yields are very small, the DCF formula, applied

uncritically, provides a weak estimate of the railroads' cost of capital. The railroads'

dividend yields in 2005 ranged from 0.99% to 1.79%. The yields averaged only 1.42%,

which is less than the rate of inflation. The overwhelming proportion of the DCF return

is the forecast earnings growth rate, which the Board's computes as 13,66%.

This forecast of 13.66% earnings growth contains no reflection of investors'

current valuation of the railroads' stock. Yet, it is this forecast that generates the

extraordinarily high 15.18% return to equity. For this reason, it is appropriate to examine

critically the propriety of this growth projection.

D. The 13.66% Earnings Growth Forecast Cannot Be Expected to Last Indefinitely.

The analysts' reports on the respective railroads and on the railroad industry in

general are quite explicit as to the reasons for their highly optimistic predictions on the

railroads' future profitability

The railroads' principal competitors, the motor carriers, are suffering from high
fuel prices, a shortage of drivers, and increasing congestion on the nation's
highways.

11
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• These difficulties of the motor carrier industry provide "headroom" for the
railroads to increase rates without fear of significant loss of market share.

• The very substantial increase in containerized imports is providing the railroads
with dramatic growth in long-haul intermodal traffic.

" The practice of scheduling freight trains, initiated by the Illinois Central, holds the
promise of significantly improved service quality, further enhancing the railroads'
competitive position.

" Regulatory constraints on the railroads' pricing power are weak.

All of these factors, with the exception of the final one, are relatively recent

developments. Each can be expected to benefit the railroads during the coming three to

five years, as the analysts predict. But ultimately, they will run their course. They may

continue to generate increased earnings, but the rate of earnings growth cannot continue

in the double digits indefinitely. Unless new and yet more beneficial developments arise,

the rate of railroad earnings growth must necessarily plateau to the level of earnings

growth for the economy overall.

Herein lies the weakness of the Board's formulation of the DCF model.

Effectively, the Board assumes that the railroads' earnings, and hence their dividends,

will continue to grow at a rate of 13.66% indefinitely. This is a totally unrealistic

assumption. In time, the railroads' earnings growth will moderate and trend downward

toward the rate of earnings growth of the rest of corporate America.

E. The Board Should Adopt the FERC's Two-step Earnings Growth Formulation.

In establishing authorized" equity returns for pipeline companies, the Federal

Energy Regulatory Commission (FERC) uses a two-step procedure. The first step is the

same I/B/E/S forecast used by the Board, and the second step is an estimate of long-term

nominal rate of growth in Gross Domestic Product (GDP).7 This procedure

7 See for example, Wilston Basin Interstate Pipeline, FERC Docket No. RPOO-107-000,104 FERC 61.036,
61,099.

12



I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

King Majoros O'Connor & Lee, Inc.
Economic and Management Consultants

acknowledges that disparities between the short-term rate of growth and the growth in the

overall economy cannot last foreVer. Ultimately, earnings growth will trend toward the

rate of increase in the total market.

The Congressional Budget Office (CBO) produces forecasts of most of the major

economic indicators. CBO's current forecast for the years 2010 through 2015 calls for an

annual rate of increase of 4.5% in nominal GDP. Using the FERC's two-thirds/one-third

weighting of short and long term growth rates, the resultant growth factor is 10.61%, as

follows:

i^^^/Bj^
Short-Term 13.66% 0.6667 9.11%
Long-term 4.5% 0.3333 1.50%

Total . 10.61%

When this 10.61% two-step rate of growth is added to the 1.52% dividend yield in

the DCF formula, the resultant return to equity is 12.13%.

I submit that 12.13% is a far more realistic estimate of the likely cost of equity

capital to the railroads than the 15.13% found in the Board's September 15, 2006

decision. It is slightly below the 12.4% to 13.0% experienced rates of return to large

company stock investments as measured by Ibbotson Associates, which is where one

would expect that industry's return requirement to fall, given its less risky characteristics.

Moreover, this return is within the 11.8% to 13.0% estimated for the total market

currently by the utility rate-of-return witnesses. Also, as one would expect, it is above -

but not unreasonably above - the returns awarded electric and gas utilities by state

regulatory commissions.

II. The Problem of Circularity

In Federal Power Commission v. Hope Natural Gas Co. ("Hope "), the Supreme

Court ruled out the use of "fair value" rate bases on the grounds that the return awarded

13
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to this value influenced the value itself. In other words, the regulatory process became

circular:

"...fair value" is the end product of the process of rate-making not the
starting point as the Circuit Court of Appeals held. The heart of the matter
is that rates cannot be made to depend upon "fair value" when the value of
the going enterprise depends on earnings under whatever rates may be
anticipated.8

In its 1990 revenue adequacy decision, the Interstate Commerce Commission

(ICC), the STB's predecessor, determined that it would incorporate acquisition values,

rather than book values, into the investment base to which the rate of return would be

applied. The ICC justified this treatment on the grounds that "most rail rates are not

subject to maximum rate regulation" and therefore the circularity problem posed by Hope

did not apply.9

A. Recent Developments Require that the Board Reconsider Its Prior Findings as
Regards Circular Regulation

The STB currently uses a standard that potentially market-dominant traffic is that

for which the revenue recovery exceeds 180% of variable cost, as measured by the

Uniform Rail Costing System (URCS). STB data show that in 2004 only 30% of all rail

revenue was derived from R/VC >180 traffic. These data would appear to justify the

ICC's explicit finding (and the Board's implicit finding) that the Hope concern about

circularity does not apply.

Two considerations require the Board to revisit that finding. First, although R/VC

>180 traffic may account for only 30% of all rail revenue, this traffic generates almost

two thirds of operating profit, that is, the margin of revenue over variable cost. This

means that the minority of traffic that is potentially market dominant provides the

majority of the railroads' profit. If so, then the regulatory treatment of that minority of

* 320 TJ.S.591, 601 (1944).
9 Railroad Revenue Adequacy - 1988 Dectermination,61.C.C.2d 933 at 941 (1990).

• 14
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traffic disproportionately influences the profitability, and hence the earnings and stock

prices, of the railroads.

The second consideration that warrants reconsideration of the Hope circularity

issue is the enormous growth in railroad profitability in the last three years. The

following table shows quarterly reports of the annualized returns to equity for the four

large U.S. railroads:

Railroad 6/2006 .a3006<$I
BNSF 18.0% 17.0% 16.2% 14.9% 14.0% 13.1% 12.0%

•CSX 12.7% 10.3% 9.3% 8.7% 8.4% 8.0% 7.0%
NS''" ' 14.2% 15.2% 14.6% 14.0% 14.4% 12.3% 12.2%
UP '- 9.0% 8.0% 6.9% 6.5% 6.2% 5.7% ' 6.0%

Source: A.G. Edwards & Sons, Inc. (Figures are from consolidated financial
reports that include non-railroad activities of the companies.)

All four railroads show dramatic and progressive increases in profitability since

the end of 2004. This means that the 30% of traffic in the R/VO180 category has

unquestionably increased since 2004, as has the two-thirds of operating profit generated

by this traffic. For reasons outlined above - weaker truck competition and growth in

intermodal traffic—the Board is confronted with a situation in which the potential amount

of market-dominant traffic has probably increased. The Board's prior assumption that

most traffic is competitively priced now requires reconsideration.

B. The Board's Procedures for Finding Revenue Adequacy Create Circular
Regulation.

If earnings growth is now being driven by market-dominant traffic potentially

subject to price regulation, then the DCF calculation used to find revenue adequacy

becomes circular:

15
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I " Increases in rates for market-dominant traffic lead to high earnings forecasts by
investment analysts,

• o Which in turn lead to high DCF-based returns on equity,

o Which then results in findings of revenue inadequacy,

• o Which then provides the railroads with relief from most maximum rate
regulation,

• o Which then allows the railroads to increase rates on regulated traffic
without Board interference,

• " Which leads to high earnings growth forecasts by investment analysts.

I The circularity is compounded by the use of market values, not invested capital,

in the capital structure weighting:

• Because of the growth in earnings from market-dominant traffic, the railroads'
• stock value is bid well above book value.

o This inflated market value is then used by the Board in weighting equity
• and debt capital.

o The much higher equity weighting increases the composite rate of return.

o The higher composite rate of return produces a finding of revenue
_ inadequacy.

o The finding of revenue inadequacy allows the railroads to increase their
_ earnings from market-dominant traffic, and

• The higher returns from market-dominant traffic inflate the market value of the
_ stock.

I believe that the Board's current procedures for finding revenue adequacy violate

• the spirit, and maybe even the letter, of Hope's prohibition against circular regulation.

This condition did not exist in the past, owing to the presence of fairly vigorous

• competition from other modes of transportation. But as I have discussed, the difficulties

in the motor carrier industry have weakened competitive constraints on rail pricing to the

• point that market-dominant traffic is currently providing a much larger share of the

I
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I
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I

I

I

I

I

railroads' overall revenue than in the past, and that traffic generates the overwhelming

majority of the railroads' profits. In that condition, regulation is in a position to influence

overall railroad earnings.

C. The Board Can Mitigate the Circularity of the DCF Procedure by Adopting the Two-
Step Procedure for Estimating the Growth Factor in the DCF Formula.

As I have discussed, the principal form of circularity in the Board's current

approach to finding revenue adequacy is through the use of investment analyst reports as

the source of the growth factor in the DCF formula. This circularity cannot be eliminated

altogether, since the classic DCF formulation calls for the use of analysts' growth

forecasts.

The circularity can, however, be mitigated by reducing the impact of analysts'

forecasts on the final result. Under present procedures, those forecasts are the

overwhelming determinant of the DCF return. If the Board adopts the two-step

procedure for developing the growth factor, described above, this impact is reduced,

although it is not altogether eliminated.

D. The Board Can Eliminate the Circularity Caused by the Use of Market Value for
the Railroads' Capital Structure by Using Book Values Instead.

The circularity associated with the Board's use of market values for purposes of

determining the railroads' capital structures can easily be removed by the simple

expedient of using book values in the weighting of debt and equity. This was the

procedure originally used by the ICC when it first established the revenue adequacy

standard following the passage of the Staggers Act in 1980. It is the procedure used by

the FCC10 and by the FERC1', as well as almost all state regulatory commissions.12 Book

10 FCC Uniform System of Accounts, Ch I Pt 101 §114.
11 FERC Uniform System of Accounts, Sec 2-15 §(c) (1).
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value has the virtue of not being directly influenced by the company's current

profitability. It also represents the amount of capital actually invested by shareholders

and bondholders.

The use of book values, rather than market values, in determining the

structure yields a much more reasonable composite cost of capital than the

capital

12.2%

developed by the Board. Specifically, it yields a cost of capital that is within the range of

capital costs developed by the two Wall Street analyst firms noted above: Legg

and Citibank. Using the 12.13% equity cost, developed through the use of the

Mason

FERC

two-step DCF procedure, and the average of the last five years' cost of debt found by the

Board in its annual Ex Parte No. 558 decisions, I derive a composite rate of return

capital of 8.74%, as follows:

Shareholders .Long Term Total
Equity Debt

BNSF $16,574,144 $12,029,032 $28,603,176
CSX $9,927,851 $8,317,211' $18,245,062
NS $9,889,930 $11,284,800 $21,174,730

. UP $13.250.913 $18.209.592 $31.460.505
Four Railroads $49,642,838 $49,840,635 $99,483,473
Percent 49.90% 50.10% 100.00%
Cost 12.13% 5.70%
Weighted Cost 6.05% 2.86% 8.91%

Sources: Equity & Debt - A AR
Debt Cost: STB Ex Parte 558 (Sub-Nos. 5-9)

Decision, Sept 15, 2006, Table 8.

to total

1 have used an average of the Board's last five findings as to the cost of debt as a

surrogate for the appropriate debt cost, which would be the embedded cost of debt using

the yield-to-maturity approach. This value may be higher or lower than the 5.7% I have

used.

12 The Arizona Corporation Commission, for example, uses a "fair value" standard, but it is ultimately tied
to the book value of the rate base.
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Assuming, however, the propriety of the 8,91%, the effect would be to convert

the BNSF to revenue adequate. In its October 17, 2006 decision in Ex Parte No. 552

(Sub-No. 10), the Board reported that the Return On Investment (ROI) of the BNSF was

10.32% during 2005. This value is 141 basis points greater than my estimate of the

railroads' rate of return. Additionally, the Soo Line, including all Canadian Pacific U.S.

affiliates, had an ROI of 8.89%, just two basis points below the debt cost I have

calculated.

III. Recommendations

To conclude, I recommend that the Board '

•

•

™ ..

•

•

™ " Continue to use the DCF formulation to determine the cost of capital for the
railroads.

™ " Adopt the two step procedure used by FERC for identifying the growth factor in
the DCF formula.

" Use the book value of debt and equity in determining the capital structures of the
railroads.

Respectfully Submitted;"**

_ Charles W. King
• President

Snavely King Pv|ajoros O'Connor & Lee,
Inc.

Suite 300
1111 14th;
Washington, DC 20005
1111 14th Street, N.W.
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Charles W. King Attachment A

Experience

Snavely King Majoros O'Connor
& Lee, Inc.
Washington, DC
President (1989 to Present)
Vice President (1970 -1989)

Mr. King, a founder of the firm and acknowledged
authority on regulatory economics, brings over thirty
years of experience in economic consulting to his
direction of the firm's work'in transportation, utility and
telecommunications economics.

Mr. King has appeared as an expert witness on over
300 separate occasions before more than thirty state
and nine U.S. and Canadian federal regulatory
agencies, presenting testimony on rate base
calculations, rate of return, rate design, costing
methodology, depreciation market forecasting, and
ratemaking principles. Mr. King has also testified
before House and Senate Committees on energy and
telecommunications legislation pending before the U.S.
Congress.

In telecommunications, Mr. King has testified before the
Federal Communications Commission on a number of
policy issues, service authorization, competitive
impacts, video dialtone, and prescription of interstate
depreciation rates. Before state regulatory bodies, he
has presented testimony in proceedings on intrastate
rates, costs earnings and depreciation.

Mr. King has testified in electric, gas and water utility
cases on virtually every aspect of regulation, including
cost of capital, revenue requirements, depreciation,
cost allocation and rate design. Mr. King is one of the
nation's leading authorities on utility depreciation
practices, having testified on this subject in several
dozen cases before state regulatory bodies.

In addition to his appearances as a witness in judicial
and administrative proceedings, Mr. King has
negotiated settlements among private parties and
between private parties and regulatory offices. Mr.
King also has directed depreciation studies, investment
cost benefit analyses, demand forecasts, cost
allocation studies and antitrust damage calculations.
Mr. King directed analyses of the prices of services
under Federal Government's FTS2000 long distance
system.

In Canada, Mr. King designed and directed an
extended inquiry into the principles and procedures for
regulating the telecommunication carriers subject to the
jurisdiction of the Canadian Transport Commission. He
also was the principal investigator in the Canadian
Transport Commission's comprehensive review of rail
costing procedures.

EBS Management Consultants, Inc.,
Washington, DC

Director, Economic Development Department
(1968-1970)

Mr. King organized and directed a five-person staff of
economists performing research, evaluation, and
planning relating to economic development of
depressed areas and communities within the U.S.
Most of this work was on behalf of federal, state, and
municipal agencies responsible for community or
regional economic development.

Principal Consultant (1966-1968)

Mr. King conducted research on a broad range of
economic topics, including transportation, regional
economic development, communications, and physical
distribution.

W.B. Saunders & Company, Inc.,
Washington, DC
Staff Economist (1962-1966)

For this economic consulting firm, which later merged
with EBS Management Consultants, Inc., Mr. King
engaged in numerous research efforts relating primarily
to economic development and transportation.

U.S. Bureau of the Budget, Office of
Statistical Standards
Analytical Statistician (1961-1962)

Mr. King was responsible for the review of all
federal statistical and data-gathering programs
relating to transportation.

Education

Washington & Lee University, B.A. in Economics

The George Washington University, M.A. in
Government Economic Policy
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