I. INTRODUCTION

We are Thomas D. Crowley and Daniel L. Fapp. We are economists and, respectively, the
President and aVicePresident of L. E. Peabody & Associates, Inc., an economic consulting firm that
specializesin solving economic, transportation, marketing, andfuel supply problems. Mr. Crowley
has spent most of hisconsulting career of over thirty-six (36) yearsevduating fuel supply issuesand
raillroad operations, including railroad costs, prices, financing, capacity and equipment planning
issues. His assignmentsin these matters were commissioned by railroads, producers, and shippers
of different commodities. A copy of his credentialsis included as Exhibit No. 1 to this verified

statement.

Mr. Fapp hasbeenwith L. E. Peabody & Associates, Inc. since 1997. During thistime, he has
worked on numerous projectsdealing with railroad operational and financial issues. Priortojoining
L. E. Peabody & Associates, Inc., Mr. Fapp was employed by BHP Copper Inc. in the role of
Transportation Manager - Financeand Administration, and where he al so served as an officer of the
three BHP Copper Inc. subsidiary railroads, The San Manual Arizona Railroad, the BHP Arizona
(formerly Magma Arizona) Railroad and the BHP Nevada Railroad. A copy of his credentidsis

included as Exhibit No. 2 to this verified statement.

Our consulting assignments regularly involve working with and determining various facets of
railroad financial issues, including cost of capital determinations. In these assignments, we have
calculated railroad capita structures, market values, cost of railroad debt, cost of preferred railroad
equity and common railroad equity. We are dso well acquainted with and have used the commonly

accepted model sfor determining afirm’ scost of equity, including the Discounted Cash Flow Model
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(“DCF”), Capital Asset PricingModel (“*CAPM”), Fama-French Three Factor Model and Arbitrage

Pricing Model.

We have developed railroad industry average cost of capital and company specific cost of
capital for useinlitigation and for usein generd businessmanagement. For severd clients, wehave
both individudly and together determined the Going Concern Value (“GCV”) of privately held
railroads. Developingthe GCV under the Income Based M ethodol ogy requiresdevel oping company
specific costs of debt and equity for use in discounting future company cash flows. We have also
developed cost of capital in order to capture the costs associated with shipper investment in railroad
equipment and road property. Our findings regarding railroad cost of capital have been presented
to U.S. District and State courts, the I nterstate Commerce Commission, the Surface Transportation

Board (*STB”) and the Federal Railroad Administration.

We have been asked by Counsel for the Western Coal Traffic League (“WCTL”) to calculae
the railroad industry cost of equity (“COE”) for the years 2003 to 2006 using the widely accepted
Capital Asset Pricing Model (“CAPM”) approach and to cdculate the railroad industry cost of
capital (“*COC") based upon our COE calculations. In addition, we have been asked to develop the
railroad industry COC assuming different ralroad industry capitd structures than the capital
structures determined by the STB in its 2003, 2004 and 2005 Ex Parte No. 558 decisions and
estimated by the American Association of Railroads (“AAR”) in its Opening Evidence in this
proceeding. Finally, WCTL Counsel hasasked usto comparetherailroads use of cash distributed

to railroad debt and equity holders to the cash used to fund capital expenditures.
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Our testimony is summarized further below under thefollowing topical headings:

Il. Railroad Industry Cost Of Equity Using the CAPM
[1l. Railroad Industry Cost of Capital
IV. Impact of Capital Structure on Railroad Industry Cost of Capital

V. Railroad' s Use of Cash
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II. THE RAILROAD
INDUSTRY COST OF
EQUITY USING THE CAPM

We have calculated the railroad industry COC under the CAPM approachin lieu of thesingle-
step DCF approach previously used by the STB. The CAPM is pat of alarger economic theory
known as Capital Market Theory, which seeksto model pricing for assets based upon their relative
risk. Investors will expect higher returns for higher risk. The Capital Market Theory represents a
significant body of work over the past 50 years, and CAPM is a conceptual cornerstone of modern

Capital Market Theory.

The CAPM calculates afirm's COE by comparing the company’s risk profile to that of the

market as awhole. Mathematically, the CAPM can be expressed using the following equation:

K=r;+p(rp,) + rp,

Where:
k = COE;
r, = Rateof return available on arisk-free security;
B = Themeasureof systematicrisk of astock, reativeto

the market asawhole;
rp,, = Thegeneral equity risk premiumfor the market; and

rp, = Themarket risk premium related to company size.

The CAPM assumesthat investorswill be compensated for threefactors: 1) for investing ther

money, which is approximated by the risk free return; 2) for unsystematic risk of default, which



-5

cannot be eliminated through a diversified portfolio and is approximated by the market risk
premium; and 3) for systematic risk, which depends upon the company’ sfortunes, as approximated

by acompany s Beta (B). Each factor is described in more detail below.

Therisk-freerate (r;) refersto arate of return that is available in the market on an investment
that is free of default risk. Normally, since thetrue risk-freerate is unknown, theyidd to maturity
on along-term government security isused asa proxy. This representsa riskless asset because the

government can raise taxes to cover the debt it incurs, thereby negating its risk of default.

Theadditional returninvestorsexpect to receiveto compensatefor the additional risk associated
with investing in equities as opposed to the risk free assets is represented by the equity risk
premium. The equity risk premium can be calculated at any time by comparing the rates of return
on themarket aswholeto therates of returnsoffered by long-term government securities. However,
over ashort-time period, the equity risk premium can greatly fluctuate dueto “noise” intrinsic tothe
market as awhole. To avoid this problem of noisy data, long-term averages of the historic equity

risk premium are used.

I bbotson Associates (“1bbotson™), aleading financial consulting firm, publishes awidely used
estimate of the market risk premium.* Ibbotson calculates its historic average by comparing the

arithmetic average total return of the S&P 500 Index to the arithmetic average return of Treasury

"Morningstar, Inc., aleading provider of independent investment research in the United States
and in major international markets, acquired I bbotson in March, 2006. Since amgority of the data
weusein our analyseswas produced under the Ibbotson moniker, we continueto refer to morerecent
data as | bbotson data.
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securities. The Ibbotson calculation of the equity risk premium is widely considered the best

estimate of the equity risk premium available.?

Systematicrisk isrepresented by the Beta (B). Mathematically, Betaisequal to the covariance
between acompany’sstock and the market asawholedivided by the variance of the market aswhole
(B = Osokmarkeny T O markeny)- 1 NE degree of risk represented by the size of the Beta represents three
decisions the firm makes. The first decision relates to the type of business of the company. For
example, the more discretionary acompany’s products or servicesare, the higher the Betaand hence
risk. Second isthe cost structure of the firm as measured by the company’ s operating leverage, and
third the financial leverage that the firm takes on. The higher the financial leverage, the higher the
Beta. With access to historical company stock daa, Beta can be calculated through the use of
standard ordinary least square regression models. However, Betainformation is readily available
from reputabl ethird-party sources, including Ibbotson. 1bbotson preparestwo primary types of Beta
estimates for large, publicly traded companies, levered and unlevered Betas. An unlevered Beta

assumes that a firm’s capitd structure consists entirely of equity, and that the firm

?See Cost of Capital: Estimations and Applications, S. P. Pratt, Second Edition, 2002, p. 113.
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holds no debt. A levered Beta takes into consideration the incremental risk associated with a

company’ s debt.?

Finally, in addition to cal culating the basic CAPM, financial theorists have determined thereto
be a“sizeeffect” inherent in the CAPM. Simply stated, smaller companies have greater risks and
require higher rates of return, whilelarger companiesarelessrisky, and requirelower ratesof return.

I bbotson A ssociates hasfor many years separated companieswith publicly traded equity into deciles

*An expanded expl anation of the difference between levered and unlevered Betasis summarized
asfollows. Assuming all other factors that impact afirm'srisk are held constant, higher amounts
of debt, or financial leverage, increaseafirm'srisk profile. Thus, higher financial leverageincreases
the Beta of the equity of thefirm. Thereasonfor this, dl other thingsbeing equd, ishigher leverage
increases the variability of the firm'sincome. It can dso be thought of as claims on the firm. Debt
holders havefirst claim on the firm's assets versusequity holders. Asthe amount of debt increases,
the risk that the equity holders will face of not receiving their claim is greater.

An unlevered Betareflects the risk of the firm's equity assuming that the company is financed
with 100% equity. Sincegreater level sof debt or |everage bringsgreater variability tothefirm's
income, the risk to the shareholder increases as the amount of debt increases.

To reflect these higher risks, Betais adjusted for the relative portions of debt and equity within
the firm. Thisleverage adjusted Beta, or "levered Beta," is defined mathematicaly asfollows:

Levered Beta = Unlevered Beta x [1 +(I- Corporate Tax Rate) x (Debt Capital/Equity
Capital)]

Since the STB does not account for and does not consider the tax-shielding effects of a
company's tax rate in its Cost of Capital determination, the impact of tax rates was excluded
from our levered Beta calculation, and the equation simplifies to:

Levered Beta = Unlevered Beta x [1 + (Debt Capital/Equity Capital)]

If the firm has no debt financing, then the debt to equity ratio is0, and the levered and unlevered
betaareequal. Thisalsoreflectstheleast risky position for the shareholderssincethey have 100
percent of the claims on the firm. As the amount of debt in the firm increases and the equity
becomes more risky, the levered beta d so increases.
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based on size and calculated the size premium inherent in each decil€’ s cost of equity. Exhibit No.
3tothisverified statement contains excerpts of Ibbotson’ sRisk PremiaOver Time Reportsfor 2004
to 2007, which contain updates on company size premiums for each year 2003 through 2006. For
example, as shown in the Ibbotson 2007 report, those companiesin the highest decile with market
capitalizations of greater than approximately $16.9 billion have a negative size premium of
approximately 0.36 percent. I n other words, the largest publicly traded companies have, on average,
had equity returns 0.36 percent less than that estimated by a straight application of the CAPM.
Similarly, those companies with the smallest market capitdizations (Iess than $173 million) have
shown size premiums of upwards of 9.68 percent. Any calculation of the COE using the CAPM

should take into consideration the rd ative size of the firms.

Using publicly available U.S. government security information and Ibbotson Beta and risk
premium information, we have cal culated the 2003 to 2006 composite COE for therailroad industry
using the CAPM. The determination of the data to include in the CAPM and its application are

discussed below.

Thefirst required component inthe CAPM isan estimate of the risk-free rate of returnfor each
year. As mentioned previously, consensus amongst financial analysts today is to use long term

government securities asaproxy for the risk-freerate of return.* We used the average 20-year U.S.

“The estimated risk-free rate using long-term U.S. government securities actudly has one
element of risk: maturity or interest risk. Thisistherisk that the vaue of the bond will fluctuate
with changesin generd level of interest rates. It isgenerally agreed thoughthat, even with thisrisk,
long-term government securitiesremain the best proxy.
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Treasury yield to maturity for each study year as the risk-free rate when deve oping the COE under
the CAPM. To be consistent with the STB’s COC calculations, we developed the average on a

monthly basis. Table 1 below displays the average risk-free rate for 2003 to 2006.

Table 1
Average Risk Free
Rates of Return — 2003 to 2006

Average
Year Risk Free Rate
(1) (2)
1. 2003 4.96%
2. 2004 5.05%
3. 2005 4.65%
4, 2006 4,99%

Source Exhibit No. 4.

Asshownin Table 1 above, the average risk free rate ranged from 4.65 percent to 5.05 percent

during the four year study period.

To measure systematic risk, we obtained from I bbotson its estimates for the unlevered Betafor
the four U.S. based Class | railroads included in the AAR’s COC analysis, UP, BNSF, CSXT and
NS (“Class| railroads’ or “Study Group”) for each of the study years. A railroad industry weighted
average unlevered Betawas calculated using the average market value of common equity of each
of thefour railroads included in the Study Group as the weighting factor. Table 2 below showsthe

railroad industry composite unlevered Betafor each of the study years.
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Table 2
Unlevered Railroad Industry
Common Equity Betas — 2003 to 2006

Unlevered Common

Year Equity Betas
(1) (2)
1. 2003 0.37
2. 2004 0.40
3. 2005 0.56
4. 2006 0.64

Source: Exhibit No. 5, Line 5 on each page.
I

Asshown in Table 2 above, the railroad industry composite unlevered Betaranged from 0.37

in 2003 to 0.64 in 2006.

We next adjusted the composite unlevered Beta by the wei ghted average rail road debt to equity
ratio for each year to yield alevered Beta, which takes into consideration the risk implicit in the
railroad industry COE from the railroad industry’s debt load. Table 3 bdow summarizes our

calculations of the railroad industry composite average levered Betas for 2003 to 2006.
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Table 3
Railroad Industry Levered Beta

Item

(1)

1. Railroad Industry Debt to Equity Ratio
a. Debt Portion of Capital Structure
b. Equity Portion of Capital Structure
c. Debt/Equity Ratio ¥

2. Railroad Industry Unlevered Beta?

3. Railroad Industry Levered Beta¥

Line la+Line 1b.

Exhibit No. 5, Line 5 or Table 2 above.
3/ (1+Linelc)xLine2.

Source: Exhibit No. 6, Line 3.

S~

Asshownin Table 3 above, the railroad industry composite average levered Betaranged from

0.65in 2003 to 0.82 in 2006.°

Next, we obtained risk premium information from Ibbotson that reflected the market risk
premium at the end of each study year. Ibbotson’s estimates of the long-term equity risk premium
equaled 7.2 percent in 2003 and 2004 and 7.1 percent for 2005 and 2006.

premium of the railroad industry was also considered for each year. As mentioned previously,

*Normally, levered Betas are caculated by multiplying the unlevered Beta by one plus the
company’ s debt to equity ratio times one less the company’ s effective tax rate (B joered = B un tevered X
(1 +[(Debt + Equity) x (1 - tax rate)]). Becausethe STB does not consider the tax-shielding effects
of acompany’s tax rate in its COC determination, the impact of tax rates was excluded from the

leveraged Beta calculation.

2003 2004 2005 2006
) 3 4 (5)
42.8%  385%  30.4% 22.8%
57.2%  61.5%  69.6% 77.2%
0.75 0.63 0.44  0.30
0.37 0.40 0.56  0.64
0.65 0.66 0.81  0.82

In addition, the size
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financial analysts believe that company sizeimpactstherelativerisksof equities. Thefour carriers
inthe Study Group haverelatively large market capitalizationsand therefore can be expected to have
relatively low risk relative to smaller companies, all other factors being equal. 1bbotson has
calculated separatesize premiumsfor each year for each decile of companies’ market capitalization.
By weighting the size premiums by the four railroads’ market capitalizations, we determined a
composite railroad industry size premium for each study year. Table 4 below summarizes our

determination of each year’ s weighted average industry size premium.

Table 4
Railroad Industry Average
Size Premiums — 2003 to 2006

Year Size Premium
(1) (2)
1. 2003 0.18%
2. 2004 0.27%
3. 2005 0.04%
4. 2006 (0.20%)

Source: Exhibit No. 7, Line 5 for each year.
~

Having developed a proxy of the risk-free rate, calculated the railroad industry composite
levered Betaand composite size premium and obtai ned current estimates of the equity risk premium,
we combined the datato devel op the COE using the CAPM for each year, which isshown in Table

5 below.
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Table5

Railroad Industry Cost of Equity - 2003 to 2006

Item

(1)

1. Average Risk Free Rate
2. Railroad Risk Premium

a. Equity Risk Premium

b. Railroad Industry L evered Beta

c. Railroad Industry Risk Premium ¥
3. Railroad Industry Size Premium

4. Railroad Industry Cost of Equity Z

=2

Line2ax Line 2b.

Source: Exhibit No. 6.

2003 2004 2005 2006
) 3) (4) (5)
4.96%  5.05%  4.65%  4.99%
7.20%  7.20%  7.10%  7.10%
0.65 0.66 0.81 0.82
470%  4.72%  572%  5.84%
0.18%  0.27%  0.04%  (0.20%)
9.83%  10.04%  10.41%  10.64%

2/ Linel+Line2c+ Line3. Totasmay not foot dueto rounding.

Asshownin Table5 above and when the datais combined, the composite railroad industry COE

rangesfrom 9.83 percent in 2003 to 10.64 percent in 2006, or an increase of 81 basis pointsover four

years.®

®0One (1) basis point equals 0.01 percent.
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III. RAILROAD INDUSTRY
COST OF CAPITAL

To develop an initid determination of the railroad industry COC for each year in the study
period, we utilized the same approach as used by the STB for its determination of the 2003, 2004
and 2005 COC and by the AAR for its estimate of the 2006 COC, with the exception of the COE
calculation. For COE, we substituted the CAPM COE for each year instead of using the COE
developed by the STB in 2003, 2004 and 2005 and proposed by the AAR for 2006. The other
componentsof the COC remai ned the same, including acomposite railroad industry capital structure

and the railroad industry cost of debt.

Table 6 below summarizes the 2003 to 2006 COC using a CAPM COE.
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Table 6
Railroad Industry Weighted Cost of Capital — 2003 to 2006

1/ Linelax Linelh.
2/ Linelc+ Line2c.
Source: Exhibit No. 6.

N

Item 2003 2004 2005 2006
1) (2 (3) (4) (5)
1. Weighted Cost of Equity
a. Railroad Industry Cost of Equity 9.83% 10.04%  10.41%  10.64%
b.  Equity Portion of Capital Structure 57.2% 61.5% 69.6% 77.2%
c. Weighted Cost of Railroad Industry Equity ¥  5.62% 6.18% 7.24% 8.21%
2. Weighted Cost of Debt
a. Railroad Industry Cost of Debt 5.00% 5.25% 5.36% 5.97%
b. Debt Portion of Capital Structure 42.8% 38.5% 30.4% 22.8%
c. Weighted Cost of Railroad Industry Debt 2.14% 2.02% 1.63% 1.36%
3. Railroad Industry W eighted Cost of Capital Z 7.76% 8.20% 8.87% 9.57%

As shown in Table 6 above, based on STB’s capital structure and COD for each year and the

CAPM determined COE, therailroad industry weighted average COC increased from 7.76 percent

in 2003 to 9.57 percent in 2006.
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To verify our COC estimations, we searched for independent calculations of the individual
railroadsor therailroad industry COC.” Our search found areadily available public sourcethat meet
this criterium.

Standard & Poor’s (“S&P”), through its stock reports for the Study Group, develops each
railroad’ s weighted average COC for use in S& P’'s esimation of each company’ s total enterprise
value through the use of a discounted cash flow (“DCF”) model.2 Table 7 below displays S&P's

estimates of the four railroads weighted average costs of capital at the end of 2006.

Table7
S&P’s Estimates of Railroad’s 2006
Weighted Average Costs of Capital
Weighted Average
Railroad Cost of Capital
(1) (2)

1.  Union Pacific Corporation 8.0%
2. Burling Northern & Santa Fe Corporation 8.6%
3. CSX Corporation 9.0%

"We define “independent” in this situation as COC estimates not prepared specificdly for the
instant proceeding.

8Wealso notetherel evance of the multiple growth estimatesthat S& Pusesinits DCF valuation
of the individual railroads. The STB’s DCF model for estimating the railroad industry COE is
essentidly the same model as S& P's DCF model used to develop S& P’ srailroad enterprise val ues,
and relies upon the same basi c economic principles. However, unlike the STB’s DCF model, which
usesasinglegrowthrateand assumesthat railroad earningsand dividendswill grow at thesamerate
for perpetuity, S& P sDCF modd assumesthat therailroads have at | east two growth rates— ashort-
term growth rate lasting 10 years, and a long term, or “terminal,” growth rate which will last into
perpetuity. S& P could have devel oped its DCF model assuming asnglegrowthrate, but recognized
that the railroads cannot maintain their current high growth rate forever. Instead, S&P utilized
multiple growth ratesin its DCF valuation model recognizing that not to do so would overstate the
railroads values.
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4.  Norfolk Southern Corporation

Source: Exhibit No. 8.

As shown in Table 7 above, S& P has estimated the COC for the four railroads in the Study
Group to range from 8.0 percent to 9.1 percent. Whilelower than our estimate of the 2006 railroad
industry weighted average COC, S& P's estimates are much closer to our estimates than the 13.8

percent COC proposed by the AAR utilizing the procedure applied by the STB in prior years.

*Thereasons S& P’ s estimates arelower are unknown from the data contained in the S& P stock
reports, but aremost likely dueto oneof two reasons. First, most Wall Street and valuation analysts
adjust the company’s cost of debt for the tax advantage of corporate borrowing by multiplying the
company’s COD by one minus margina corporate tax rate. Thislowers the COD and the overdl
COC. Second, S&P may have adjusted the capital mix to atarget long-term target capital structure,
thereby placing less weight on equity capital and more weight on lower cost debt cepital.
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IV. IMPACT OF CAPITAL
STRUCTURE ON RAILROAD
INDUSTRY COST OF CAPITAL

We determinethe COC for 2003 to 2006 assuming different railroad industry capital structures
than those devel oped by the STB for its2003 to 2005 COC determinations and the railroad industry
capital structure proposed by the AAR for 2006. Specificaly, we calculated the COC for each year
between 2003 and 2006 assuming a 60 percent common equity and 40 percent debt capital structure,
a50 percent common equity and 50 percent debt capital mix and a100 percent common equity basis.
In addition, we calculated the 2003 to 2006 COC using STB and AAR COE and COD, but using

different capital mixes. We discuss the results of our calculations below.

Therailroad industry capital structureisakey component of the COC estimate givenit impacts
not only the weighting of the various required returns, but aso has impacts on the required returns.
Adjusting the railroad industry average capital sructure has two impacts on our COC calculation.
First, changing the capital mix impacts the calculation of the railroad industry’s average levered
Beta, which subsequently changes the railroad industry COE under the CAPM methodol ogy.*°
Second, adjusting the capital structure changes therelative weights of the COE and COD, further

changingthe COC. Astheamount of debt inthe capital structureincreases, greater weight is placed

°The reason for this is the levered Beta used in the CAPM accounts for changes in risk to
stockholders as the amount of debt inthe firm changes, holding all else constant. Theoretically, as
the amount of debt increases, the more risky the firm becomes, and the greater the return required
to owners of the company’ scapitd. Therefore, asthe amount of debt in the firm increases, the Beta
increases and the cost of equity also increases. The converseisalso true. Asthe amount of debt in
the firm decreases, the lessrisky the firm becomes, and the lower therequired return. For ssmplicity
sake, we also assume that the COD will not change with changes in the capital mix, however,
changesin the capital structure of the firm will also impact the COD.
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on the lower COD leading to alower COC, holding dl else constant. Whether the impact of the

change in the capital mix is a net increase or decrease in the COC will depend upon the mix of

variables.

Table 8 below displays the results of using atarget 60 percent common equity and 40 percent

debt capital structurein lieu of the capital structure used by the STB and proposed by the AAR.

Table 8

Railroad Industry Weighted Cost of Capital With
60 Percent Common E quity and 40 Percent Debt Capital Structure

Iltem

(€]

Weighted Cost of Equity

a. Railroad Industry Cost of Equity

b.  Equity Portion of Capital Structure

c. Weighted Cost of Railroad Industry Equity ¥
Weighted Cost of Debt

a. Railroad Industry Cost of Debt

b. Debt Portion of Capital Structure

c. Weighted Cost of Railroad Industry Debt

Railroad Industry W eighted Cost of Capital 2

v

N

Linelax Line1b.
Line 1c + Line 2c. Figures may not foot due to rounding.

Source: Exhibit No. 9.
I

2003 2004 2005 2006
(2 (3) (4 @)
9.61% 10.16% 11.32%  12.31%
60.0% 60.0% 60.0% 60.0%
5.77% 6.10% 6.79% 7.39%
5.00% 5.25% 5.36% 5.97%
40.0% 40.0% 40.0% 40.0%
2.00% 2.10% 2.14% 2.39%
7.77% 8.20% 8.94% 9.78%
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As shown in Table 8 above, adjusting the capital structure to reflect a 60 percent/40 percent
common equity to debt mix increases the COC by one (1), seven (7) and 21 basis points,
regpectively, in 2003, 2005 and 2006 versus our CAPM calculations using the STB’sand AAR’s

railroad industry capital structures, while remaining basically unchanged in 2004.*

Adjusting therailroad industry capital structureto a50 percent common equity/50 debt mix has

similar changesin the COC as shown in Table 9 below.

“Asshown in Exhibit 6, the STB determined the railroad industry’ s 2004 capital mix included

61.5 percent common equity and 38.5 percent debt, whichisnearly equal to the hypothetical capital
structure in the example.
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Table 9
Railroad Industry Weighted Cost of Capital With
50 Percent Common E quity and 50 Percent Debt Capital Structure

Item 2003 2004 2005 2006
(1) (2) (3) (4 (5)

1. Weighted Cost of Equity
a. Railroad Industry Cost of Equity 10.51% 11.13% 12.65%  13.82%

b. Equity Portion of Capital Structure 50.0% 50.0% 50.0% 50.0%

c. Weighted Cost of Railroad Industry Equity ¥ 525%  5.57% 6.33% 6.91%

2. Weighted Cost of Debt

a. Railroad Industry Cost of Debt 5.00% 5.25% 5.36% 5.97%
b. Debt Portion of Capital Structure 50.0% 50.0% 50.0% 50.0%
c. Weighted Cost of Railroad Industry Debt 2.50% 2.63% 2.68% 2.99%
3. Railroad Industry W eighted Cost of Capital Z 7.75% 8.19% 9.01% 9.89%

1/ Linelax Linelb.

2/ Linelc+ Line 2c. Figures may not foot due to rounding.

Source: Exhibit No. 10.
- T

Asshown in Table 9 above, switching to a 50 percent common equity/ 50 percent debt capital
mix lowers the COC by one (1) basis point in 2003 and 2004. In 2005 and 2006, the higher
percentage of debt caused the COC to increase by 14 and 32 basis points over our calculationsusing

the STB’sand AAR’srailroad industry capital Sructures.

Finally, we calculated the COE and COC assuming 100 percent common equity financing as

shown in Table 10 below.
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Table 10
Railroad Industry Cost of Capital With
100 Percent Common Equity Capital Structure

Item 2003 2004 2005 2006
D (2 (3 (4) (5)

1. Weighted Cost of Equity
a. Railroad Industry Cost of Equity 7.82% 8.23% 8.67% 9.31%

b. Equity Portion of Capital Structure 100.0%  100.0% 100.0%  100.0%

c. Weighted Cost of Railroad Industry Equity ¥ 7.82% 8.23% 8.67% 9.31%

2. Weighted Cost of Debt |I
a. Railroad Industry Cost of Debt 5.00% 5.25% 5.36% 5.97% |I
2. Debt Portion of Capital Structure 0.0% 0.0% 0.0% 0.0% |I
3.  Weighted Cost of Railroad Industry Debt 0.00% 0.00% 0.00% 0.00% |I
3. Railroad Industry W eighted Cost of Capital Z 7.82% 8.23% 8.67% 9.31%

1/ Linelax Linelb.

2/ Linelc+ Line2c.
Source: Exhibit No. 11.

Asshownin Table 10 above, assuminga100 percent common equity capital structureincreases
the COC dlightly in 2003 and 2004 as compared to the railroad industry weighted cost of capital
based on the STB’sand AAR’ sweighting factorsand summarized in Table 6 above. The opposite

istrue for 2005 and 2006, that is the COC decreases.

Finally, we calculate the railroad industry COC for each of the study years using the target
capital structuresfrom above and the COE and COD decided by the STB in its 2003, 2004 and 2005

Ex Parte No. 558 decisions and proposed by the AAR in this proceeding. Table 11 below showsthe
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results of using the STB’sand AAR’ srequired rates of return and a 60 percent common equity/40

percent debt capitd mix.

Table 11
Railroad Industry Weighted Cost of Capital With STB/AAR COE and
And COD With 60 Percent Common Equity and 40 Percent Debt Capital Structure

Item 2003 2004 2005 2006
D (2) ©) (4) (%)

1. Weighted Cost of Equity
a. Railroad Industry Cost of Equity 12.70%  13.16% 15.18%  16.10%

b.  Equity Portion of Capital Structure 60.0% 60.0% 60.0% 60.0%

c. Weighted Cost of Railroad Industry Equity ¥ 7.62% 7.90% 9.11% 9.66%

2. Weighted Cost of Debt

a. Railroad Industry Cost of Debt 5.00% 5.25% 5.36% 5.97%
b. Debt Portion of Capital Structure 40.0% 40.0% 40.0% 40.0%
c. Weighted Cost of Railroad Industry Debt 2.00% 2.10% 2.14% 2.29%
3. Railroad Industry W eighted Cost of Capital Z 9.62% 10.00%  11.25%  12.05%

1/ Linelax Linelb.
Line 1c + Line 2c. Figures may not foot due to rounding.

Source: Exhibit No. 12.
- T

N

Asshown in Table 11 above, substituting a 60 percent common equity/40 percent debt capital
mix leads to COC’ s ranging from 9.62 percent to 12.05 percent. These estimates are, on average,

65 basis points lower than the COC estimated by the STB and AAR.*

12The STB estimated the railroad industry COC were 9.4 percent, 10.1 percent and 13.8 percent
in 2003, 2004 and 2005, respectively, while the AAR proposes a 13.8 percent COC for 2006.
Therefore, [(9.4 percent - 9.62 percent) + (10.1 percent - 10.0 percent) + (12.2 percent - 11.25
percent) + (13.8 percent - 12.05 percent)] + 4 = 0.65 percent or 65 bass points.
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Additionally, using a 50 percent common equity/50 percent debt target capital structure

produces similar results as shown in Table 12 below.

Table 12
Railroad Industry Weighted Cost of Capital With STB/AAR COE and
And COD With 50 Percent Common Equity and 50 Percent Debt Capital Structure

Item 2003 2004 2005 2006
1) (2 3 4 ©)

1. Weighted Cost of Equity

a. Railroad Industry Cost of Equity 12.70% 13.16% 15.18%  16.10%

b.  Equity Portion of Capital Structure 50.0% 50.0% 50.0% 50.0%

c. Weighted Cost of Railroad Industry Equity ¥ 6.35% 6.58% 7.59% 8.05%

2. Weighted Cost of Debt

a. Railroad Industry Cost of Debt 5.00% 5.25% 5.36% 5.97%
b. Debt Portion of Capital Structure 50.0% 50.0% 50.0% 50.0%
c. Weighted Cost of Railroad Industry Debt 2.50% 2.63% 2.68% 2.99%
3. Railroad Industry W eighted Cost of Capital Z 8.85% 9.21% 10.27%  11.04%

1/ Linelax Linelb.

2/ Linelc+ Line 2c. Figures may not foot due to rounding.
Source: Exhibit No. 12.

As shown in Table 12 above, using a 50 percent common equity and 50 percent debt target
capital structure hasan even greater impact on the COC than a60 percent common equity/40 percent
debt mix, with COC now ranging from 8.85 percent to 11.04 percent. Using a50 percent common

equity/50 percent debt mix leads to COC estimates which are, on average, 153 basis points lower
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than calculated by the STB and AAR using their calculations of the railroad industry capital

structures.t®

13[(9.4 percent - 8.85 percent) + (10.1 percent - 9.21 percent) + (12.2 percent - 10.07 percent)
+ (13.8 percent - 11.04 percent)] + 4 = 1.53 percent or 153 basis points.
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V. RAILROAD’S USE OF CASH

We next compared the cash the Class | railroads have used on capital expendituresin the last
four yearsto the cash used to repay debt and to distributeto shareholders. We discussthe results of

our comparisons below.

Everyday, firms make decisions about what they will do with cash generated and used by their
operating, investment and financing activities* Businesses must maintain a balance between
retai ning cash to fund continuing operationsand investmentsand di stributing cash to debt and equity
holders. Within the railroad industry, railroads have historicdly retained cash within their
companies to fund operations and capital programs. This historical trend, however, has shifted in
the last few years as the railroads have distributed more cash to shareholders through stock

repurchases and dividends, and to debt holders through the retirement of debt.

Table13 below comparesthe net cash distributed to sharehol dersto cash therailroads have used
for net capital expenditures as reported in Class | railroads SEC Form 10-K Consolidated

Statements of Cashflow.

1“Operating activitiesinclude income from business operations and changes in working capital
accountssuch asreceivablesand payabl es. Investing activitiesincludetheacquisition and disposition
of non-current assets such as property, plant and equipment and short-term investments in other
companies or assets. Financing activities include the issuing of debt and equity instruments, the
repayment of debt, and the distribution of cash to shareholders.
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Table 13
Comparison Of Cash Distributed To
Common Equity Holders And Net Capital Expenditures
(Millions of dollars)

Base Increase Increase Increase  Cumulative
Item 2003 in2004 in2005 in 2006 Increase
(1) (2 (3) (4) (5) (6)
1. Cash Distributed to Common Equity Holders
a. Dividends Paid $628 $141 $99 $187 $427
b.  Stock Repurchases $217 $149 $1,023 $760 $1,942
c. Net Paymentsto Common Equity Holders¥  $845 $300 $1,122 $947 $2,369
2. Net Capital Expenditures $5,029 $225 $531 $1,036 $1,792
3. Net Difference? $75 $591 ($89) $577

1/ Sumof Lineslato 1b.

2/ Line2- Lineld.

Source: Exhibit No. 13.

As shown in Table 13 above, the Class | railroads increased their cash disbursements to
common equity holdersin the form of cash dividends and stock repurchases by approximately $2.4
billion over the four year period. During the same time period, the Class | railroads increased net

cash expended on net capital projects by approximately $1.8 billion.*

The disbursements of cash to common equity holders was not the only use of cash to repay
holdersof capital withinthe Class| railroads. AsshowninTable14 below,theClass| railroadsalso

used their increases in cashflow to repay long-term debit.

B\We define net capitd projectsasthe difference between cash expended on capital projectsless
cash received from the sale of assets as reported on the Class | railroads Statement of Cash Flows.
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Table 14
Net Cash Received and Distributed to Long-Term Debt Holders, Excluding Interest
(Millions of dollars)

Cumulative [§

Item 2003 2004 2005 2006 2003 to 2006 |}

(1) (2) (3) (4) (%) (6) 1]

I

1. Payments on Long-Term Debt $3,384 $1,777 $3,335 $2,099 $10,505 |I

2. Proceeds From Issuance of Long-Term Debt  $5,029 $5,254 $5,785 $6,821 $5,557 |I

3. Net Cash Distributed ¥ $1,210 $203  $2,297 $1,238 $4,948 |I

1/ Linel-Line2.
Source: Exhibit No. 14.

As shown in Table 14 above, the Class | railroads disbursed a net of $4.95 hillion in cash to
their long-term debt holders over the four year period, excluding the interest paid to debt holders

over the same period.



