I. INTRODUCTION

My name 1s Thomas D Crowley |1 am an economist and the President of L E Peabody &
Associates, Inc , an economtc consulting firm that specializes 1n solving economic, transportation,
marketing, and fuel supply problems Thave spent most of my consulting carcer of over thirty-seven
(37) years evaluating fuel supply 1ssues and railroad operations, including railroad costs, accounting,
prices, financing, cost of capital, capacity and equipment planning 1ssues My assignments in these
matters were commuissioned by railroads, producers, and shappers of different commodities A copy

of my credentials is included as Exhibit No 1 to this verified statement

I have been requested by Counsel for Interested Parties to address certarn 1ssues ansing from
the Surface Transportation Board’s (“STB") decision 1n Ex Parte No 646 (Sub No 2), Simplified
Standards For Ral Rate Cases — Taxes In Revenue Shorifall Allocation Methodology, served June
27,2008 (“646 (Sub-No 2}") Specafically, Counsel for the Interested Parties has requested that I
address the following questions raised by the STB (1) Does the fact that the STB’s Uniform
Railroad Costing System (“URCS") over-recovers railroad tax costs make an adjustment to the
STB’s Revenue Shortfall Allocation Methodology (“RSAM™), and subsequently to the Revenue
Adcquacy Adjustment Factor used in the STB’s Three Benchmark Maximum Reasonable Rate
Methodology, unnecessary? and (2) If a tax adjustment is made to the RSAM calculation, should
1t be made using a ratlroad’s effective tax rate?

As ] discuss 1n greater detail below, my analysis of publicly available data infers that an
adjustment to the RSAM ratio to account for taxes is not necessary Additionally, if the STB does

choose to make a tax adjustment to the RSAM ratio, 1t should use each railroad’s effective tax rate



-

instead of the statutory tax rate To do otherwise would over compensate the railroads for costs they

did not 1ncur

My testimony 1s discussed further below under the following topical headings

II Tax Adjustments To RSAM

IlI. Effective Tax Rates
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II. TAX ADJUSTMENTS TO R

As | explained 1n my Reply VS in E 1 DuPont de Nemours and Co v CSX Transportaton,
Inc , STB Docket Nos 42099, 42100, and 42101 (“DuPont™, the STB's URCS model includes a
vanable return on mvestment (“ROI”) component calculated ustng a pre-tax weighted-average cost
of capital (“WACC™) based on the federal statutory tax rate of 35 percent ¥ The use of the pre-tax
WACC 1n the vanable ROI, which adjusts the cost of equuty to allow for a return to common equity
holders from after-tax earmings, explicitly adds additional vanable costs to each movement to cover
the railroad’s tax burden However, railroads seldom pay taxes at the statutory rate due to offsets
and credits, and their actual tax expenses are much lower than implied by the statutory rate
Therefore, using a statutory tax rate i the URCS model leads to an overstatement in each
movement’s vanable costs

This overstatement in URCS vanable costs directly impacts the STB’s RSAM and R/VC,,,,
ratios used in the Three Benchmark methodology (“Revenue Adequacy Adjustment Factor”) by
limiting the si1ze 1n dollar terms of the captive shipper group (“REV,4+) Any change in the Rev,5,
has a direct impact on the Revenue Adequacy Adjustment Factor since, in 1ts simplest form, the
adjustment factor 15 equal to one (1) plus the a railroad’s revenue shortfall (or overage) shown in the
STB's annual revenue adequacy determination (“REV 4 over ) divided by ts REV, 5, 2 Ifthe STB

were to calculate a railroad’s URCS vanable costs using a pre-tax WACC taking into consideration

See, for example, Crowley Reply VS in Docket No NOR 42099 at 35

As used in this verified statement, RSAM ~ R/VC >180 = Revenue Adequacy Adjustment Factor

Dividing a railroad’s RSAM rauo by its Captive Traffic Revenue to Variable Cost Ratio (“*R/VC,;,) simplifies
down to the following equatton 1+ (REV, g = REF.,50) = Revenue Adequacy Adjustment Factor

ne 62 i
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effective tax rates instead of a statutory tax rate, the size of the REV,,, traffic group would most
likely be larger, and produce a more accurate Revenue Adequacy Adjustment Factor

A question raised by the STB mn 1ts 646 (Sub-No 2) decision 1s whether the treatment of taxes
in the URCS model makes adjustments to the RSAM, and subsequently the Revenuc Adequacy
Adjustment Factor, unnecessary? ¢

To fully answer thus question would require re-costing the STB’s Carload Waybill Sample
using URCS Phase III models adjusted to use each railroad’s effective tax rate in determining
variable ROI instead of the statutory tax rate currently used If this re-costing took place, the
difference in the REV,,,44 traffic groups before and after the tax adjustment in the URCS modcl could
be identified However, since the STB's rules do not permut the general release of the Carload
Waybill Sample, this direct solution 1s unavailable at this time An indirect estimate of the impact
can be devcloped, though, through the use of publicly available data from the STB's workpapers
uscd to calculate 1ts RSAM ratios ¥

As explained above, URCS overstates cach movement’s variable costs due to its determination
of vaniable ROI using a statutory 35% tax rate instead of a railroads’ actual effective tax rate To
determine the extent of this overstatement, [ have extracted the vantable ROI calculated using the
statutory tax rate of 35% from each railroad’s URCS model, and recalculated the vanable ROI

using each railroad’s effective tax rate for the years 2000 through 2003 ¢ [ then subtracted the

¥ See 546 (Sub-No 2) at3

¥ These STB workpapers were used in the onginal small shipper maximum reasonable rate methodologies created
in STB Ex Parte 347 (Sub-No 2), Rate Guidelines — Non-Coal Proceedings (" 347 (Sub-No 2") plus the STB’s

o annual revenue adequacy workpapers and plus each Class | raillroad’s URCS costs and tax expense data

I choose the 2000 through 2003 tume frame since the STB's 347 (Sub-No 2} RSAM workpapers are publicly
available for this period The STB did not make its workpapers for 2004 or 2005 publicly available As ! discuss
below, data contained m the STB's 347 (Sub-No 2} workpapers is necessary to the analysis
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vanable ROI calculated under each method to quantify URCS’s over recovery of taxes for each
railroad Finally, I divided this difference by each railroad’s total URCS variable costs to determ:ne
the overstatement as a percentage of total costs

Table 1 below shows the percentage over statement by railroad for the years 2000 through

2003.

Table ]
URCS Over-Statement Of Variable Cost As
A Percentage Of Tofal Costs — 2000 to 2003
Railroad 2000 2001 2002 2003
8} (2) 3) 4 (5)

1 BNSF Railway Company 34% 40% 47% 4 7%
2 CSX Transportatton 62% 4 8% 53% 63%
3 Grand Trunk Corporation 12% 63% 159% 84%
4 Kansas City Southein

Ratlway Company 92% 75% 72% 4 5%
5 Norfolk Southern

Combined Subsidiaries 1 7% 1 9% 29% 29%
6 Soo Line Railroad

Company 59% 70% 6 0% 40%
7 Union Pacific Railroad 53% 4 1% 4 4% 39%

Source Exhibit No 2

kA N i T S o O A I

As shown in Table 1 above, URCS variable costs for each Class I rqalroad 15 overstated due to

1ts use of the statutory tax rate These overstatements range between 1 2 percent and 15 9 percent
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I next uscd the average overstatement 1n URCS for each railroad shown in Table 1 to estimate
the magmtude of the understatement m each railroad’s average R/VC for each year As the STB
explained 1n1ts 646 (Sub-No 2) decision, an over-statement in URCS variable costs wall lead to an
under-statement 1n the R/VC for each movement Z Under-stated R/VC will subsequently lead to an
under-statement in the dollar value of the REV,,, which has a direct impact on the Revenue
Adequacy Adjustment Factor

To estimate the s1ze of the understatement on the average R/VC for each railroad, I utilized
REV,,, and VC, g, data from the STB's 347 Sub-No 2 RSAM workpapers, and the percentage
over-statement 1n URCS vanable costs from Table 1 above Specifically, for each railroad and each
year 2000 through 2003, I adjusted the VC, 4, to remove the impact of the over-statement in URCS
due to the over-recovery of taxes, and calculated an adjusted R/'VC,,;, using each railroad’s Rev, 4,
and adjusted VC, 5, I then found the difference between each railroad’s R/VC, 4 calculated with
variable costs using a statutory tax rate and its adjusted R/VC, , based on each railroad’s effective
tax rate T assumed for this analysis that the difference between the two R/VC, 4 calculations for
each railroads 1s reflective of the difference 1n R/VC for every movement on that particular railroad
forthat year ¥ Table 2 below contains the estimated differences in R/VC, 4, calculated using URCS

with a statutory tax rate and each railroad’s effective tax rate.

See 646 (Sub-No 2) at 3

For example, 1f the difference between the R/VC, ,; and the revised R/VC, ;, 1s 9 percentage pomts, | assume all
R/VC for that ralroad n that year are overstated by 9 percent  Therefore, if a movement has an R/VC of 171
percent using the statutory URCS vanable costs, 1t will have an R/VC of 180 percent using an URCS variable costs
calculated with the railroad's effective tax rate

Y]
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Table 2
Estimated Differences In R/'VC, 4, — 2000 to 2003

Railroad 2000 2001 2002 2003
4} (2) 3) (C)] (5)
1 BNSF Railway Company 8% 10%6 12% 11%
2 CSX Transportation 16% 12% 13% 16%
3 Grand Trunk Corporation 3% 18% 51% 22%
4 Kansas City Southern
Railway Company 26% 21% 20% 13%
5 Norfolk Southern
Combined Subsidiaries 4% 5% 8% 7%
6 Sco Line Ratlroad
Company 13% 17% 14% 9%
7 Union Pacific Railroad 13% 10% 11% 10%

Source ExhbitNo 3

Parniul b hatn B A S 2 A e e

As I show 1n Table 2 above, the differences in R/VC, 4, from using an URCS incorporating a
statutory tax rate and an URCS using each railroad’s effective tax rate ranges from 4 percent to 51
percent

Next, [ utilized the differences in the R/VC,, 4, ratios discussed above, along with data from the
STB’s 347 (Sub-No 2) workpapers, to estimate the additional REV,,, for each carrier assuming
URCS vaniable costs were calculated using effective tax rates The STB's 347 (Sub-No 2)
workpapers separate each carrier’s revenues and variable costs into one of three categories (1)
movements with R/VC greater than or equal to 180 percent, (2) movements with the R/VC greater

than 100 percent and less than 180 percent, and (3) movements with R/VC less than 100 percent I
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assumed, for purposes of this estimate, that the R/VC and revenues for each movement 1n the
middle category, 1 e , R/VC between 100% and 180%, had a uniform distnibution In other words,
revenues were evenly distributed across the R/VC range Combiming this assumption along with
the estimated difference 1n R/VC due to the over recovery of taxes in the URCS vanable costs, [ was
able to estimate the amount of revenue that would shift from the R/VC 100-180 percent category to
the REV,,,, group, assuming URCS were calculated using effective tax rates 1n hieu of statutory tax
rates )

This estmate of a revised REV,,,, allowed me to test the impact on the Revenue Adequacy
Adjustment Factor assuming a correction 1n URCS variable costs and the incorporation of a tax
adjustment to the REV,oem, Using unadjusted REV .., and unadjusted REV, ) , I
calculated the Revenue Adequacy Adjustment Factor for each railroad for 2000 through 2003 ¥ |
then calculated a revised Revenue Adequacy Adjustment Factor for each ruilroad over the same time
period using the adjusted REV,, 4, discussed above and a REV goversye ad)usted to reflect the impact

of taxes at each railroad’s effective tax rate Table 3 below compares the adjusted and unadjusted

Revenue Adequacy Adjustment factors for each railroad

e

In a few limited cases 1n 2002 and 2003, the unadjusted Revenue Adequacy Adjustment Factors calculated using
data from the STB's 347 (Sub-No 2) workpapers produce different results than Revenue Adequacy Adjustment
Factors produced from data contamed in the STB’s December 20, 2007 347 (Sub-No 2) decision, in which the
STB calculated RSAM under the new Ex Parte 646 procedures These differences appear tn 2002 for the CN/GTW
and for CP/SOO0, and m 2003 for CF/SO0 1 atiribute these differences to changes the STB made in the underlying
waybill sample data, which 1 beheve do not materially impact this analysis
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Table 3
Comparisons of Revenue Adequacy Adjustment Factors — 2000 to 2003
2000 2001 2002 2003
Raylroad Unady Ady Unadi Adi Unady Adp  Unady Ady
() @ (3) @ 5} © &) ® &)

| BNSF Raiiway Company 117% 116% 128% 125% 131% 124% 121%
2 CSX Transportation 130% 121% 126% 121% 121% 116% 123%
3 Grand Trunk Corporation  146% 160% 140% 129% 207%  132% 145%

4 Kansas City Southern
Railway Company 140% 111%  134% 113% 125% 112% 144%

5 Norfolk Southern :
Combined Subsidianes 128% 135% 109% 110% {02%  103% 101%  101% M

6 Sco Line Raiiroad :
Coimnpany 206% 173% 196% 158% l42% 135% 130% 127% 18

7 Union Pacific Railroad 135% 125% 120% 117% 106% 106% 112% 111%

Source Exhibit No 4

TR TR R A R #9501 il Ao R T EERRF S Pl St PR R M. A

As Table 3 above shows, 1n almost all instances, the Revenue Adequacy Adjustment Factor
revised to account for the overstatement in URCS costs and for taxes on the REV ,,oven,e 18 lower
than or equal to the unadjusted Revenue Adequacy Adjustment Factor

As lindicated above, a true test of the impact of taxes on the Revenue Adequacy Adjustment
Factor would requure use of confidential data held by the STB However, the above analysis infers
that the overstatement of taxes in the URCS variable costs makes the tax adjustment in the RSAM

adjustment factor unnecessary
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IIl. EFFECTIVE TAX RATES

In Ex Parte No 646 (Sub No 1), Simplified Standards For Rail Rate Cases, served July 26,
2006 (“Ex Parte 646"), the Board changed the way the RSAM benchmark 15 calculated to address
a flaw 1n that calculation Under the STB’s revised RSAM formula, the STB uses 1ts confidential
Carload Waybill Sample to esumate the REV, y; and the VC, 3 and REV jqoveng: from 1ts annual
revenue adequacy determination to cstimate each railroad’s RSAM The STB’s revised RSAM

formula is a follows

RSAM = (REV., ;5 + REV joniovepe) — Voo

In DuPont, CSX Transportation, Inc (“CSXT™) asserted that the STB’s RSAM calculation was

flawed & CSXT claimed that the STB's Ex Parte 646 RSAM procedures should have adjusted the
REV ,orove: cOmponent of the RSAM ratio to account for income taxes attributable to the additional
revenue required to make a railroad revenue adequate Specifically, CSXT beheved the correct
procedure for developing the Revenue Adequacy Adjustment Factor required dividing the difference
between the RSAM and R/VC ,, ratios by one less the railroad’s statutory federal and state income

tax rates, and adding the resultant quotient to the R/VC 4 ratioc Y According to CSXT, this

5

See 646 (Sub-No 2} at2

CSXT’s logic was that the REV ..., component in the RSAM ratio 1s calculated based on after-tax earnings,
and a straight application of the component 1o the R/VC , 4 ratio, which 1s based on pre-tax revenues, would leave
a railroad below a revenuc adequate level

s
-
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adjustment produces a tax-adjusted RSAM ratio, and tax adjusted Revenue Adequacy Adjustment
Factor 1¥

To address CSXT’s claims in DuPopf regarding the need to adjust the RSAM ratio for taxes,
the STB, 1n its §.46 (Sub-No__2) decision, asked the parties to address the 1ssue that if a tax
adjustment to the RSAM calculation 1s approprate, should the adjustment be based on a statutory,
an effective or a margnal tax rate?l

As 1 explain below, statutory tax rates should not be used as a basis for an adjustment for the

simple fact that railroad tax payments are sigmficantly different than taxes due under a straight
apphication of statutory rates Moieover, railioad effective tax rates should not be expected to reach
statutory rate levels absent a large scale change in tax accounting regulations and/or a dramatic smft
m railroad investment patterns  Therefore, any adjustment of the RSAM calculations using statutory
tax rates will provide a windfall for the razlroads .
A EFFECTIVE, MARGINAL

AND STATUTORY

TAXRATES

Any adjustment based on a statutory tax rate will lead to an overstatement in required revenues
for a railroad to reach revenue adequacy due to the fact that railroads have historically paid taxes at
rates less than that dictated by statutory tax rates The effective tax rate 1s tl;e amount of tax an

individual or firm pays when all other government tax offsets or payments are applied, divided by

¥ csxTs proposed process of adjusting for taxes by dividing the difference in the RSAM and R/VC .,y 15
, mathematically equivalent to adjusting the REV,,,en,, for taxes
¥ See 646 (Sub-No 2) at3
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the tax base Class | railroad R-1 data filed with the STB clearly shows that each railroad’s effective
Federal tax rate does not equal the statutory Federal tax rate Table 4 below displays each Class I

railroad’s effective Federal tax rates for the years 2002 through 2007 1¢

Tablc 4
Class | Railroad Effective Tax Rates —2002 to 2007
Railroad 2000 2001 2002 2003 2004 2005 2006 2007
(1) @ 3) 4) (5) (6) Q) (8) &

I BNSF Railway Company 159% 161% 75% 64% 207% 274% 250% 270% [§
2 CSX Transportation (194%) (33%) (45%) (236%) 20% 229% 253% 236% |B
3 Grand Trunk Corporation  283% (116%) (553%) 38% (30%) 203% 21% 182% §

4 Kansas City Southern
Ratlway Company {(999%) (459%) (370%) 00% 204% (145%) 132% 00%

5 Norfolk Southern :
Combined Subsidiaries 251% 206% 121% 106% 128% 227%  266% 25 1% |

6 Sco Line Railroad (3 3%) 2% i
Company 74% 105% 211% 27% 184% 168% l
7 Union Pacific Railroad 25% 10 6% 91% 1213% (95%) 229% 277% 261% 1

Source Exhibit No 5

As shown in Table 4 above, the railroads’ actual tax expenses have not resulted in effective tax
rates at the statutory 35% Federal level In all cases between 2002 and 2007, the railroads paid less
1n Federal taxes than would be expected if a straight application of the Federal 35% statutory rate
were applied What is especially stnking 1s 1 2007, dunng a year 1n which the railroads earned

record profits as part of their euphemistically named “railroad renaissance,” not one railroad was

1¥ | have calculated the effective Federal tax rate since 1t 1s appheable to each railroad and easily comparable to the

Federal statutory rate of 35%
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within eight (8) percentage points of the statutory 35% Federal Tax rate  Moreover, several
ratlroads not only did not incur any federal tax expenses in several years between 2002 and 2007,
but actually booked tax refunds producing negative effective tax rates

While 1t 1s clear that railroads’ effective tax rates are below the statutory level, 1t 1s unclear that
therr marginal tax rates are also below statutory levels, since 1ts not possible to calculate their
effective marginal tax rates with the information filed with the STB A marginal tax rate 1s the tax
rate that applies to the last dollar of the tax base, and often applied to the change 1n tax obligations
asincome nises In this instance, the REV ;... dollars added to the Revenue, 4, while holding all
else constant, would be considered marginal revenue In the DuPont cases, CSXT assumed that this
revenue would be taxed at the statutory rate However, 1t 1s not possible to calculate the actual impact
of taxes on this additional revenue with generally available financial data Rather, to cffectively
calculatc the impact of the additional revenue would require a complete set of railroad income tax
returns. Without this data, the tax impact, if any, associated with the additional revenue cannot be
determmed

If the STB were to accept the argument that the REV ;. component of the RSAM ratio
required a tax adjustment, the only logical tax rate to use for the adjustment based upon publicly
verifiable information 1s each railroad’s effective tax rate for each year The use of effective tax
rates reflects the fact that a railroad does not incur tax expenses at the statutory rate, and would
therefore provide an adjustment consistent with each railroad’s actual tax position To use a
statutory rate would over-compensate the railroads for expenses they did not incur

If the ST were to make a tax adjustment to the RSAM ratio, the adjustment should be made

based upon each individual ranlroad’s effective tax rate and not an effective tax rate for the industry
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as whole The use of an industry average tax rate would over or under-compensate a railroad and/or
shipper using the Three Benchmark Methodology if the railroad’s actual effect?ve tax rate differed
from the industry average If, for example, 2 railroad’s effective tax rate were below the industry
average effective tax rate, the use of the industry average rate 1n an adjusted RSAM ratio would over-
state the Revenue Adequacy Adjustment Factor leading to an over-stated maximum reasonable rate

The STB calculates RSAM and R/VC, ,, for each railroad using railroad specific data There

15 no reason the STB should not also use railroad specific effective tax rates if the STB does choose

to make a tax adjustment to the RSAM ratio ¥

B. TIMING DIFFERENCES
ARE NOT A REASON TO USE
A STATIITORY TA TEF.

INSTEAD OF AN EFKECTIVE
TAX RATE

There are a number of factors that can drive a firm’s effective tax rate below 1ts statutory tax
rate These factors include, but are not limited to, the impact of deferred income taxes, tax-loss

carryforwards and carrybacks and governmental tax credits !¢ CSXT confirmed this fact in its

1 gimce the STB limuts the use of the Three Benchmark Methodology to Class 1 camiers, there would also nat be a
reason to calculate a western regaon or easiern region effective tax rate in a similar fashion that the STB calculates
western and eastern region URCS variable costs

For example, the railroad industry, through the Association of American Railroads, is lobby:ng for the passage of
the Freight Rail Infrastructure Expansion Act This act would provide a 25-percent investment tax cred:nt to
rallroads and other companies that invest in freight rmii infrastructure A tax credit 13 a direct reduction n a
company's taxes payable, and offers greater benefits than a tax deduction See
http /Avww trafficworl ech 1] agpPid=4724
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Rebuttal Evidence 1n the DuPont cases I Of these factors, the one with the greatest impact across

all the Class I Railroads 1s deferred income taxes

Deferred taxes result because there 1s a difference between what a company can deduct for tax
accounting purposes and what 1t can deduct for financial accounting purposes This difference in
tax and financial accounting results in a difference between a company’s taxable income and income
beforetaxes To reflect this difference in financial and tax accounting treatment of taxes, compames
record the difference on their Balance Sheets as a non-current or long-term hability As such, the
amounts included in this hiability are not expected to be paid 1n the current accounting period

Transactions that most often result 1n deferred taxes are mnvestments 1n depreciable cap:tal
assets The Internal Revenue Service (“IRS”) allows for the use of an accelerated cost recovery
system, Modified Accelerated Cost Recovery System (“MACRS"), in the calculation of federal
income taxes MACRS depreciation schedules allow a company to deduct greater amounts of
depreciation during the earher years of an assct’s hfe The result of using MACRS lowers the
taxable income through the inclusion of higher depreciation expense amounts than would be
available under financial accounting standards. The future tax hability caused by the tax savings
resulting from MACRS may or may not be realized duning any given year, which makes the deferred
status appropnate

The position that statutory tax rates should always be used since the impact of deferred taxes
1s only a timung 1ssue 1gnores the capital intensive nature of the railroad industry Deferred taxes are

a self perpetuating situation because as long as railroads nvest in depreciable assets and the tax

I¥  See, for example, CSXT's Rebuttal Evidence in Dupont Docket No NOR 42101 at page 25
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rules regarding accelerated depreciation do not change, there will always be a differential between
a rallroad’s accounting and IRS based tax habilities

The amount of deferred tax Liability recognized in a railroad’s Balance Sheet will only become
payable when the railroad substantially lowers 1its level of capital investment or ceases to invest 1n
1ts plant for a number of years As long as railroads continue to invest in capital assets at reasonably
stable levels, they will continue to mcur deferred tax liabilities that wall lower their effective tax
rates Unless the management of the Class I railroads change their investment philosophy of
upgrading and improving the railroad’s infrastructure 1n future years, a similar level of deferred tax
credits can be expected to occur 1n the future

The Class I railroads have repeatedly stated that they expect to invest even more in the future
i their physical plant infrastructure  This continued investment will produce additional deferred tax
lhabilities through accelerated depreciation, and continue to produce effective tax rates well below

the statutory levels

C. INCREMENTAL REVENUES
FROM THE RSAM
ADJUSTMENT WILL HAVE

A MULTI-YEAR IMPACT

Any additional revenues that a railroad receives through the adjustment of the RSAM ratio for
taxes would be recorded in the peniod when the revenue was earned This does not mean, though,
that this additional revenue has no impact on future tax Liabihities and future effective tax rates A
railroad’s taxes are based on impacts of revenues and costs from multiple years. The revenues

recerved as a result of the RSAM calculation will be used to some extent by a rarlroad’s management
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for capital investment 1n depreciable assets which in tumn will generate tax credits that will protect
a portion of future railroad revenues from income taxes. IRS rules on depreciation will generate
cxtensive tax benefits to a railroad for capital investments made using the additional revenues
attributable to the RSAM adjustment Simply stated, any revenues received from the RSAM revenue
adjustment can be expected to be used on additional cap;tal investments, which will generate
additional deferred taxes

Any inclusion of the statutory tax rate in the Revenue Adequacy Adjustment Factor further
penalizes the shippers that will have to pay increased rail rates as a result of the RSAM procedure,
while the raiiroad will garner the benefits of reduced actual tax payments 1n future years through the
capital investments made with RSAM denved revenues

The STB’s RSAM procedure recognizes the short-comings of basing rate calculations on a
single year, which 1s evidenced by 1ts incorporation of a four year rolling average in RSAM
calculations The 1ssues of after-tax revenues, capital investments and actual tax habilities are
interrelated and are best viewed on a multiple year basis After-tax revenues and the actual tax
liability of a railroad are directly related to its investment philosophy in capital assets The use of
the RSAM revenues for capital investment will directly impact the actual taxes paid by a railroad for
a number of years n the future through the inclusion of accelerated depreciation This in turn will
reduce a railroad’s actual taxes paid 1n a number of future years In essence, the incremental
revenues produced by the RSAM revenue adjustment will generate tax deductions through the
depreciation of investments and reduce taxes through deferred taxes, unless the railroad directly

distributes the cash to company shareholders m a lump-sum whole
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The STB recognizes the differences that result between 1ts accounting regulations and those of
the IRS 1n regard to income before taxes and taxable income through the inclusion of deferred
income tax liabilities on arailroad’s Balance Sheet To increase the RSAM revenues by the statutory
tax rate gives railroads a double windfall First, the rariroads will recerve incremental revenues from
the RSAM adjustment based on a statutory tax rate, yet will pay the effective tax rate on these
incremental revenues when they are received and included as a part of the railroad’s total operating
revenues Second, the portion of the RSAM revenues that 1s used for capital investments in
depreciable assets will generate future tax credits that will reduce the actual taxes paid by the rmlroad
on future revenues As stated above, deferred taxes will continue to accrue to the railroad as long
as It Invests In its plant infrastructure This will lead to an effective tax rate below the statutory tax
rate, and 2 windfall to the railroad 1f the RSAM adjustment factor 1s calculated using a statutory tax

rate
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STATEMENT OF QUALIFICATIONS

My name 1s Thomas D Crowley I am an economust and President of the economic
consulung firm of L E Peabody & Associates, Inc  The firm's offices are located at 1501 Duke
Street, Suite 200, Alexandna, Virgima 22314, and 10445 N Oracle Road, Suite 151, Tucson,

Anzona 85737

I am a graduate of the University of Maine from which I obtained a Bachelor of Science
degree in Economics I have also taken graduate courses 1n transportation at George Washington
University it Washington, D C I spent three years in the Umited States Army and since February

1971 have been employed by L E Peabody & Associates, Inc

I am a member of the American Economic Association, the Transportation Research Forum,

and the American Railwav Engmeering and Maintenance-of-Wav Association

The firm of L. E Peabody & Associates, Inc specializes 1n analyzing matters related to the
rail transportation of coal As a result of my extensive economic consulting practice since 1971
and my participating 1n maximum-rate, rail merger, service disputes and rule-making proceedings
before various government and private governing bodies, I have become thoroughly familiar with
the rail carriers that move coal over the major coal routes in the United States This famiharity
extends to subjects of railroad service, costs and profitability, railroad capacity, railroad traffic
prioritization and the structure and operation of the various contracts and tariffs that historically

have governed the movement of coal by rail
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As an economuc consultant, I have orgamized and directed economic studies and prepared
reports for railroads, freight forwarders and other carriers, for shippers, for associations and for
state governments and other public bodies dealing with transportation and related economic
problems Examples of studies I have participated 1n include orgamzing and directing traffic,
operational and cost analyses 1n connection with multiple car movements, umt tramn operations for
coal and other commodities, freight forwarder facihities, TOFC/COFC rail facilitres, divisions of
through rail rates, operating commuter passenger service, and other studies dealing with markets
and the transportation by different modes of various commodities from both eastern and western
origins to various destinations in the United States The nature of these studies enabled me to
become familiar with the operating practices and accounting procedures utilized by railroads mn

the normal course of business

Additionally, I have mspected and studied both railroad terminal and hine-haul facilities used
in handling various commodities, and in particular unit train coal movements from coal mime
origins in the Powder River Basin and in Colorado to various utility destmations 1n the eastern,
mud-western and western portions of the United States and from the Eastern coal fields to various
destinations 1n the Mid-Atiantic, northeastern, southeastern and mid-western portions of the
United States These operational reviews and studies were used as a basis for the determination
of the traffic and operating characteristics for specific movements of coal and numerous other

commodities handled by rail
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I have frequently been called upon to develop and coordinate economic and operational
studies relative to the acquisition of coal and the rail transportation of coal on behalf of electric
utihity companies My responsibilities 1n these undertakings included the analyses of rail routes,
rail operations and an assessment of the relative efficiency and costs of ratlroad operattons over
those routes I have also analyzed and made recommendations regarding the acquisition of
raiicars according to the specific needs of various coal shippers The results of these analyses
have been employed in order to assist shippers in the devclopment and negotiation of rail

transportation contracts which optimize operational efficiency and cost effectiveness

I have developed property and business valuations of privately held freight and passenger
railroads for use in regulatory, htigation and commercial settings These valuation assignments
required me to develop company and/or industry specific costs of debt, preferred equity and
common equity, as well as target and actual capital structures I am also well acquainted with and
have used the commonly accepted models for determining a company's cost of common equity,
including the Discounted Cash Flow Model ("DCF"), Capital Asset Pricing Model ("CAPM"), and

the Farma-French Three Factor Model

Moreover, I have developed numerous variable cost calculations utihzing the various formulas
employed by the Interstate Commerce Commussion (“ICC™) and the Surface Transportation Board
(“STB") for the development of variable costs for common carriers, with particuiar emphasis on

the basts and use of the Uniform Railroad Costing System (“URCS”™) and its predecessor, Rail
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Form A I have utilized URCS/Rail form A costing principles since the begmning of my career

with L E Peabody & Associates Inc 1n 1971

1 have frequently presented both oral and written testimony before the ICC, STB, Federal
Energy Regulatory Commission, Railroad Accounting Principles Board, Postal Rate Commission
and numerous state regulatory commissions, federal courts and state courts This testimony was
generally related to the development of vanable cost of service calculations, rail traffic and
operating patterns, fuel supply economics, contract nterpretations, economic principles
concerning the maximum level of rates, implementation of maximum rate principles, and
calculation of reparations or damages, including interest I presented testimony before the
Congress of the Unuted States, Committee on Transportation and Infrastructure on the status of
rail competition in the western United States I have also presented expert testimony 1n a number
of court and arbitration proceedings concerning the level of rates, rate adjustment procedures,

service, capacity, costing, ratl operating procedures and other economic components of specific

contracts

Since the implementation of the Staggers Rail Act of 1980, which clarified that rail carriers
could enter 1nto transportation contracts with shuppers, I have been actively involved in negotiating
transportation contracts on behalf of coal shippers. Specifically, I have advised utihities
concerming coal transportation rates based on market conditions and carrier competihion,

movement specific service commitments, specific cost-based rate adjustment provisions, contract
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reopeners that recogmze changes in productivity and cost-based ancillary charges I have also
reviewed, analyzed and evaluated both UP's Circular 111 and BNSF 90068 rate levels and other

terms and conditions on behalf of coal shippers

I have been actively engaged 1n negotiating coal supply contracts for various users throughout
the United States In addition, I have analyzed the economic impact of buying out, brokering, and
modifying existing coal supply agreements My coal supply assignments have encompassed
analyzing alternative coals to determine the impact on the delivered price of operating and

maintenance costs, unloading costs, shrinkage factor and by-product savings

I have developed different economic analyses regarding rail transportation matters for over
sixty (60) electric utility companies located in all parts of the United States, and for major
assoctations, including American Paper Institute, Amecrican Petroleum Instiute, Chemical
Manufacturers Association, Coal Exporters Association, Edison Electric Institute, Mail Order
Association of America, National Coal Association, National Industrial Transportation League,
North America Freight Car Association, the Fertilizer Institute and Western Coal Traffic League
In addition, I have assisted numerous government agencies, major industries and major railroad

companies 1n solving various transportation-related problems

In the two Western rail mergers that resulted 1n the creation of the present BNSF Railway
Company and Union Pacific Railroad Company and in the acquisition of Conrail by Norfolk

Southern Raillway Company and CSX Transportation, Inc , I reviewed the raihoads’ apphcations
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including their supporting traffic, cost and operating data and provided detailed evidence supporting
requests for conditions designed to maintain the competitive rail environment that existed before the
proposed mergers and acquisition In these proceedings, I represented shipper interests, including

plastic, chemical, coal, paper and steel shippers

I have participated 1n various proceedings involved with the diviston of through rail rates

For example, I participated 1 ICC Docket No. 35585, dkron, Canton & Youngstown Railroad
Company, et al v _Aberdeen and Rockfish Railroad Company, et al which was a complaint filed

by the northern and mid-western rail imes to change the primary north-south divisions 1 was
personally involved in all traffic, operating and cost aspects of this proceeding on behalf of the
northern and mud-western rail hines. I was the lead witness on behalf of the Long Island Rail

Road 1 ICC Docket No 36874, Nott Intent to File Dyvi omplaint by the Lo,

Rail Road Company
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Railroad Over-Recovery Of Taxes In URCS
(All Dollars in 000's)
Total URCS Variable ROI Over -Recovery
Variable Cost Varable ROI At Railroad Over- Asa % of

At Statutory At Statutory Specific Effective  Recovery Total URCS
Rallroad Tax Rate 1/  Tax Rate2/ Tax Rates 3/ Of Taxes 4/ Variable Costs 5/

(1) @ ) (4) (5) (6)
2000
1 BNSF $6,649,357 $1,317,967 51,089,520 $228,447 34%
2 CsX 54,698,669 $839,313 $543,350 $290,963 62%
3 CNIGTWNACSE/ $755,885 $136,104 $126,840 £9,354 12%
4 KCS $355,867 $63,304 $30,709 $32,595 92%
5 NS $5,016,179 5755174 $667,707 $85,467 1 7%
6 CP/SO0O $395,933 $83,861 $60,380 $23.481 59%
7 UP $7,967,180 $1,665,877 $1,243,356 $422,521 53%
2001
8 BNSF $6,954,013 $1,319,.353 51,039,437 $279.916 40%
9 C8X $4,917,609 $804,234 $570,379 $233,855 4 8%
10 CN/GTW/C &/ $630,656 $118,526 $79,019 $39,507 63%
11 KCS $388,182 565,836 $36,887 $28,949 75%
12 NS $4,615,590 $630,209 $540,817 $89,392 1 9%
13 CP/SOO - $406,049 $91,987 $63,423 $28,564 70%
14 UP $7,982,879 $1,540,193 $1,212,493 $327,700 4 1%
2002
15 BNSF $6,772,385 $1,287,230 $967,772 $319,458 47%
16 CsSX $4.677,276 $792,545 $543,792 $248,753 53%
17 CN/GTW $1,055,120 $354,176 $186,136 $168,040 15 %%
18 KCS $385,068 $64,622 $36,792 $27.830 72%
19 NS $4,478,055 $620,907 $489.475 $131,432 29%
20 CP/SOO $390,864 $81,992 $58,644 $23,348 60%
21 Up $7.874,687 £1.491.212 $1,142,900 $348.312 44%
2003
22 BNSF $7,057,936 $1,284,422 $956,074 $328,348 47%
23 CsX $4,938,274 $779,742 $469,018 $310,724 63%
24 CN/GTW $1,133,842 $349,404 $253,731 $95.673 84%
25 KCS $408,302 $63,083 §44,585 $18,498 45%
26 NS £4,678,575 $606,751 $469,390 $136,861 29%
27 CP/SOO $422,977 $74,536 $52,724 $16812 40%
28 Up $8,316,739 $1,495912 51,168,172 $325,740 39%
1/ URCS Table D8, Line 614 for each railroad
2/ URCS Table D8, Line 6§03 + Line 606 for each railroad
3/ URCS Table D8, Linc 603 + Line 606 using each railroad's effective Federal tax rate for the year
4/ Column (3) - Column (4)
5/ Column (5) - Column {2)
G/ Reflects a combined GTW and IC for 2000 and 2001 only
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Class I Railroad Effective Federal Tax Rates — 2000 to 2007

Item
m

2000

Income {L.oss) from Continuing Operations 1/
Federal Income Taxes 2/

Eftective Tux Rute 3/

200]

Income (Loss) from Continuing Operations 1/
Federal Income Taxes 2/

Effective Tax Rate 3/

2002

Income (Loss) from Continuing Opeiations 1/
Federal Income Tuxes 2/

Effecuve I'ax Rate )/

2003

Income (Loss) from Conunuing Operations 1/
Federal Income Taxes 2/

Effective Tax Rate ¥/

2004

Income (Loss) from Cantinuing Operations 1/
Federal Income Taxes 2/

Effective Tax Rate 3/

2005

Income (Loss) from Contiwing Operations 1/
Federal Income Taxes 2/

Effective Tax Rate 3/

2006

Income {Loss) from Continuing Operations 1/
Federal Income Taxes 2/

Effectrve Tax Rate 3/

2007

Income (Loss) from Continuing Operations 1/
Federal Income Taxcs 2/

Effective Tax Rate 3/

BNSF
(2)

$1.31L,713
$288,319
159%

$1,550,111
$249,597
16 1%

$1,531,115
$114,672
75%

51,520,484
$96,843
64%

§1.562,569
$323,745
207%

£2,789,258
$762,945
274%

$3.476,342
$869,232
250%

$3,509,311
5948305
27 0%

Annual Report Form R-1, Schedule 210 Line 46 (b)
Annual Report Form R-1, Schedule 210 Line 47 (b)
Income (Loss) from Continuing Operutions + Federal Income Taxes

Source R-1 Reports from STB's website

csX
)

$170,135
($32,934}
-194%

$324,162
(510,588)
-33%

$479,373
(521.488)
-4 5%

$223,439
($52,704)
23 6%

$511,043
$10,092
20%

$962,736
$220,345
22 %

$1,464,780
$370,403
253%

$1,600,811
$378,485
236%

CNICTW
{4)

$177,555
$50,318
28 3%

$174,508
($20,307
-116%

$39,738
($21,990)
-553%

$113,278
$4,303
38%

5274,009
(58,154)
-3 0%

$469,604
$95,513
20 3%

$668,186
5147439
22 1%

$675,516
$122,811
182%

KCS
&)

$28,408
{($28,385)
-99 9%

$45,519
(520,890)
-45 9%

$69,752
($25,828)
-370%

$26,647
$0
00%

$73,133
$14,942
204%

314,299
($2,079)
-145%

$104,619
$1,376
13%

$103,191
$0
00%

NS
(6)

$277,552
$69,725
25 1%

$535,576
$110,485
20 6%

$700,202
$84,794
12 1%

$503.461
$53,483
10 6%

51,147,620
$147,137
12 8%

$1,412,758
$320,984
227%

$1,846273
$490,190
26 6%

31,916,142
$480,475
25 1%

Exhibit No §

Page 1 of |
CP/SO0O up
N ®

$46,543 51,419,663
($1,356)  $36,192
-33% 25%

$71,465
$2,087
2%

$1,653,148
$174,464
10 6%

$50,932 $2,113,228

$6,726  $192,960
74% 91%
$74,671 $1,715,167
§7.838  $208,064
10 5% 121%
$i8,528 5823088
$3909  ($78.461)
21 1% -95%
$125,391 $1,366,931
$3,317  $313,447
26% 229%

$181,585 $2,383,3i6
§33,460 5655,738
18 4% 277%

$219,146 $2,381,305
$36,734  $751,638
16 8% 26 1%
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)
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VL "OTHER RELEVANT FACTORS"
CSXT has made two adjusiments to the maximum R/VC ratios produced by applying the

Board's formula to CSXT's imual companson group One adjusiment 18 to correct an alleged
error n the Board's RSAM calculation and the other 13 to adjust the R/VC ratios of the
comparable traffic 10 2007 “market” levels  Although CSXT does not consider these adjusiments
1o be "other relovant factors,” 1t concedes that its evidence might be conmidered under that label
CSXT Op Ev at 31 Because DuPont agrecs with CSXT's statement that the quanufied effects
of ifs adjustments would bo the same regardiess of when in the process they are applied, d, the
1ssue of whether or not these adjustments constitute "other relevant factors" 1s moot  For the
purpose of responding to CSXT, however, DuPont 18 addressing both adjustments as "other
relevant factors *

CSXT has ydentified an alleged "flaw” in the Board's RSAM calcuiation that it attempts
to correct  Specifically, CSXT claims thut, because the RSAM revenue shortfull 1s calculated
aficr all taxes have been paid, the revenues needed to make up that shortfall also must be
calculated after taxes in onder for CSXT 1o achieve revenuc adequacy. CSXT Op Ev a1 19-21
DuPont wilness Crowley 1dentifies two fundamental problems with CSXT's adjustment  First,
CSXT erroncously applies 1ts statutory tax rate to adjust the revenue shorifall for taxes Crowicy
Reply V S. at 34-35 Second, because the vanable costs used to calculate the RSAM and
R/VC>180 ratios include an over recovery of income taxes, they in fact understate the sizc of the
R/VC >180 trailic and artificially mcrease the revenue adequacy adjustment factor Jd at 36-37
Finally, this casc 15 an improper procceding to make changes to the RSAM calculation

33
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). CSXT dees not pav the stattory tax rate

CSXT's adyustment of the RSAM for taxcs wrongly assumes that CSXT pays the
statutory tax rate, when itg effective tax rate 1s much lower Thus error causes a substantial and
unyustified increase in the expansion ratio (the factor resulting from dividmg the RSAM by the
R/VC>180) from 1 24 10 1.38 CSXT Op Ev.at26 Thus. CSX1' has vasily oversiated the
impact of the allcged flaw

[he elfective tax rate is the amount of tax paid when all other government tax offsets or
payments are applicd, divided by the tax base  Factors such as deferred mcome taxes, tax-loss
carry-forwards and carry-backs, and governmenial tax credsts can dnve the cifective tax rate well
below the statutory rate. Crowlcy Reply VS a1 34 CSXT 18 no exception  DuPomt witness
Crowley shows that CSXT's effective tax rates were well below 1ts statutory rates from 2002
through 2005, /d

Ideally. the proper tax rate to apply 1s neither the effecave nor the statutory rate, byt
CSX |'s marginal fax rate, which 18 likely to be somewhere between the clfective and statutory
rates However, the Board would need a complete sct of CSXT's income tax retums from 2002
through 2005 1o determine CSXT's margmal tax sate for that ume penod  Jdf at 35 Smnce
CSXT, winch 1s the sole source of that information, has chosen not to place it in evidence, the
Board should apply CSXT's effectivc tax rate, if 1t elects to make any adjusiment at all Since all
taxpaycrs strive to munimpze thexr tax hability, 1t also is reasonable to presume thet CSXT's
marginal tax rate 18 much closer 10 1ts effective than its statutory 1ax rate

The sciection of the tax rate hos & substantial impact upon the Board's cxpansion ratio of
§ 24 for CSXT without any adyustments. Whereas the statutory tax ratc produces a sizeable
increase m the expansion ratio up 1o | 38, CSXT's effective 1ax ratc would increase the
expansion ratio only modestlyto 1 26 Id, Ex TDC-19 Although DuPont docs not beheve that

M4
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any adjustment 15 necessary or appropnate for the reasons given in the next two sections, if the
Board decides to make any adjusiment, 1t should rely upon CSXT's cffective tax rate, not ils

statutory tax rate

DuPont beheves that no adjustment to RSAM 1s necessary because URCS oversiates the
lax component in vanlb.le costy byulsmglhemmtorytum'm URCS includes & variable return
on investment ("ROI") component calculated using a pre-tax weighted-average cost of capital
(“WACC™) bascd on the federal siatutory tax ratc of 35 percent, which explicitly adds venable
costs to cach movement to cover the raifroad’s hypothetical tax burden  Crowicy Reply VS at
36 However, as explaincd above, actual tax expenses are much lower than the statutory rate duc
to offsets and credils

For cxample. as demonstrated m the preceding scction, CSXT's cffective tax rate 15 much
lower than rts Ratutory tax rate  Taking 2005 as an cxample, Mr Crowlcy shows that CSXT
booked $220 mullion in federal taxes, but URCS implhicitly included $748 mullion to cover taxes
mherent m the vanable retum on mvestment calculstion Id, l:x TDC-20 In other words,
URCS mcluded taxes that were more than three times CSXT's actual meome tax cxpense.

This impacts the RSAM revenue adequacy adjustment factor because the Board uscs
URCS vanable costs, along with revenue stahstics, lo rdentify movements to include n the R/VC
>180 sample group and the resulting Revenue >180 calculation By overstating vanable costs,
URCS cffecuively excludes movements from the R/VC>180 sample group, wiuch lowers the
Revenue>180 figure  Correcting the URCS vanable costs for ilus tax recovery overstatemont, by
using CSXT's cffective tax rate, would mcrease the number of movements 1n the R/VC>180

35
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sample group, and thereby increase the total Revenue>180 Jd a1 36-37 Thus would produce a
more accurate revenuc adequacy adjustment faclor

3.

The Board revised the RSAM wn Simplifled Standards, afler an extensive period for

public notice and comment Dunng four rounds of comments and a public heanng, ncither
CSXT nor any other party identsfied the alleged flaw that CSXT urges the Board to correct in
this proceeding It would be insppropnate for the Board to use this procceding between just
CSXT and DuPoni to change the RSAM methodology that was (horoughly vetted in a nolice and
comment rulemaking proceeding

As DuPont has demonatrated above, there are a multitude of countervahng factors that
must be considered before declanng the exisicnce of a flaw m the RSAM methodology and
preciscly how to fix such a flaw DuPont belicves there 18 no flaw. because there 18 1n fuct no
under-recovery of actual taxes if anything, DuPont believes there 1s an ¢verstaternent of taxes,
und the resulting revenue shorifall MW.MIFtMlsanuw,ﬂnﬁxlsmuuﬂu
effective, not the statutory, tax rate  The Board, however, should not determine the existence of
a flaw wilinn the narrow conlines of this proceeding Rather, the Board should apply the RSAM
that it adopted after cxtensive pubhc notwce énd comment and direct CSXT to rase the alleged
flawv in a petttion to reopen Simplified Standards

CSXT alleges that the cost and revenuc data associated with movements from the 2002-
2005 Waybill Samples “does not provide a comparable basis for evaluatmg the R/VC ratios of
the challenged rutes, which were established 1n mid-2007 . " CSXT Op Ev at26 Therefore,
CSXT stiempts 10 adyust the revenues and cosis of every comparable movement to 2007 levels in
order to "account for the sigmficant market changes and dynamics and raiiroed cost mflation for

36
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IV. OTHER RELEVANT FACTORS

Jn this section of my Reply VS. ] first review and crmique the other reles ant factons included by
CSXT in n» operung evidence 1 hen | quantily and apply DuPont’s other relevant faclors 10 the
nSue muvements bayed upon Dulont’s ° final ofler™ comparable groups  The results of my other

relevant factor analy ses are summanzed below under the folluwing headings

A (SX1 < Othw Relevan 1 aciors

B .Application of' DuPant’s (ther Relevant Factors

A. CSXT'S OTHER RELEVANT FACTORY
Aty discussion of CSXT » other relevant favior addresses the two factors developed hy CSXT
m openng 1e (1) an udjustment 1o RSAM Rato, and (2) indeving of Wayball Samplc variable

«osts and wwvenues

1. Adyustomt lo
RSAM Rane
In December 2007, the S1B published the revults of its RSAM aml RIVC |, calculations for
CSXT & Baswed on the STB's RSAM and R/VC y, ratio caleulations for 2002 10 2005 the average
marh-up fuctor developed by dividing the RSAM ratio by the RVC ,, retiocyuals 1 24 | lns mark-
up loct 18 applied to movements i the comparoble group

2 oy Now-Coul Goulelumes served Dwember 11 2007 and comected Uvcember 20 2007
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CSXT states that st wed the STB s RSAViand R/VC |, tiggures (v calcuiate the required mark-
up ratius bul made an adjustment to iy calculnuons 1o account for an alleged Naw 1n the STB'y
methodology = € $X7 assery thut the S TB's Simplified Swrntlardy procedunes should have adjusted
the RCV,.. .. component of the RSAM ratic 10 account fur income taves atinbutable 1o the
additional revenue necded for CSXT o be deemed revenue adequate  Specificalty, CSXT believes
the comect procedure for developmg the mark-up lactor 13 10 divide the difference between the
RSAM and R/VC |, ratn by one Jess the ratlroad”» simutory federal and siate income tax rates. and
«dd the resultant quotient to the R'VC |, ratio® Accordmy to CSXT. thiy wouk] produce a tax-
adusted RSAM 1atin, and o resultant wx-adyusted mark-up factor

Theie are two prunary problems with CSX 1"« RSAM adjuniment  irst, CSXT asaumes that
the addinonal revenue from the REV.,., ... caleulaiion would be tuxed at CSX T » statutory tax
14les W jthout any ll‘lpp011| for s asstmption  Sccond. the vanable costs uscd o calculate the REAM
and R/VC' ,y, ratios ore alresdy overstaled due to an over recuvery off mcome taxes. which

undenstates the aize of the RVC | maffic and aruficilly increases the revenue adeyuacy

adjustment factor | uddreys these two waues below

= Sev{ SXT Opemng Evndence at 24

= CHXT s logn i ihat the REV, , .., component m the RSAM natio n calculated bused on afleriay earmngs.
ond 4 ~travght applrcatron of the componenl tothe RZ7VC , rano which 15 basod on pre-tax revenoes  would
leave 2 ruirgad below 4 revenue adequate invel
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% Statutory Tax Rates
Yeraps Effective Tox Rates

CSX 'y awsertion that parties should adjus the REV,,, .., component of the RSAM ratio st
USX 1™ statutory federal and stute tax 101w ignores the foct that CSXT s income Wwx expenses do
R rcflect a straight opphication of the statutory iax rales  Simply stated. CSXT s effective tax rate
o sigmficantly diiferent 1han the Matutory lax mic

1he eltective tax i 1s the amount of tax an individual or firm pays when all other govemment
1ax ofloets or paymenty ave apphed divided by the lox base  CSXT » Annual Report Furm R-] dats
clearlv shows that the raiiroed s eflective tas rate does not equal combined federal and siate stototory
rates us agsumed by CSXT One can distinetly see this faet in loohing at CSXT s Form R-1 data
In 2003 CNXT recorded $297 mullion 10 income Irom ununuing operations before taxes, but
houked u 1ax benefit oot o tax expense, of $50 miboa 2 In other words CSXT s nt rallway
operaing mcome icreased dye to tas benefits Tlus wos nol un woldicd situation CSX T booked u
tas benefitor$21 S oullion in 2002 while genemiing nearly $500 million in income from contimuing
uperations = In sum  between 2002 and 2005 CSXT"s cifectine 1ax rates were well below the
stotutons standards mn eoch your

Thete are a number of facrors that can drive a firm’s effective tax rte well below iis statutory
tax rate lhese include but are not hawied to. the impact of deferred income taxes. tax-Joss
carrylotwards and canybochs and governmental tax credits CSX I™s 'orm R-1 data {or 2003 does
nat indwate the reason for the large tax credit booked by CSXT. but the simple fact 1s that u

tlustrates cleardy that URXT 1s nul puying taxes at a statuton level

< See (SN 2005 Form R-1 Schedule 210 1,mes 46 and 63
2 See CSAT 2002 Form R-1 Schedule 21U, Lincy 46 and 63
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Whle it 1 clear that CSXT s average effectve tax rate 19 below the sinutory level. 1t is unclear
that CSX1 s marginal tax rate 1» also befow the viatutory lescl. uince 1t 1 not possible to venfy
CSXT " eltective marginal tax rate with the available mfarmouon A manging! tax rote 1s the tax reic
that applies (s the last dollm of the wn bave, and often applied 10 the change in tax obligations as
meome 1ises  In this instance, the REV,,, .., Jollors added 1 the Revenue ,, while holding all
ather operating cxpenses constant would be considered murginal revenue  (SX 1 assumes that this
revenue woukd be 1axed at the statitory rate  Howewver. it 1s not possible 1o caleulate the actual
impact of taxes on this llldlllIOIIIl revenuc with data in the record, or with publicly avalable CSXT
financial dota  Rather to efTectively calculate the impoct of the additional 1cvenue would requine
acomplete et vt CSXT meome tan returns for the 2002 10 2005 nme period  Without this data., one
vannot traly determune the Llax impact. if any, of the addiional revenwe

CSX 1 simphwtically assumes that the additional revenue vontnbuted by the RFV ., ., figure
would he taved at asatmory fevel CSXT has clearly provided no support for this assumption i the
revord ol thiycase 15 the STB were to accept CRX 1™ argument that the RCV ., ., cOMpoaent of
the RSAM rano requacd a tax adjusiment. the only logwal tax raw to use for the adyjustment 1s
USX 1 s eltective tas rate for cach year  The use of CSX1 s effective 1ax rate reflects the fact that
CSXT does not meur Las expenses ot the statutory mie, and would therelore provide an adjustment
condistent with CSXT s uctual toa position  Latibit_(TDC-19) contans a esintement of CSX s
mark-up factor calculated uning C'SX1°s effechive tax raics As shown i Lxhabit_(IDC-19). the
correcied mark-up factor equals ) 26. rother than CSXT s overviated focton of 1 38



bh. LRCS Overstates the
Required Taz Resovery

The §1B°s URCS mode! meludes a vanable relurn on mvestment (“ROI™) component
caleulaied using a pre-tax weighted-aseruge cost of capital (= WACC™) based on the fedora) siatulory
tax rate of 35 pereent  The use of the pre-tax WACC 1n the vanable ROI, which adjusts the cost of
equiy W allow for a return to common equity holders trom after-tax enrmings. exphcitly adds
oxdditionual arrable costs 0 cach mesement o cower the ratlroad’s hypotheticul tax burden
However an explamed above. rnimads seldom pay taxes at the Mautory mie due In ofiseis and
credits, and therr actual tox expemes ore much lower than imphied by the statutory rate  Therelore,
(f1ng & Matutury dux sate ra the L.RCS mode! kewds to an overstatement in cach movement ‘s vanable
Ol

Mnbn_{ TDC*-20) iblustrates the impact of the uversiatement of tax recovery mherent in URCS
As shownin Fxiubat_¢ £ DC-20). actual federal taxes booked by CSXT 1n 2005 equaled $220 milhon
bayed on R-] Schedule 210, Line 47 In conimst, the STD » 2005 URCS mphienly included $748
milhon 1w coverthe taney inherent inthe LRCS vanable RUI calculanon  In other words, the URCS
model meluded gver three times the amount of costs necessary W cover CSXT s actunl moome tax
Cypenmw

The eltest of the tax uventatement tn URCS hay a dwrect impact on the calculation of the RSAM
revenue adequacy adjustment faclor At abase level, the S18 uses URCS vanable costs along with
revenie slainiics, W identily the movements 1o include m the R/VC (,, sample group. and the
subsequent Revenue (4  The probiem lies in that the STB hay effectively excluded movements from
the R VU |, semple group, and lowered ity Revenue 4, figure, by overstating tax recovery in s

URCS sanuble cost calvalations 1 or example. assume a movement hus an R/VC mtio of 179
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pereent based on the S | 37y URCS vanable costsas presently calculatied Removing the tax recovery
aversiatemnent from the URCS vanable custs would reduce the denominator in the R7VC mano
calculution and increase the R/VC rano for the mosement sbuve the 180% threshold for inclusion
n the RVC ,, sample proup it 1s hhely thit comecting the URCS varnable costs for this tax
recoven oventatement would merease the number of movements in the R/VC o, sample group. and
thereby increase the lotal Revenue |,

Ans change in the Revenue ,,, has a direct impect on the STB ¢ revenu adequacy adjustment
fagtor since 1n ats simplest form, the adjustment factor 1 equal 1o | plus the RLEV ., ... Sivided by
the Revenue o 1the STB were towiculate CSXT s URCS vanable costs using a pre-tax WACC
tahing into conmderation CSXT s effective tax rate.  mstead ol a statutory tax rate. the sezxe of the
R/vC , uafiia group would be larger and produce n(more accuraie revenue adequacy adjustment

factor

2. Indexing of Wayhil Sampie

CSXT asserts that the 2002 t 2005 revenue and vanable cost data for the comparabic group
provide~ an inconsisient companwn for evaluating the R7VC ratios of the challenged rates, which
were established in 2007 dueto inflatron in ril rates and rilroad operating costs ® To addressthus
allcged mcumistency CSXT proposed three sndeving methods - two related to mdexing revenues
and one for mdexing \anable costs — 1o adjust the comparable group's R/VC matwos CSXT"s first
propused methud for imdexing pror sear revenucs to 2007 levels rehied upon average chemucal

g | 4 (RFY ., - Revenue )
= S CSAT Opeming Mvidence @ 26
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Four-Year
im Sause 1 o Armxm I

) 2) 3 ) 3 ) ™M
1 Bowd RSAM Rauo Lx Parte 47 (Sub-No 1) 286% 9% 9% J00%  2905%
2  Bosrd RVC>100 Lx Parte 347 (Sub-No 2) a8 2391 1% D% 26 0%
3  NTB RSAM Mak-Up Lwe |- Lige2 120 12 126 137 124
4  Shonfull (Afker -Tax) Line 1-Lme2 % 1% 61% % ™
5  C3X1 Shortiall Calculatron Lme4-{1-385%) ¥ % % 9% 104% 2%
6  CSXT Adjusted RSAM Lime 2+ Lane § 3ot -+ 228% 330% Mos 2TE%
7  CSXT Adjusied RSAM Mark-Up Lwe 6- Line2 133 136 143 14 139

" oo o) v

operaions {(before ine taxcs) Sch 210 La 36 47373 WeH2 SILOE 96MTI6 62699
9  Income Tixes On Onhnory Income Sch 210.1n 63 (21.362) (50403) 15220 249418 48168
10 Effecnive Tox Rite Lwme8— [ane 7 A45% <70% 30 B 18%
1} Comected Shortfali Calculouon Lme4- (1 -Linc 10) 4% 5% Q% 8% 60 1%
12 Comested Adpusted RSAM Ime 24 Line 11 % 284% 4% k¥ v, ] 26 1%
13 Comected Adgusiod RSAM Mark-Up Lme i Lwmol 9 I 127 137 126

Srmple avernge of Colmnna (3) 10 (6)
CSX1 coleulnicd on effectrve tax rate of 38 5%, imluding vinie taxes

R
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Iiem Souree

(1} @)
CSX URCS Total Retumn On Investment @17 9% URCS DSPIL13S
CSX URCS Total Return On Investment @12 2% URCS DEPILI3S i/

Provision For Federal [zeome Tax Inchxded In URCS By S1 Linel-Line2

Actual Federal Taxes CSX R-1Sch210 Line 47

Tax Provision Included in URCS By STB In Eacess Of

Actsa! Faxes Pud Line 3 - Line 4

URCS developed without provision of federal income tax

Extuba_(TDC-20)
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2008 CSXT
S

SM1847

$527.502





