
I. INTRODUCTION

My name is Thomas D Crowley I am an economist and the President of L E Peabody &

Associates, Inc , an economic consulting firm that specializes in solving economic, transportation,

marketing, and fuel supply problems I have spent most of my consulting career of over thirty-seven

(37) years evaluating fuel supply issues and railroad operations, including railroad costs, accounting,

prices, financing, cost of capital, capacity and equipment planning issues My assignments in these

matters were commissioned by railroads, producers, and shippers 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 certain issues an sing from

the Surface Transportation Board's ("STB") decision in Ex Parte No 646 (Sub No 2), Simplified

Standards For Rail Rate Cases- Taxes In Revenue Shortfall Allocation Methodology, served June

27,2008 ("646 (Sub-No 2)"} Specifically, 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

Adequacy 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

it be made using a railroad's effective tax rate9

As I discuss in 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, it should use each railroad's effective tax rate
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mstead of the statutory tax rate To do otherwise would over compensate the railroads for costs they

did not incur

My testimony is discussed further below under the following topical headings

II Tax Adjustments To RSAM

HI. Effective Tax Rates
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II. TAX ADJUSTMENTS TO RSAM

As I explained in my Reply VS in El DuPont de Nemours and Co v CSX Transportaton,

Inc, STB Docket Nos 42099,42100, and 42101 (uDuPortf\ the STB's URCS model includes a

vanable return on investment ("ROI") component calculated using 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 in the vanable ROI, which adjusts the cost of equity to allow for a return to common equity

holders from after-tax earnings, 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 in 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>I80

ratios used in the Three Benchmark methodology ("Revenue Adequacy Adjustment Factor")2' by

limiting the size in dollar terms of the captive shipper group ("REV>I80.) Any change in the Rev>)80

has a direct impact on the Revenue Adequacy Adjustment Factor since, in its simplest form, the

adjustment factor is equal to one (1) plus the a railroad's revenue shortfall (or overage) shown in the

STB'sarmiialrevenueadequacydetenninationClREVihort/bve;') dividedbyitsREV>|go
a' IftheSTB

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/VO180 = Revenue Adequacy Adjustment Factor
- Dividing a railroad's RSAM ralio by its Captive Traffic Revenue to Variable Cost Ratio ("R/VC.IM) simplifies

down to the following equation 1+ (REVlhonAnKr •*• REF>lto) = Revenue Adequacy Adjustment Factor
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effective tax rates instead of a statutory tax rate, the size of the REV>in traffic group would most

likely be larger, and produce a more accurate Revenue Adequacy Adjustment Factor

A question raised by the STB in its 646 (Sub-No 2) decision is whether the treatment of taxes

in the URCS model makes adjustments to the RSAM, and subsequently the Revenue Adequacy

Adjustment Factor, unnecessary9 -'

To fully answer this 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 ox, the
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vanable ROI calculated under each method to quantify URCS's over recovery of taxes for each

rajlroad Finally. I divided this difference by each railroad's total URCS variable costs to determine

the overstatement as a percentage of total costs

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

2003.

UKCS Over-Statement Of Variable Cost As
A Percentage Of Total Costs - 2000 to 2003

2001 2002 2003
(3) (4) (5)

1 BNSF Railway Company

2 CSX Transportation

3 Grand Trunk Corporation

40% 47% 47%

62% 48% 53% 63%

12% 63% 159% 84%

75% 72% 45%

29%

4 Kansas City Southein
Railway Company

5 Norfolk Southern
Combined Subsidiaries

6 Soo Line Railroad
Company 70% 60% 40%

7 Union Pacific Railroad 41% 44%

Source Exhibit No 2

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

its use of the statutory tax rate These overstatements range between 1 2 percent and 15 9 percent
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I next used the average overstatement in URCS for each railroad shown in Table 1 to estimate

the magnitude of the understatement in each railroad's average R/VC for each year As the STB

explained in its 646 (Sub-No 2) decision, an over-statement in URCS variable costs will lead to an

under-statement in the R/VC for each movement - Under-stated R/VC will subsequently lead to an

under-statement in the dollar value of the REV>IM which has a direct impact on the Revenue

Adequacy Adjustment Factor

To estimate the size of the understatement on the average R/VC for each railroad, I utilized

REV>IM and VC>I80 data from the STB's 347 Sub-No 2 RSAM workpapers, and the percentage
i

over-statement in URCS variable costs from Table 1 above Specifically, for each railroad and each

year 2000 through 2003,1 adjusted the VC>IW to remove the impact of the over-statement in URCS

due to the over-recovery of taxes, and calculated an adjusted R/VC»|M using each railroad's Rev>180

and adjusted VC>I80 I then found the difference between each railroad's R/VC>I80 calculated with

variable costs using a statutory tax rate and its adjusted R/VC>IM based on each railroad's effective

tax rate I assumed for this analysis that the difference between the two R/VC>,80 calculations for

each railroads is reflective of the difference in R/VC for every movement on that particular railroad

for that year - Table 2 below contains the estimated differences in R/VC>]go calculated using URCS

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

11 See 646 (Sub-No 2) at 3
- For example, if the difference between the R/VC>IU and the revised R/VClltt is 9 percentage points, I assume all

R/VC for that railroad in that year are overstated by 9 percent Therefore, if a movement has an R/VC of 171
percent using the statutory URCS variable costs, it will have an R/VC of 180 percent using an URCS variable costs
calculated with the railroad's effective tax rate
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Table 2

Estimated Differences In R/VC..« - 2000 to 2003

Railroad

(1)

1 BNSF Railway Company

2 CSX Transportation

3 Grand Trunk Corporation

4 Kansas City Southern
Railway Company

5 Norfolk Southern
Combined Subsidiaries

6 Soo Line Railroad
Company

7 Union Pacific Railroad

Source Exhibit No 3

2000

(2)

8%

16%

3%

26%

4%

13%

13%

2001

(3)

10%

12%

18%

21%

5%

17%

10%

2002

(4)

12%

13%

51%

20%

8%

14%

11%

2003

(5)

11%

16%

22%

13%

7%

9%

10%

As I show in Table 2 above, the differences in R/VC>im 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, I utilized the differences m the R/VC>]go ratios discussed above, along with data from the

STB's 347 (Sub-No 2) workpapers, to estimate the additional R£V>1SO for each carrier assuming

URCS variable 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 in the

middle category, i e, R/VC between 100% and 180%, had a uniform distribution In other words,

revenues were evenly distributed across the R/VC range Combining this assumption along with

the estimated difference in R/VC due to the over recovery of taxes m the URCS variable costs, I was

able to estimate the amount of revenue that would shift from the R/VC 100-180 percent category to

the R£V>tso group, assuming URCS were calculated using effective tax rates in lieu of statutory tax

rates

This estimate of a revised R£V>IBO allowed me to test the impact on the Revenue Adequacy

Adjustment Factor assuming a correction in URCS variable costs and the incorporation of a tax

adjustment to the REVJhorttoveniHe Using unadjusted REV^^^,^ and unadjusted REV>IM , I

calculated the Revenue Adequacy Adjustment Factor for each railroad for 2000 through 2003 - I

then calculated a revised Revenue Adequacy Adjustment Factor for each railroad over the same time

period using the adjusted R£V>1M} discussed above and a REV^^/o^^ adjusted 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

-' In a few limited cases in 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 contained in the STB's December 20,2007 347 (Sub-No 2) decision, in which the
STB calculated RSAM under the new Ex Paie 646 procedures These differences appear in 2002 for the CN/GT W
and for CP/SOO, and in 2003 for CP/SOO 1 attribute these differences to changes the STB made m the underlying
waybill sample data, which 1 believe do not materially impact this analysis
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Table3

Comparisons of Revenue Adcouacv Adlustment Factors - 2000 to 2003

2000

Railroad

(1)

1 BNSF Railway Company

2 CSX Transportation

3 Grand Trunk Corporation

4 Kansas City Southern
Railway Company

S Norfolk Southern
Combined Subsidiaries

6 Soo Line Railroad
Company

7 Union Pacific Railroad

Source Exhibit No 4

Unadi

(2)

117%

130%

146%

140%

128%

206%

135%

Adi
(3)

116%

121%

160%

111%

135%

173%

125%

2001

Unadi

(4)

128%

126%

140%

134%

109%

196%

120%

Adi

(5)

125%

121%

129%

113%

110%

158%

117%

2002

Unadi

(6)

131%

121%

207%

125%

102%

142%

106%

Adi

(7)

124%

116%

132%

112%

103%

135%

106%

2003

Unadi

(8)

121%

123%

145%

144%

101%

130%

112%

Adi

(9)

118%

115%

133%

134%

101%

127%

111%

As Table 3 above shows, in almost all instances, the Revenue Adequacy Adjustment Factor

revised to account for the overstatement in URCS costs and for taxes on the REV^^^^ is lower

than or equal to the unadjusted Revenue Adequacy Adjustment Factor

As I indicated above, a true test of the impact of taxes on the Revenue Adequacy Adjustment

Factor would require 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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III. 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 is calculated to address

a flaw m that calculation Under the STB's revised RSAM formula, the STB uses its confidential

Carload Waybill Sample to estimate the REV>180 and the VC>IM and REV ,̂,̂ ^ from its annual

revenue adequacy determination to estimate each railroad's RSAM The STB's revised RSAM

formula is a follows

RSAM - (REV>IM + REV,^) - VC

lnDuPont,CSX Transportation, Inc ("CSXT") asserted that the STB's RSAM calculation was

flawed J* CSXT claimed that the STB's Ex Parte 646 RSAM procedures should have adjusted the

REV 5^0^ component of the RSAM ratio to account for income taxes attributable to the additional

revenue required to make a railroad revenue adequate Specifically, CSXT believed the correct

procedure for developing the Revenue Adequacy Adjustment Factor required dividing the difference

between the RSAM and R/VC >I80 ratios by one less the railroad's statutory federal and state income

tax rates, and adding the resultant quotient to the R/VC >IU ratio — According to CSXT, this

J See 646 (Sub-No 2) at 2
— CSXT's logic was that the REV ,&.,<»* component in the RSAM ratio is calculated based on after-tax earnings,

and a straight application of the component to the R/VC >]to ratio, which is based on pre-tax revenues, would leave
a railroad below a revenue adequate level
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adjustment produces a tax-adjusted RSAM ratio, and tax adjusted Revenue Adequacy Adjustment

Factor &

To address CSXTs claims in DuPont regarding the need to adjust the RSAM ratio for taxes,

the STB, in its 646 (Sub-No 2) decision, asked the parties to address the issue that if a tax

adjustment to the RSAM calculation is appropriate, should the adjustment be based on a statutory,

an effective or a marginal tax rate9—

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

simple fact that railroad tax payments are significantly different than taxes due under a straight

application of statutory rates Moieover, raihoad 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 shift

in railroad investment patterns Therefore, any adjustment of the RSAM calculations using statutory

tax rates will provide a windfall for the railroads

A EFFECTIVE, MARGINAL
AND STATUTORY
TAX RATES

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 is the amount of tax an

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

— CSXT's proposed process of adjusting for taxes by dividing the difference in the RSAM and R/VC >IU is
mathematically equivalent to adjusting the REVi!lontolwI4tB for taxes

**' See 646fSub-No 2Jat3
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the tax base Class I railroad R-l 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 &

Table 4

Class 1 Railroad Effective Tax Rates - 2002 to 2007

1

2

3

4

5

6

7

Railroad
(1)

BNSF Railway Company

CSX Transportation

Grand Trunk Corporation

Kansas City Southern
Railway Company

Norfolk Southern
Combined Subsidiaries

Soo Line Railroad
Company

Union Pacific Railroad

2QOQ
(2)

139%

(194%)

283%

(999%)

251%

(33%)

25%

2001
(3)

161%

(33%)

(1 1 6%)

(45 9%)

206%

29%

106%

2002
(4)

75%

(45%)

(55 3%)

(37 0%)

121%

74%

91%

2003
(5)

64%

(23 6%)

38%

00%

106%

105%

1213%

2004
(6)

207%

20%

(30%)

204%

128%

21 1%

(95%)

2005
(7)

274%

229%

203%

(145%)

227%

27%

229%

2006
(8)

250%

253%

221%

132%

266%

184%

277%

2007
(8)

270%

236%

182%

00%

251%

168%

261%

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

m Federal taxes than would be expected if a straight application of the Federal 35% statutory rate

were applied What is especially striking is in 2007, during a year in which the railroads earned

record profits as part of their euphemistically named '"railroad renaissance," not one railroad was

— I have calculated the effective Federal tax rate since it is applicable to each railroad and easily comparable to the
Federal statutory rate of 35%
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withm eight (8) percentage points of the statutory 35% Federal Tax rate Moreover, several

railroads 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 it is clear that railroads1 effective tax rates are below the statutory level, it is unclear that

their marginal tax rates are also below statutory levels, since its not possible to calculate their

effective marginal tax rates with the information filed with the STB A marginal tax rate is the tax

rate that applies to the last dollar of the tax base, and often applied to the change in tax obligations

as income rises In this instance, the REV lhontover dollars added to the Revenue^ while holding ail

else constant, would be considered marginal revenue In the DuPont cases, CSXT assumed that this

revenue would be taxed at the statutory rate However, it is not possible to calculate the actual impact

of taxes on this additional revenue with generally available financial data Rather, to effectively

calculate 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

determined

If the STB were to accept the argument that the R£V)hanA)m component of the RSAM ratio

required a tax adjustment, the only logical tax rate to use for the adjustment based upon publicly

venfiable information is 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 STB were to make a tax adjustment to the RSAM ratio, the adjustment should be made

based upon each individual railroad'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 effective tax rate differed

from the industry average If, for example, a railroad's effective tax rate were below the industry

average effective tax rate, the use of the industry average rate m 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/VG,IIO for each railroad using railroad specific data There

is 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 STATUTORY TAX RATE
INSTEAD OF AN EFFECTIVE
TAX RATE

There are a number of factors that can drive a firm's effective tax ratee c
(a) Tj
08000 Tc
(r) Tj
-0.1695 faustre tae
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Rebuttal Evidence in the DuPont cases - Of these factors, the one with the greatest impact across

all the Class I Railroads is deferred income taxes

Deferred taxes result because there is a difference between what a company can deduct for tax

accounting purposes and what it can deduct for financial accounting purposes This difference in

tax and financial accounting results m a difference between a company's taxable income and income

before taxes To reflect this difference in financial and tax accounting treatment of taxes, companies

record the difference on their Balance Sheets as a non-current or long-term liability As such, the

amounts included in this liability are not expected to be paid in the current accounting period

Transactions that most often result in deferred taxes are investments in depreciable capital

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 earlier years of an asset's life 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 liability caused by the tax savings

resulting from MACRS may or may not be realized during any given year, which makes the deferred

status appropriate

The position that statutory tax rates should always be used since the impact of deferred taxes

is only a timing issue ignores the capital intensive nature of the railroad industry Deferred taxes are

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

— See, for example, CSXT's Rebuttal Evidence m 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 railroad's accounting and IRS based tax liabilities

The amount of deferred tax liability recognized in a railroad's Balance Sheet will only become

payable when the railroad substantially lowers its level of capital investment or ceases to invest in

its plant for a number of years As long as railroads continue to invest in capital assets at reasonably

stable levels, they will continue to incur deferred tax liabilities that will lower tbeir effective tax

rates Unless the management of the Class I railroads change their investment philosophy of

upgrading and improving the railroad's infrastructure in future years, a similar level of deferred tax

credits can be expected to occur in the future

The Class I railroads have repeatedly stated that they expect to invest even more in the future

in their physical plant infrastructure This continued investment will produce additional deferred tax

liabilities 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 penod when the revenue was earned This does not mean, though,

that this additional revenue has no impact on future tax liabilities and future effective tax rates A

railroad's taxes are based on impacts of revenues and costs from multiple years. The revenues

received as a result of the RSAM calculation will be used to some extent by a railroad's management
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for capital investment in depreciable assets which in turn will generate tax credits that will protect

a portion of future railroad revenues from income taxes. IRS rules on depreciation will generate

extensive tax benefits to a railroad for capital investments made using the additional revenues

attributable to the RS AM adjustment Simply stated, any revenues received from the RS AM revenue

adjustment can be expected to be used on additional capital 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 railroad will garner the benefits of reduced actual tax payments in future years through the

capital investments made with RSAM derived revenues

The STB's RSAM procedure recognizes the short-comings of basing rate calculations on a

single year, which is evidenced by its incorporation of a four year rolling average in RSAM

calculations The issues of after-tax revenues, capital investments and actual tax liabilities 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 in the future through the inclusion of accelerated depreciation This in turn will

reduce a railroad's actual taxes paid in 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 in a lump-sum whole
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The STB recognizes the differences that result between its accounting regulations and those of

the IRS in regard to income before taxes and taxable income through the inclusion of deferred

income tax liabilities on a railroad's Balance Sheet To increase the RSAM revenues by the statutory

tax rate gives railroads a double windfall First, the railroads will receive 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 pan of the railroad's total operating

revenues Second, the portion of the RSAM revenues that is used for capital investments in

depreciable assets will generate future tax credits that will reduce the actual taxes paid by the railroad

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 a windfall to the railroad if the RSAM adjustment factor is calculated using a statutory tax

rate
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STATEMENT OF QUALIFICATIONS

My name is Thomas D Crowley I am an economist and President of the economic

consulting firm of L E Peabody & Associates, Inc The firm's offices are located at 1501 Duke

Street, Suite 200, Alexandria. Virginia 22314, and 10445 N Oracle Road, Suite 151, Tucson,

Arizona 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 in transportation at George Washington

University in Washington, D C I spent three years in the United 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 Railway Engineering and Mamtenance-of-Way Association

The firm of L E Peabody & Associates, Inc specializes in analyzing matters related to the

rail transportation of coal As a result of my extensive economic consulting practice since 1971

and my participating in 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 familiarity

extends to subjects of railroad service, costs and profitability, railroad capacity, railroad traffic

pnontization 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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STATEMENT OF QUALIFICATIONS

As an economic consultant, I have organized 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 in include organizing and directing traffic,

operational and cost analyses in connection with multiple car movements, unit train operations for

coal and other commodities, freight forwarder facilities, TOFC/COFC rail facilities, 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 in

the normal course of business

Additionally, I have inspected and studied both railroad terminal and line-haul facilities used

in handling various commodities, and in particular unit tram coal movements from coal mine

origins in the Powder River Basin and in Colorado to various utility destinations m the eastern,

mid-western and western portions of the United States and from the Eastern coal fields to various

destinations in the Mid-Atlantic, 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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STATEMENT OF QUALIFICATIONS

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

utility companies My responsibilities in these undertakings included the analyses of rail routes,

rail operations and an assessment of the relative efficiency and costs of railroad operations over

those routes I have also analyzed and made recommendations regarding the acquisition of

railcars according to the specific needs of various coal shippers The results of these analyses

have been employed in order to assist shippers in the development 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, litigation 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 utilizing the various formulas

employed by the Interstate Commerce Commission ("ICC") and the Surface Transportation Board

("STB") for the development of variable costs for common carriers, with particular emphasis on

the basis and use of the Uniform Railroad Costing System ("URCS") and its predecessor. Rail
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STATEMENT OF QUALIFICATIONS

Form A I have utilized URCS/Rail form A costing principles since the beginning of my career

with L £ Peabody & Associates Inc in 1971

I 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 variable cost of service calculations, rail traffic and

operating patterns, fuel supply economics, contract interpretations, 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 United States, Committee on Transportation and Infrastructure on the status of

rail competition in the western United States I have also presented expert testimony in a number

of court and arbitration proceedings concerning the level of rates, rate adjustment procedures,

service, capacity, costing, rail 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 into transportation contracts with shippers, I have been actively involved in negotiating

transportation contracts on behalf of coal shippers. Specifically, I have advised utilities

concerning coal transportation rates based on market conditions and carrier competition,

movement specific service commitments, specific cost-based rate adjustment provisions, contract
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»F QUALIFICATIONS

reopeners that recognize 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 in 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

1 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

associations, including American Paper Institute, American Petroleum Institute, 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 in solving various transportation-related problems

In the two Western rail mergers that resulted in the creation of the present BNSF Railway

Company and Union Pacific Railroad Company and in the acquisition of Conrail by Norfolk

Southern Railway Company and CSX Transportation, Inc, I reviewed the raiheads' applications
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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 in various proceedings involved with the division of through rail rates

For example, I participated in ICC Docket No. 35585, Akron. Canton & Younestown Railroad

Company, etal v Aberdeen and Rockfish Railroad Company, etal which was a complaint filed

by the northern and mid-western rail lines to change the primary north-south divisions I was

personally involved in all traffic, operating and cost aspects of this proceeding on behalf of the

northern and mid-western rail lines. I was the lead witness on behalf of the Long Island Rail

Road in ICC Docket No 36874, Notice of Intent to File Division Complaint bv the Lone Island

Rail Road Company



Railroad Over-Recovery Of Taxes In URCS
(All Dollars in OOO'a)

Exhibit No 2
Page I of I

Railroad

(1)

Total URCS
Variable Cost
At Statutory
Tax Rate I/

(2)

Variable ROI
At Statutory
Tax Rate 2/

(3)

Variable ROI
At Railroad

Specific Effective
Tax Rates 3/

(4)

Over-
Recovery

Of Taxes 4/
(5)

Over -Recovery
As a % of

Total URCS
Variable Costs 57

(6)

2000
1
2
3
4
5
6
7

BNSF
CSX
CN/GTW/1C 6/
KCS
NS
CP/SOO
UP

S6.649.3S7
S4.698.669

$755,885
$355,867

$5,016,179
$395,933

S7.967.I80

$1,317,967
£839.313
$136,194
$63,304

$753,174
$83,861

$1,665,877

$1,089,520
$548,350
$126,840

$30,709
$667,707
$60,380

$1,243,356

5228,447
3290,963

59,354
532,595
585,467
523,481

5422,521

34%
62%
12%
92%
17%
59%
53%

2001
8 BNSF
9 CSX
10 CN/GTW/IC6/
11 KCS
12 NS
13 CP/SOO
14 UP

20JT2
15 BNSF
16 CSX
17 CN/GTW
18 KCS
19 NS
20 CP/SOO
21 UP

2003
22 BNSF
23 CSX
24 CN/GTW
25 KCS
26 NS
27 CP/SOO
28 UP

$6,954,013
$4,917,609
$630,656
$388,382

$4.615,590
$406,049

$7,982,879

$6.772,385
$4,677,276
$1.055,130
$385,068

$4,478,055
$390,864

$7.874.687

$7.057,936
$4,938,274
51,133.842
$408,302

54,678,575
$422,977

58,316,739

SI,319,353
$804,234
$118,526
565,836
5630,209
$91,987

$1,540,193

$1,287.230
5792,545
S354.176
$64,622
5620,907
581,992

51,491,212

51,284,422
$779,742
$349,404
$63,083
$606,751
$74,536

$1,493.912

51,039,437
$570,379
$79,019
536,887
5540,817
$63.423

51.212,493

$967,772
$543,792
$186,136
$36,792
$489,475
$58,644

$1,142,900

$956,074
$469,018
5253.731
544,585
5469,890
$57,724

$1,168,172

5279,916
5233,855
539,507
528,949
589,392
528,564
$327,700

$319,458
$248,753
5168,040
527,830
5131,432
523,348
5348,312

$328,348
$310,724
$95,673
$18,498
$136,861
$16,812

$325.740

40%
48%
63%
75%
19%
70%
4 1%

47%
53%
159%
72%
29%
60%
44%

47%
63%
84%
45%
29%
40%
39%

!/ URCS Table D8. Line 614 for each railroad
2/ URCS Table D8, Line 603 + Line 606 for each railroad
3/ URCS Table D8, Line 603 + Line 606 using each railroad's effective Federal tax rate for the year
41 Column (3) - Column (4)
SI Column (5) - Column (2)
6/ Reflects a combined GTW and 1C for 2000 and 2001 only
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10
11
12

13
14
IS

16
17
18

19
20
21

Item
(I)

2000
1 Income (Loss) from Conti
2 Federal Income Taxes 2/
3 Effective Tux Rule 3/

2001
4 Income (Loss) from Conti
5 Federal Income Taxes 2/
ft Effective Tax Rate 3/

2002
7 Income (Loss) from Conti
8 Federal Income Tuxes 2/
9 Effective Tux Rate 3y

2003
Income (Loss) from Conn
Federal Income Taxes 2/
Effective Tax Rate 3/

2004
Income (Loss) from Conti
Federal Income Taxes 2/
Effective Tax Rate 3/

2005
Income (Loss) from Conti
federal Income Taxes 2/
Effective Tax Rate 37

2006
Income (Loss) from Conti
Federal Income Taxes 2/
Effective Tax Rate 3/

2007
22 Income (Loss) from Conti
23 Federal Income Taxes 21
24 Effective Tax Rate 3/

Class I Railroad Effective Federal Tax Rates -

I Operations I/

j Operations i/

g Operations I/

I Operations \l

1 Operations V

1 Operations I/

I Operations 11

\ Operations I/

BNSF
(2)

11,81 1,713
1288,319

159%

SI .550,1 11
£249,597

161%

11,531,115
SI 14.672

75%

51,520,484
$96,843

64%

SI. 562.569
$323,745

207%

S2.789.258
$762,945

274%

$3,476,342
$869,232

250%

$3,509,311
$948,305

270%

CSX
(3)

$170,135
($32,934)

-194%

$324,162
($10,588)

-33%

$479,373
(521,488)

-45%

$223,439
($52,704)

-236%

$511,043
$10,092

20%

$962,736
$220345

229%

SI, 464,780
$370.403

253%

$1,600,811
$378,485

236%

CN/CTW
(4)

$177,555
$50,318

283%

$174,508
($20,307)

-116%

$39.738
($21,990)

-553%

$113,278
$4,303

38%

$274,009
($8,154)

-30%

$469,604
$95,513

203%

$668,186
$147,439

221%

$675,516
$122.811

182%

2000 to 2007

KCS
(5)

$28,408
($28385)

-999%

$45,519
($20,890)

-459%

$69,752
($25,828)

-370%

S26.647
$0

00%

$73,133
$14,942

204%

$14,299
($2,079)
-145%

$104,619
$1,376

13%

$103,191
$0

00%

KS
(6)

$277,552
$69,725

251%

$535,576
$110,485

206%

$700,202
$84.794

121%

$503,461
$53,483

106%

$1,147.620
$147,137

128%

$1,412.758
$320,984

227%

J 1,846,273
$490,190

266%

$1.916,142
$480,475

251%

Exhibit No 5
Page 1 of 1

CP/SOO UP
(7) (8)

$46,543
($1,556)

-33%

$71,465
$2,087

29%

$90,932
$6,726

74%

$74,671
$7,838

105%

$18,528
$3,909

21 1%

$125,391
$3,317

26%

$181,585
$33,460

184%

$219.146
$36,734

168%

SI ,4 19,663
$36,192

25%

$1,653,148
$174,464

106%

$2.113,228
$192,960

91%

SI, 71 5, 167
$208,064

121%

$823,088
($78,461)

-95%

$1,366,931
$313,447

229%

$2.383,316
$659,738

277%

$2.881305
5751,638

261%

i/ Annual Report Form R-l, Schedule 210 Line 46 (b)
y Annual Report Form R-l, Schedule 210 Line 47 (b)
3/ Income (Loss) from Continuing Operations + Federal Income Taxes

Source R-l Reports from STB's website
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VL "OTHER RELEVANT FACTORS"

CSXT has made two adjustments to die maximum R/VC ratios produced by applying the

Board's formula to CSXTs initial comparison group One adjustment is to coned an alleged

eirorintbeBoanfsRSAMcalcuIaUonandUteotheristoacljusttficiWCn^osoflhe

comparable truffle to 2007 "market" levels Although CSXT docs not consider these adjustments

10 be "other relevant factors," it concedes that its evidence migh
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I. CSXT does dot pay the rtatulyv tax rife

CSXTs adjustment of the RSAM for taxes wrongly assumes that CSXT pays the

statutory tax me. when its effective tax rate is much lower This error causes a substantial and

unjiBbfied increase in the expansion ratio (the Factor resulting rromdividmg the RSAM by the

R/VC>180) from 124 to 1.38 CSXTOp Ev.at26 Tnus. CSXT has vastly overstated the

impact of the alleged flaw

fhc effective tax rale is the amount of tax paid when all other government tax offsets or

payments are applied, divided by the tax base Factors such as deferred income taxes, tax-loss

carry-forwards and carry-backs, and governmental tax credits can dnvc the effective tax rate well

below the staluuxy rate. g o v e r n T w 
 9  the t2616 Tgove0 Tc
(e)Tj
-1.033 Tw
99.o913 Tz
-0427 Tc
( effectiv) 770 Tc
(eexcept Tj
-0.270 Tw
105.115 T( TnTc
( g1-0.798c
(eDuPoTj
0.044 Tw
101.057 Tz
-30616 Tgov77nTw
9) witn Tj
0.015 Tw
-0.5000 0.000 0.000 rg
97.560 485.280 Td
0.000 Tw
3( d00 Tz
/F4 11.200 Tf
0 Ts
-0.956 Tc
(impac) Tj
070.000 TTj
0.Tj
ie) Tj
-1.21469 Tz
-06803 Tc
3.46 Tj
0.000) Tj
0.0showj
-0.607 Tw
-0.665 Tc
( t6 11.200914 5) Tj
0.000 Tc
(c) Tj
-0.223 Tw
-0.i65 Tc
( 8626 Tc
( rate) Tj
054000 Tc
(p) j
-0.607 Tw
-0.665 Tc
( 34x-los) TTj
0.000 Tc
(e) Tj
-1.133 Tw
101.057 Tz
-0121 Tc
( 0romdividm)0.000 Tc Tj
-0.044 Tw
89.885 Tz
-01h) Tj

( 0 Twstate) T0 Tc
(e)) Tj
ie) Tj
-1.214103 Tz
-0.558 Tc
( 31omdividm493 Tc
(l) Tj
-0.753 Tw
110.300 Tz
-45221 Tc
( wel) Tj
0.000 Tc
(l) Tj
ET
BT
3 Tr
0.000 0.
-01h03 Tc
( government87.000 Tcw) Tj
0.542 Tw
100.471 Tz
-0371 Tc
( 0romdividm)0.000 Tc Tj
-0.278 Tw
97.103 Tz-0.726 Tc
( rate) Tj
0) Tj
0.00Tc
(y) Tj
-0.119 Tw
102.216 Tz
-7732 Tc
( 189wstate) T0 Tc
(e) increas
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any adjustment u necessary or appropriate for the reasons given in the next two MCUons, if the

Board decides to make any adjustment, it should rely upon CSXTs effective tax rate, not Us

statutory tax rate

2. URCS ovtfitates the necessary recovery of t***s to achieve
adannacT

DuPont bcheves that no adjustment to RSAM is necessary because URCS overstates the

tax component in variable costs by using the statutory tax rate URCS includes a variable return

on investment ("ROD component calculated using a pre-tax weighted-average cost of capital

(UWACCH) based on the federal statutory tax rate of 35 percent, which explicitly adds variable

costs Co each movement to cover the railroad's hypothetical tax burden Crawtey Reply V S at

36 However, as explained above, actual tax expenses are much lower than the statutory rate due

to offsets and credits

For example, as demonstrated in the preceding section, CSXTs effective lax rate is much

lower than its statutory tax fate Taking 2005 as an example, Mr Crowlcy shows that CSXT

booked $220 million in federal taxes, but URCS implicitly included S748 million to cover taxes

inherent m the variable return on mvcstment calculation Af.hx TDC-20 Inotherwotds,

URCS included taxes that were more than three times CSXTs actual income tax cxpcme.

This impacts the RSAM revenue adequacy adjustment fector because the Board uses

URCS variable costs, along with revenue statistics, to idnrtifyntovcmcnts to include in the R/VC

>180 sample group and the resulting Revenue >180 calculation By overrating variable costs,

URCS effectively excludes movements from the R/VO 1 80 sample group, which lowers the

Rcvenue>] 80 figure Correcting the URCS variable costs lor this tax recovery ovraiaiemcm, by

using CSXTs effective lax rale, would increase the number of movements in the R/VO 1 80

35
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sample group, and thereby increase the total RevenuOlSO Met 36-37 This would produce a

more accurate revenue adequacy adjustment feeler

3m Thfa proct tding fa an Inappropriate fon"^ to chf "go the RSAM

The Board revised the RSAM in Simplified Standards, after an extensive period for

public notice and comment During four rounds or comments and a public hearing, neither

CSXT nor any oiher party identified the alleged flow that CSXTurgei the Board to correct m

this proceeding It would be inappropriate for the Board to use this proceeding between just

CSXT and DuPonl to change die RSAM methodology that was thoroughly vetted in a notice and

comment rulcmakmg proceeding

As DuPonl has demonstrated above, there are a multitude of countervailing factors thai

must be considered before declaring the existence of a flaw in the RSAM methodology and

precisely how ID fix such a flaw DuPonl believes then is no flaw, because there is in fact no

iinder-recovery of actual taxes If anyihiiuj. DuPctrt believes tora

and the resulting revenue shortfall Moreover, even if there is a flaw, the fix is to use the

effective, not the statutory, lax rate The Board, however, should not determine the existence of

a flaw within the iwow confines of this proceeding Rather, the Board should apply the RSAM

that it adopted after extensive public nonce and comment and direct CSXT to raise the alleged

flaw in a petition to reopen Simplified Standards

B. CSXTi "Market" Adlnitmcnt li Neither Nicesiarv Nor Apnropriate

CSX r alleges that the cost and revenue data associated wiu movements ftom me 2002-

2005 Waybill Samples "does not provide a comparable basis for evaluating the R/VC ratios of

the challenged rates, which were established in mid-2007 .." CSXT Op Ev at 26 Therefore,

CSXT attempts to adjust the revenues and costs of every comparable movement to 2007 levels m

order to "account for the significant market changes and dynamics and railroad cost inflation for

36
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IV. OTHER RELEVANT FACTORS

In this section at m\ Reply VS. I first rc\ lew and ermque the other relexant factor* included by

CSXT in ito opening evidence I hen I quantity and appl) DuPom'i other relevant factors to the

issue mwemcntft bated upon DuPom's• final nfler" comparable group* The results ot my other

relevant factor anal} so* arc wmmanad below under the lolluviing headings

•\ CSX1 *Othci Relcvam 1 actors

B .\pplieotion of DuPnnt't Other Relevant Factors

A. C.SXTS OTHER RELEVANT FACTORM
M\ diMussran ol C*SXT » other relevant tarton addmses the two facton developed h> CSXT

in npeninji i e (1) M udiwtmenl lo RSAM Rauo. and (2) indeMnft ol Waybill Sample vunabk

LOSlsdndicwnues

I. Adjustment to

In December 3)07. the SI U puhhshetl the result* of Us KSAM ond K/VC ,D calculoumu Tor

CSXf ^ liabcdonlhcSTB'iRSAMamlR/VC m ratio calculations foi 2002 to 2005 the overage

ninrk-upfuctordc\dopedb>divu!ingthcRSAMnrtiobyuwR/VC lv raliouquali I 24 Una mark-

up loeicu is applied to movement* in the eomporoble group

SJM N.M.ftvii ihiuhlin^ wvcd D*u.inbir 11 2007mdronKUdUaceinber20 2007
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C SX1 *iaiei thai n uwd Ibc STB i RSAM and R/VC ,„ Hgurw, lo calculate ibe required mark-

up raiiub bui made an adjustment (o \\\ lalculauom to accoum for on alleged (law in the STD'a

methodology a I SX1 am-iu that UK S FB> Simplified SlundanUiimiMdurw should have adiusled

the RCVj^ „. componera of IDC RSAM ralio to account lor income Uivcs atinbuloWe lo the

oJihtwnalrevcnuciwccWlbrCSXTlobccfeemcdicvcnucnd^ Specifically. CSXT believes

the correct pniccdare for developing the mark-up factor » u> divide the difference between the

RSAM and R/VC |HlMDi>shyonclc»thcrailroadm»Matuior> Icderel and state income tax rates, and

jdd the icbultani ijuoiiem 10 the R'VC (l ratio * According to CSXT. this would produce a lax-

adiusted RSAM luiio. and a resultant tax-adjuhtcd mark-up factor

fhcie are i»o pninmy problems with CSX 1 '< RSAM adiihuncM I'iM, CSXT OMumei that

ihc addiuanal ns\enue bum the K1£VM Mrcaltiulaiion would be uxeJ at CSX f k *iatutui> tax
i

idlcfc \Mihoulon\5iippontornsoshiimptwn Second, the vnnablecoilsuicdioailciilatc the RSAM

and R/VC' tm ratios are already overstated due to an over recovery of income laxet which

umlersum the bue of the R/VC ,H iratlte and artificially incrcaMb the revenue adequvy

racuw I address the&e two u*ue* below

•̂  LSXI s log* i« dut ihe RCV,M „, umipmienl m ihi RSAM ratio A calculated buni on afterux cminBi.
DmtjNtnnflH application otitwcoraponeai loihe R/VC IMwn whch n band on pnMin mcmn wuuU
have • nilraad bdow 4 revenue dckquric Inri
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H. Sfatutoi} Tai Rates
Verm Effective T»i Rate*

C SXI \ assertion that pomes should ad|UM the RtVJ(-1 mu component of the KSAM ratio at

CSX I "s sunuuir} federal and wile tax iMn ignores the tact that CSX1 > income UK expenses do

mx icflixi a straight application ol the statutory lax rates Simpl> slated. CSXT s effective lax me

is significant!} different than the Matulory lax rue

1 he ell ecu \ c tax rate is the amount ol lax an individual or firm pays when all other novcmmem

uxoiTwisorpa)meni<iare applied otadedb) the lax base CSXT » Annual ReponFurmR-1 data

clcorlv show • that the railroad s cfteetive tax rale does not equal combined federal and state suautoiy

rattt us assumed b> CSXT One can dntincil> we this rod in looking at CSXTs Form R-1 data

In 2WH CSXT rcciirded S297 million in income Iran umunuing opcratrorai before loxn, but

honked .1 tax bvnefil mil a tax expense, ol $50 million u In other words CSXTs net railway

operating income intredsed due in lax benefib Thu was not an ibuldtcd situation CSX T booked a

uxbcnefiiiifSZl 5 imllK>ain20X)2whik|̂ T»eniiingricarl>S500 million in inwmwfr^

upcuuons a In sum between 2002 and 2005 CSXTs clfeetive lax rates were well below the

Mmatun sundardft in «aeh >enr

Theie an* a number of Item* thai can dnvt a fimi's effective tax rnicwdlbdtmiisstaiutory

ux nue I hew include but are not limited to. the impact of deferred income taxes, lux-losa

cdn7loivvaidsai»dam>baeUandBo\xmnneinaltaxcTediu CSXTsrormR-l data lor 2003 does

not indicate the reason lor the large lax credit booked by CSXT. but the simple foci is that a

!} that i'SXI i* mil pa>mg taxes at a siaiuton level

J SeetSXl2u03fonnR-] Schedule210 l.iiM<lft«id*J
^ See C&VT2002 Farm R-1 Schedule 2111. Ijm-MmJ63
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Whik n is clear tlui CSXT'i a\crage effective tax rate u below the statutory level, n u unclear

thai CSX 1 & marginal tax rote it also below ihe tutulor> Icicl. wice il w not possible to verify

CSUfl "s cRecii ve marginal lax rate with the available information A marginal tax rale is the lax me

that dpphn (n Uw last dollai of ihc tax base, and often applied to ihe change in tax obligations as

income ine* In this inbuncc. the REV^^ doHan added to Ihe Revenue ,„ while holding all

iithcroperaiinu,cxpeiun constant would be considered marginal revenue CSXI assumes ihatthu

revenue would be taxed ai the Jrtatutoi> rote However, it is not possible lo calculate ihe actual

impact of mo on thb addihonol revenue wnb data in the rueord. or with publicly available CSXT

financial data Rather to efTecmely calculate Ihu impact ot the additional ie\enuc would require

ucompLntfsetoiC^XTincimwta\returnjibrthc2002to2005nnKpcnod Without this data, one

bonnot trul> oVtomine the tax impact, it an>, of the addnumal revenue

C S\ I simphsticall> absumev Uwt the additional revenue contributed by ihe RFV^ „„ figure

would he taxed at a statutory level CSXT has clearly provided no support lor this assumption in Ihe

record ol thu» id* If the STB were to otxept CRX l"s argument thai the RCVj^,^. eompoaem of

ihc RSAM raiM requucd a tax odiiulmeM. the only logKol ux raur to u*c for the aujustmcnt is

CKXI \ eltective tax rate for each >ear Hie use ofCSXI > effective lax rate reflects the fact that

CSX1 docs not incur lax expense* at the iiiiiuur) rate, and would thcrelore provide an adiubtmcm

lonhisicnt with CSXT » actual lax ponuon LxhibitjTDC-19) contains a leslatenwni ofCSX Pa

mork-iip fattor calculated uvng CSX1 's eflccUvc lax raid As shown in KxhibUjllX-IQ). the

corrcitcd mark-up factor equal* I 26. rather than CSXT'b o\ erstated foctoi of I 38
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li. tRCSOt rotates the
Repaired Taa Reeovgr̂ ,

1 he SI B'b URCS model includes a vunable mum on investment ("ROD component

calculated uking a pit-lax wctghted-avenujecoart of capital ("WACO") tuM.il on UK federal statutory

tax rate uf 15 percent fhc use of ibc pre-tax WACC in the \anable ROI, which adjusts the cost of

cquil} to dlhm lor a return to common equity holden Irom after-tax earnings, explicitly odds

additional \aiiabk com to each moiemcni 10 cover the rdilroad'b h>pothcliciil tax burden

However .b explained above, railroads seldom pjy taxe* at the kiotutory rate due u> ollseti and

crcdns. and Uwir dLiudl lax expcny^ arc much lower than implied by the tuuuior) rate Therefore.

(King a suiuUir} lax tale in ihtr I/RCS model Icadfe to on ovmiotement in each movement** variable

LOklb

F \hibnj rDC-20) illustrates the impaclofuieoventotcmem of lax recovery inherent in URCS

As:»hu*nmFxbibilJIIX'-20),acUair̂ ^

bakedonR-l Schedule 210. Line 47 In conirost, the STB v 2005 URCS imphcnly included $748

million lOLxntirihelaxekinherentinthetRCSvanableRUJcalculanon In other words, the URCS

model included over ihree time* ihu amonnl ot costa nccewry to cover CSXT'a actual income lax

vipcmv

The el Icci uf the lux uwnidtemeiit in URCS has a direct impact on the calculation of the RSAM

re>enucadcqimcyod)usuncnilacior Ala base level, the SI Buses URCS variable costs along with

re\vnuu HatiMiCb. U» identity the movements to include in the R/VC 1H) sample group, and the

subsequent Revenue,«, 7T«prohlcmlic»inu t̂theSTDhiNd(eciivel>«cliKtedmovcmcnti

the R Vi IM Nimplc ijnuip. and lowcrcJ its Revenue ,»Itgure, by ovcrstaung tax recovery in its

URCS tiirublv cokt calculations I or example, assume a movement has an R/VC ratio of 179
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percent bawdonlhcS I B\URCSvanaUecoiu»preKntlycalculfllcd Removing the tax reoncry

d\emauroem from the URCS variable cusU woukl reduce the denorrorwwr in ibc K/VC rano

latailrtion and increase the R/VC ratio fur the movement above the 1 80% threshold for inclusion

in the R'VC ,w sample group Ji ik lilclj thai correcting the URCS voruMc costs for this tax

recovenoveittdiemciitWQuldincrvawihcnum^ ,n sample group, and

thereby increase the total Revenue w

Am change in the Revenue w has o direct impact on the STB • revenue adequacy aditutraem

factor Miwe in iu> wmplca form, the adjustment factor n equal to I plus Ihv Rb V^ „„ divided by

ihc Revenue ,«^ lMhcSTB«eretui4luuhileCSXThURCS%ariablecc>stousinBnpit^

laking into conudcration CSXTk cflectixc tax rate, nutead of a statutory tax rote, the SKC of the
i

R/VC v, u df Ik group would be IAKLT and produce a more accurate revenue adequacy adiUktmeitt

factor

2. Udninf of Waybill Samplt
Vanahlg Cmta «ad

CSX r ouem that the 2002 to 2005 revenue and variable coat data Ibr the comparable group

provide* mi inconsistent companion for evaluating the R/VC ratKn of the challenged rates, which

were established in 2007 due to inflation in rail rates and ralroad operating co*ba Toaddrnidus

alleged incunsisiem;) CSXT proposed three indexing methodh - two related to indexing revenues

and one POT indexing \ unable cosu - to adjukt the comparable group"* R/VC ratios CSXT'a first

propukcd method for indexing pnor >ear revunucs in 2007 leveh relied upon average chemical

— bve CW Opening rvrfcnurn 36
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