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P-R-0-C-E-E-D-I-N-G-S
(10: 02 a.m.)

CHATRMAN NOBER: Well, good morning
everyone, and thank you all for being here. As all of
you know, today we're having an oral argument in the
rate reasonableness case of Duke vs. CSX. Now in this
case, Duke requested that the Board hold an oral
argument, and this is, I think, the first time that
the Board has taken this tact and held an oral
argument in this case, in a rate case like this.

Now it's been my policy to promote an open
process here, and this argument in this rate case 1is
another step in that direction. Now I could see by
the folks who are in the audience here that parties
with other rate reasonableness cases before the Board
are watching 1t closely. And after seeing this,
you'll all have to decide whether or not you think
asking for such an argument 1in this case 1is a good
idea or a bad idea. Personally, I think it's a good
idea, and I think it has been very helpful, but again,
all of you will need to see.

Now I appreciate that the parties have
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submitted briefs in the case, and summaries of their
arguments, and they have a number of issues that they
would like to raise today. I've had a chance to read
those briefs and your summaries, and I look forward to
the issues that you raise. And likewise, I have some
issues that I hope that all of you will address today,
as well.

Now I recognize that the Stand-Alone cost
method is our court- approved method for determining
the reasonableness of a challenged rate. And SAC
cases are complex matters with hundreds of pieces, and
I think all of you in the audience today will come to
see that fairly quickly.

Now some pieces are large, like
determining the appropriate operating plan for this
hypothetical railroad, and others are small, like
determining the cost of a single railroad tie or
personal computer. But each piece fits into a whole
that leads to a conclusion about whether the challenge
rate 1s reasonable. And 1if not, what the maximum
reasonable rate should be.

Now the cost to build the hypothetical
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railroad are large, as demcnstrated by past cases in
which the SAC method has been used, but all of those
cases were 1in the western and midwestern United
States, where I think it's safe to say, it's easier
and cheaper to build their than in the east.

Now from my days of working on Capitol
Hill and on highway projects, I know what it costs to
build transportation assets in Appalachia. My former
boss built a thing or two in that part of the world,
and Chairman Nick Rahall, who 1s also on the
committee, built a thing or two in the very region
that we're dealing with here. And I can tell vyou
first-hand, it's expensive. And we'll have to see
whether the SAC analysis 1in the east, in this
expensive part of the world works, given the high cost
of construction there. So that's sort of an
over—-arching question which I have, and one which
we'll, I think, need to explore today a little bit.

Now 1in this case, I am interested 1in
whether the operating plan submitted by Duke would
meet the needs of the customers it wants its railroad

to serve. Now I understand the shipper is entitled to
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submit an operating plan for its hypothetical railroad
that 1is different than the way a common carrier
operates. Railroads have been working for 150 years
to find the most efficient ways to serve their
customers. And although 1it's possible to be more
efficient than they are, I think it's a difficult
task, and a high burden to meet.

Now similarly, I think it's unrealistic
for a railroad to submit as 1its evidence an operating
plan for the hypothetical railroad that 1is less
efficient, and isn't at all related to the operating
plan of its own operations. After all, the premise of
a SAC test is that the rate being charged is higher
than would be charged by a hypothetical, efficient new
carrier, and our agency's burden is to try to figure
out just what that is.

I also just want to take note about the
equities here. We have to ask whether a regulatory
regime should permit a railroad to increase the rates
that it charges a single customer as high as CSX has
done here. The difference between the contract rate

that CSX charged Duke under a recently expired

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., NW.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

contract and the challenge rate here 1is over 50
percent. And certainly, while a tariff rate is higher
than negotiated rate, we have to look at whether it's
fair for the railroad's customers to bear that
increase overnight.

Similarly, we have to ask whether or not
it's fair for the shipper to be asking for a rate that
is lower than 1is being charged to a competitively
served plant, and whether or not under any sort of
analysis of railroad economics, we would award a rate
that is actually below what a similar plant owned by
that company pays at a competitively served plant.
Again, these are difficult questions, and not ones
that I profess to have every answer to.

Finally, the shippers have raised, and
I've taken notice of allegations that CSX promised in
its earlier Conrail transaction not to raise rates for
captive shippers. Now this 1is a very difficult
question, Dbecause that certainly didn't mean that
Conrail could never raise its rates on the one hand,
but on the other hand, how does that promise apply in

this case? It's one that certainly 1is -- we are
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looking at, and one that I hope that the parties can

address here today.

That having been said, this is just -- I
can tell you certainly, I have not made up my - the
royal "we" - I have not made up my mind in this case.

It's one that we have several months before it needs
to be decided, and we may well have new Board Members,
who are not me, also looking at it.

The goal of this hearing is to help us
sort of highlight some of the issues that I think I've
tried to raise for you from the evidence, and also
hear your own presentations. I think just a moment
now on procedure, and then we'll turn to the hearing.
We've allocated 45 minutes per side, and I think it's
-- we've allowed the shippers, the proponents of the
case, to reserve some time for rebuttal, which T
understand that you want to do.

Again, I look forward to your
presentations and won't hesitate to ask gquestions when
I have them. I can assure you of that. But again,
think about some of the things that we've raised here,

and I appreciate your Dbriefs and your summaries in
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this case. And with that, I think we'll turn to you
and begin. Thank you very much.

MR. SLOVER: May 1t please the Board, my
name is William Slover, and I'm appearing here this
morning on behalf of the Complainant, the Duke Energy
Corporation. On behalf of Duke, we appreciate the
opportunity to appear before the Board this morning,
and supplement the written arguments that we've
already submitted.

In my remarks this morning, I would like
to cover a few subjects. One, I would like to very
briefly describe who Duke is, and how we got here this
morning. I'd like to then talk to two unique legal
issues in this proceeding, and then I would like to
conclude with a brief discussion of the evidence under
the guidelines, which are the controlling precedent in
this case. As permitted by the Board's order, I've
reserved 20 minutes of my time for rebuttal.

Duke Energy 1is a national energy company
which has a franchise power division, which serves a
22,000 square mile area 1in the States of North and

South Carclina. We serve about 2.2 million customers,
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and we generate about half of our power from coal. We
operate eight coal-fired stations, seven of which are
captive to either the Norfolk-Southern or CSXT. The
proceedings here this morning involve three stations
which are captive to the CSXT Transportation Company,
two in North Carolina, and one in South Carolina.

Now the Duke story begins basically 1in
1999. Prior to 1999, Duke and CSX engaged in business
according to private transportation contracts. During
this period, Duke felt that it was paying top dollar,
but as a captive shipper, it recognized that under the
scheme of things, captive shippers were going to pay a
substantial premium for their coal transportation
service.

However, in 1998, following the approval
of the Conrail merger, CSX came to Duke and sought a
10 percent increase in Duke's rates. Obviously, Duke
was not happy. It felt that it was already paying
probably too much, but as a captive shipper, it had no
choice. It acceded to the increase, but it did,
thereafter, undertake a review of its rates pursuant

to the Board's Rate Guidelines. As a captive shipper,
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of course, its only leverage is the guidelines, and so
1t decided to review its rates under the guidelines.

CHAIRMAN NOBER: Well, let me just stop
you right there for a minute.

MR. SLOVER: Sure.

CHAIRMAN NOBER: You have seven plants,
you have eight plants, if I understand it.

MR. SLOVER: That's correct.

CHAIRMAN NOBER: One 1is competitive, and
then you have three served by CSX, and then four
served by NS singly.

MR. SLOVER: Right.

CHAIRMAN NOBER: So you have basically
four plants that CSX can serve in one way -- of which
one 1s competitive.

MR. SLOVER: That's correct.

CHAIRMAN NOBER: So your view is you have
no leverage with CSX?

MR. SLOVER: I don't believe we did, no.
The three captive stations pretty much control the
traffic. They are base-load stations, and they have

to run regardless. They are always running, always
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burning coal. They can't be turned up or down within
much of a degree.

CHAIRMAN NOBRER: But in terms of volumes,
isn't the competitive plant the biggest of the four?

MR. SLOVER: Yes, the competitive station
is the biggest of the three plants, but I don't --

CHATIRMAN NOBER: But that gave you no
leverage with CSX?

MR. SLOVER: Well, if we had it, 1t didn't
work. Let's put it that way, because we wouldn't be
here today, as you pointed out. Our rates went up
about 50 percent, so if we had leverage, we didn't
appreciate 1it. But as I say, when the rates were
raised, we reviewed our prices under the guidelines,
and at that ©point, CSX <came in, and they were
interested in not only not reducing the rates, they
were seeking further increases. So we had a situation
by 2001, where CSX was seeking further increases, and
we were unhappy with the increases that had been
imposed upon us.

Now TI've assembled a couple of charts

here. As you know, all of these numbers are sort of
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shrouded with confidentiality, but I did want to give
the Board an idea of the numbers we're dealing with.
And so what I've tried to show in terms of the
ultimate rates that were published to our stations,
I've put in this first column, this 1is the average
rate ceiling which the Board has imposed in its prior
maximum rate cases. This 1is the average that coal
moves 1in the east according to the Board's study in
2001, and these are the assailed rates up here.

As you can see, we're paying roughly twice
what coal moves in the east, and very considerably
more than the past ceiling, so this red column is what
brings us here today. Nearly, 50 mils a ton mile for
coal transportation.

Now the two points that I'd like to begin
with, one of which Your Honor mentioned, and that's
the interface between these proceedings and Docket
number 33388, the Conrail case. As the Board is
aware, CSX and NS engaged in a bidding war for
Conrail, where ultimately they paid $10 billion for
Conrail, which was about $6 billion higher than its

book value. And the major shipper organizations
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appeared before the Board. They expressed concern
that CSX and NS would not be able to carry this debt,
and they specifically said that if in the event the
projections that the railroads had given the Board
failed to come to pass, the burden would fall on the
captive shippers. And further in the transactions,
the Board accepted the revenue cash flow projections
of CSX, but it also accepted CSX' promise not to raise
the rates of captive shippers in the event that the
projections did not come to pass. And as we all --

CHAIRMAN NOBER: Is your view that CSX
could never raise their rates to a captive shipper?
What is your view of what they could do?

MR. SLOVER: I certainly don't think that
they can raise their rates in the context of the --
what we show 1in the evidence as their $3 billion
shortfall in meeting this Conrail burden. Something
way down the road, I'm not sure, I don't think they
should be raising this captive rates. But certainly,
I don't believe that they can fund the shortfall in
Conrail off of captive traffic. I think that

Condition 19 in the Conrail case, where they promise
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not to raise the rates, I think they now have to be
held accountable, and that's a very important issue
too.

CHAIRMAN NOBER: Let's just assume for the
sake of argument that what you're saying is right, how
would we ever know 1if that's what CSX is doing? I
mean, rates can Jgo up. How do we know that the rate
increase here, as you've asserted, is to fund -- pay
off the Conrail tfansaction, and not just to reflect
the fact that railroads aren't revenue adequate, and
need to raise rates? And we have a lot of rate cases
when people don't like that.

MR. SLOVER: I -- obviously, you can't
connect 1t directly up to the debt, but we certainly
feel that the failure of CSX to realize the cash flow
and the immediate increase 1in our rates 1in this
magnitude, we think is a strong inference that they're
making up their shortfall from captive traffic.

CHATIRMAN NOBER: So it's not the fact that
they're raising rates. It's the magnitude of it. I
mean, how do we know the difference between Jjust a

rate 1ncrease because fuel went up, and a rate
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increase that's paying off -- that's because the
Conraill transaction didn't materialize? I mean,
that's -- how would we know the difference? That's
what I --

MR. SLOVER: Well, I think in --

CHATIRMAN NOBER: Other than the fact that
rates just went up.

MR. SLOVER: In baby steps, you might not.
And 1f they were baby steps, we wouldn't Dbe here.
But when you get these -— in the aggregate, Duke takes
15 million tons of coal, so when you talk about 5 and
10 percent on 15 and 16 dollar rates, you're talking
about real money. And so we think those are profit-
oriented, and not recovering any fuel or any
government increased costs.

CHAIRMAN NOBER: I mean, the magnitude is
a different question. We'll spend some time on that
later with CSX, but just in terms of at the outset, I
mean, how would we know the difference? You've raised
it and asserted it, but how could we tell? How would
we look at a -- even if we were concerned about that,

how would we know when one 1is raising it because of
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violating their promise, and on the other hand a rate
increase, which we see across the railroad industry?

MR. SLOVER: I don't -- you know, I have
not read every word of this evidence. I read about 95
percent of it.

CHAIRMAN NCBER: Neither have I.

MR.  SLOVER: I don't think CSX 1is
professing to be recovering costs of fuel or anything.

I think they want more revenue, more money.

The other general point that I wanted to
raise at the outset relates to our contention that in
putting this rate up at this astronomical level, CSX
has really set about to game the Board's Stand-Alone
cost methodology. The Board has, 1in its recent
decisions, pursued the so-called Percentage Reduction
methodology to establish the Stand-Alone ceiling. And
under that method, the Stand-Alone revenues are
compared with the Stand-Alone <costs, where the
revenues exceed the cost, as compared to percentage,
and the percentage 1is taken against the complaining
shipper's rate, and it's reduced. And while that may

be well and good in a normal situation, where the
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railroad knows 1in advance that 1it's headed to this
room, 1it's able to pre-ordain the outcome of the case,
more or less, by setting the rate at a level that when
it loses, it ends up where it wanted to be in the
beginning. And so 1if there's going to Dbe some
integrity to these guidelines, the critical part of
the guideline for Stand-Alone cost 1is this rate, and
you don't control it, and we can't affect it. They
have the statutory right to set it. And we have seen
zero in this record that tells us where this number
came from. We know why they think it's an okay number
today, but we have seen zero as to how they set this
rate. And so we're convinced that it was set to game
the methodology.

CHAIRMAN NOBER: Well, let me just ask you
about that for a moment.

MR. SLOVER: Sure.

CHAIRMAN NOBER: I mean, again, let's just
assume for the sake of argument that what you're
saying is true, and that somebody at CSX said well,
you know, we're going to have to litigate this, so

let's raise the rate a certain amount, figuring that
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if it gets reduced, we'll be where we want to be.
Absent a memo to that effect, how would we ever know
that? I mean, how would we -- gaming the system, I
read your allegations. I talked to our economist
about 1it, but how would we ever know 1if that was
happening? I mean, what should we look for, other
than it's high, it's red, you know, so therefore, it's
-- you're gaming the system. How would we know it?

MR. SLOVER: I think you would apply the
common sense rule. You'd go in and you'd look in their
evidence, and expect them to tell you how they did set
this rate. This is a monopoly market. They call all
the shots. You would think that there would be some
method shown whereby they came up with 46 mils per
ton-mile. There isn't anything in this entire record
that tells you where this number came from. And so
from that, we come to the conclusion they set it up
real high, so if it got knocked down, they'd end up
where they wanted to be.

CHAIRMAN NOBER: I mean, in the end, isn't
their burden to show that their rate is reasonable or

unreasonable, as the case may be. I mean, do they
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have to prove -- has any railroad ever had to prove
where it -- why it set its tariff rate where it did,
other than to defend that 1it's reasonable or
unreasonable?

MR. SLOVER: Well, I think that that's why
I say this is a unique issue to this case. I don't
think in the prior maximum rate cases that there has
been such an enormous disparity between the rate that
people are happy under, and the rate that they're
complaining to you about.

CHAIRMAN NOBER: I have to say, I have
not, in my year on the job, met a single shipper who
has been handed a tariff who liked it, and said, you
know, where the heck did this rate come from, and why
am I being charged this? I mean, that is common to
every shipper, at least anyone that's ever spoken to
me.

MR. SLOVER: Well, I would say that most
of the tariffs are at least faintly related to the
prior contracts; whereas, this thing is in a different
dimension.

CHAIRMAN NOBER: It's just the magnitude.
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MR. SLOVER: The magnitude, right. Now in
the time remaining, I would like to briefly discuss

the evidence.

CHAIRMAN NOBER: Let me just ask one more

MR. SLOVER: Sure.
CHAIRMAN NOBER: ©Now this is the increase
at your captive plants. What happened at your

competitive plant?

MR. SLOVER: Well, that's their story.
I'd be glad to get into it. We have one competitive
plant.

CHAIRMAN NOBER: Uh-huh.

MR. SLOVER: At the time frame involved
here, there was no competition. As the record

reveals, Duke Energy asked Norfolk & Southern, and CSX
to file, or to put prices out for this traffic, and
these folks refused. They wrote a letter and said
we're not going to bid on this traffic unless it's
part of this whole package, and so you're not getting
a number from us.

CHAIRMAN NOBER: For the Marshall plant.

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., NW.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

MR. SLOVER: For the Marshall plant. And
the only person that showed up at the party was the
Norfolk & Southern. Duke had to accept that price.
They made us coal arrangements with one bid on the
table, and then after the dust died down and weeks and
months passed, these people came in with a number too
little, too late.

CHAIRMAN NOBER: But how much did the
competitive plant go wup, when the dust settled,
without -- I mean, just magnitude-wise? I mean, it's

a confidential --

MR. SLOVER: The competitive plant went
up. I don't know exactly -- there's been several more
prices. I'm not precisely sure. I know that the Duke

so-called competitive plant, as we point out in the
evidence, pays about twice as much as everybody else's
competitive plant, and that does not make us very
happy either.

CHAIRMAN NOBRER: But, I mean, that's the

MR. SLOVER: The competitive -- the

so-called competitive rates are -- well, the one that
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Norfolk & Southern published lies less than this
number.

CHAIRMAN NOBER: But in terms of the -- I
mean, if we kind of, you know, in probing it a little
bit said the kind of inference of gaming and the
inference of violating the Conrail representations as
to the magnitude of the increase, yet at a competitive
plant, you also had a similar increase, what would
that say about the inferences?

MR. SLOVER: Well, we -- I'm sort of
amazed that we're back to Contract rates here. I
mean, the railroad spent years exercising comparable
rates from the list of --

CHATIRMAN NOBER: No, I'm just looking at

the magnitude. I'm just -- without getting into the
individual numbers. And if they went up everywhere,
that's -- vyou know, that again 1is a factor, and

wouldn't you agree that's a factor in --

MR. SLOVER: Well, I don't -- I see the
Marshall -- we see the Marshall situation as a very
complicated situation. These people were trying to
price Marshall in the midst of a rate case. One
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person didn't file a price. The prices have changed
since this record was closed. No, I -- and I don't
see Marshall at all as relevant, personally, and the
Board has -- I mean, the shippers came to the Board
and said let's make competitive rates a standard for
Stand-Alone, the Board said no, that comparable rates
to competitive plants have no probity when it comes --

CHAIRMAN NOBER: And I wasn't suggesting
that it would factor into the SAC analysis, but you've
alleged two extra SAC factors; the gaming of the
system, and the Conrail transaction, which have to be
viewed through inference. So one way to view the --
you know, to sort of compare that rate is to look at
what happened at the competitive plant, and try to
factor that into the inference. That's what I was
getting at with that.

MR. SLOVER: Right.

CHAIRMAN NOBER: Because I was trying to
look at -- as I asked in the question, how do we make
sense, and how would we know 1if those things are
happening. Because, you know, they're fair

allegations, and they're -- you know, they certainly
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would concern me if they were true. But how would we
ever figure out 1if they were true? And my qgquestion
was whether or not the competitive plant would help
give us a window into that.

MR. SLOVER: Well, my answer to that would
be no. The Dbasic standards, as we know under the
guidelines, are variable costs and Stand-Alone cost.
Now the railroad's brief doesn't mention variable
costs, and in their remarks this morning they don't
mention wvariable costs. And the reason is obvious,
their own evidence shows that the revenue cost ratios
on this traffic are 280 percent. And, of course, the
Congress specified 180 as sort of a level where the
red flags go up, and the Board 1s supposed to examine
captive traffic. Their own figures show 280.

Now, of course, Duke's numbers show that
the variable costs are closer to 400 percent. And
there again, I don't want to digress too much because
my time is short, but we have a very serious problem
with the data on our variable cost. They're very
vanilla costs. We couldn't get much information to

make the specific adjustments that have been made in
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these past maximum rate cases. And, for example, this
so-called adjustment for specific roadway return,
which computes return under variable costs viable
route of the coal trains, we couldn't do that because
they wouldn't give us the data. If we could have
gotten the data, Your Honor, we could have thrown the
Conrail numbers out, because we don't use any of the
Conrail routes. So if we had a fair shot at variable
cost, I think the revenue cost ratio of these rates is
in the neighborhood of 500 percent.

CHAIRMAN NOBER: They were individual
lines and --

MR. SLOVER: Pardon?

CHAIRMAN NOBER: They were individual
lines that were close to 600.

MR. SLOVER: That's correct. And, I
guess, my point 1is that I think there's a strong
presumption of unlawfulness for anything where you can
earn four times the cost. You can't do that in the
legal business that I'm aware of. And so we feel that
the wvariable cost evidence provides a very strong

presumption of unlawfulness.
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Now in the few minutes that I have left, I
am reliably informed that this record contains 709,000
pages. And, obviously, in the few minutes that I have
left, I'm going to do --

CHAIRMAN NOBER: I hope there's no one
who's actually read all 709,000.

MR. SLOVER: I'm going to try to fly over
this stuff at about 10,000 feet, but I think I can do
it in a way that will show you why these rates are
unlawful.

Now what I've got here in my first chart
is the top compares the two Stand-Alone costs. We
come in around five, they come in around thirty-five.

And down here I show the components that make up
Stand-Alone cost; construction of the railroad, the
operating expenses and so on, and what they contribute
to this difference. So as the chart shows, the
roadway, the construction of the railroad through
Appalachia, as you describe, accounts for 41 percent
of this difference.

Now for the rest of my discussion on

Stand-Alone cost, I sort of take my cue from the TMPA
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case and the remarks of your predecessor, who noted
that at one point, the Board had nothing under the
guidelines, that they have worked diligently, have
assembled a very respectable body of authority, that
rules and principles are the rules of the road, so to
speak. and they're out there to help people find
their way down the Stand-Alone road.

The first item, and the most costly item
is the construction cost. So what I've shown here are
the construction costs 1in the past Stand-Alone
railroads as computed by the Board. And I'm doing it
on a track-mile basis because track-miles are the
figures in most of the cases. So the average cost to
construct a railroad in all prior Stand-Alone cases,
$1.3 million a track- mile. FEastern cases, same
territory, same lines, Appalachia, $1.2 million a
track-mile.

Now Duke's evidence in this case, highest
Stand-Alone cost construction ever, $1.8 million. I
submit consistent with the rules of the road. And
then over here, we have CSX' c¢laim that 1t costs

$3-1/2 million a track-mile to build this railroad.
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And I submit that there's no support for a number like
this in anything in the entire rules of the road. And
the same picture emerges --

CHATIRMAN NOBER: Well, you spent a lot of
time looking at the various components of this.

MR. SLOVER: Sure.

CHAIRMAN NOBER: What in the -- is there
any part of CSX' «costs that you think are an
over-statement?

MR. SLOVER: Well --

CHAIRMAN NOBER: I tell you, if you could
actually build a track-mile in Appalachia for $3.6
million dollars a mile, you're hired.

MR. SLOVER: There's two things. One --

CHAIRMAN NOBER: Well, for $1.8 million a
mile, you're definitely hired.

MR. SLOVER: Well, the basic problem that
I would have if I were you, Mr. Chairman, is that if
we were the people in this case that you needed to
know something about, Duke Energy, we would come and
tell you what it costs to build power plants. We

build them. We know what they cost.
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These people build railroads. They build
spurs, they build tracks. They know what these costs
are. We asked for the AFE's, the construction costs
in the discovery. They won't give them to us, so the
best evidence they have, and that's the actual cost to
do this. And there's nothing in the record, because
they haven't produced it, so this number represents
the best number that our best experts could come up
with. And as I say, 1t's consistent with what the
Board has found. Now the same picture -- how am I
doing on time?

CHAIRMAN NOBER: Go ahead.

MR. SLOVER: Okay. The last chart I have
here is -- shows you the same picture for operating
costs. And here, in all of the prior Stand-Alone
cases that the Board has decided, it has found that it
costs roughly 5 mils a ton-mile to operate a
Stand-Alone Railroad. And these railroads all are
basically coal-hauling railroads, going from point to
point loading the trains.

Here, Duke is at the same level that the

universe of prior railroads, and over here we have the
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CsX figure, 19 mils a ton- mile, four times higher
than the average of all prior Stand-Alone Railroads.
And this number 1is so high, that to buy into this
number, you have to believe that it costs more to
operate the  Stand-Alone Railroad, an 1maginary
efficient railroad, than it costs to operate the CSX
itself. And, obviously, that can't Dbe. So in
conclusion, what I'm trying to say is that all of CS3SX'
numbers have one basic flaw. They do not seek to
develop a least cost --

CHAIRMAN NOBER: We'll give you a chance
to finish.

MR. SLOVER: Sure.

CHAIRMAN NOBER: How did you all put
together your operating plan? I mean, CSX in their
brief alleged a lot of concerns about it. But if it's
based on, you know, points and not on actual trains,
that it didn't account for gathering of trains
together, the trains materialized at different places.

I mean, how did you put that together, and is that,
you know, a realistic appraisal, even in a

hypothetical world, of how a railroad could operate?
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MR. SLOVER: Well, -we, first of all, got
the best experts we could find 1in the railroad
business, one of whom was their former Vice President
of Operations, who is today President of the Shortline
Railroad. And we asked them to design the railroad
and to design the operations to serve the captive
shipper population, the traffic that we had. And they
took the trains, the number of trains, the number of
daily trains, the number of crews, and then because
those expert efforts had, in our view, foundered in
the FMC case, and in the McCarty Farms case, where the
Board said well, we see what you're saying, but we're
not sure 1it'll work. We created this controversial
String Program. And it's a simple model. It's open
architecture, and we applied these inputs that these
experts gave us to determine whether the operation
was, 1n fact, feasible. And we submit that it is, and
that's why we think this number confirms it.

And the point that I was going to make,
and I'm out of time, is that the reason that CSX is
always up on these red charts 1is Dbecause it doesn't

engage 1in least cost efforts. What it 1is attempting
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to do 1is to justify that big number that it starts
with, the 46 mils per ton-mile. And when you have to
cover that big number, then you're going to end up
with a most cost railroad. Thank you.

CHAIRMAN NOBER: Okay. Thank you very
much.

MR. MOATES: Chairman Nober, may 1t please
the Board, before the secretary starts my clock, would
you mind if I just moved over so I can get my Power
Point here.

CHAIRMAN NOBER: Absolutely.

MR. MOATES: Let me get the projector
turned on.

CHAIRMAN NOBER: Okay. You've gone
hi-tech.

MR. MOATES: Not really, because I'm doing
this.

Again, Chairman Nober, 1if I may, I'd
prefer to remain seated because of the devices we're
going to use, but good morning. I am Paul Moates.
I'm representing CSX. I greet the Staff this morning,

as well, because we are well aware of who has to do a
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lot of the hard work in these cases. And let me say
on behalf, I'm sure, of the Complainant and ourselves,
we do appreciate the hard work that goes into these
cases. We know we have a couple of others here in the
same time frame.

I'm going to, I think, disabuse you of the
accuracy of some of the graphs that Mr. Slover just
put up there, so don't get too vetted in on those
numbers. But just think for a moment about his 46
cents a ton-mile and, you know, how outrageous he says
that 1is. To put that in context, what that really
means 1s that by the way, we think the number is much
too high, and I'm going to tell you why in a minute.
But that would mean, even if he was right, that we're
charging less than 5 cents a ton to haul coal through
Appalachia. I don't think on the face of it, that
shouldn't really shock anybody's sensibilities.

Maybe the best way for me to start, Mr.
Chairman, is to try very quickly to sort of respond to
some of the questions you asked here, and then I'd
like to come back to my sort of prepared remarks. And

I do have some slides that I think will be helpful and
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interesting. Some will probably be a little bit
boring, but they're important. They deal almost
entirely with Stand-Alone costs, and I'm constrained
to note that Mr. Slover took a substantial amount of
time here, and didn't talk about Stand- Alone costs
until the last five minutes of his presentation. Which
I would submit is significant, it focllows the pattern
we've seen in their filings. And I think this case,
and I hope you do too, 1s about the correct way to
calculate Stand-Alone costs, ©because that's vyour
standard -- let me Jjust go through a few of those
questions quickly, and then I'll expand on them either
now, as you prefer, or when I get to various subjects
in my preparation.

Does the SAC analysis work in the ECSV?
Absolutely. It worked in this case. It worked in the
export coal cases. It worked 1in the Dayton Power &
Light case. Would Duke's operating plan work for
shippers, real world shippers? Duke's operating plan
doesn't work at all, and it certainly does work for
Duke or the shippers it proposes to serve, and I'll

show you why it doesn't work. It's really -- it falls
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apart. It's a sham.

Should our operating plan provide for an
operation that's less efficient and costs more than
real world CSX operations? No, it shouldn't, and it
doesn't, and these comparisons are bogus. There's no
other way to say it, they're bogus, and I'll show you
why in a minute.

CHAIRMAN NOBER: So you think vyour
operating plan reflects how CSX actually operates?

MR. MOATES: I think our operating plan
does not reflect exactly how CSX operates. I think
our operating plan reflects how a coal-hauling
railroad in Appalachia, even more efficient than CSX,
would operate, recognizing the least «cost, most
efficient principles that motivate the SAC guidelines.

It certainly does not suggest that we are more
efficient than SAC. I am going to suggest to you that
we're not nearly as inefficient as he is suggesting.

Can the regulatory regime permit increases
in the range of 50 percent plus? We take issue with
the 50 percent plus. We respectfully submit they have

not calculated those increases correctly. They even
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say in the afterword of their brief that we increased
their rates again after the record closed. That
simply isn't true. I mean, we've been escalating the
common carrier rates 1in accordance with their terms
throughout these proceedings; that is, with the RCAF
adjusted escalator.

They have been getting those notices, you
know, throughout the case, and they decided for some
reason to make a big issue about it when they filed
the brief on this latest notification. There's nothing
other going on there, other than the fact that the
tariff is being escalated. I'll say tariff from time
to time. We know I mean the common carrier rate. The
tariff was being escalated by its terms.

CHAIRMAN NOBER: So you've Jjust -- your
position is that your rate has Jjust gone up by our
adjustment factor?

MR. MOATES: Correct. It's gone up by the
factor --

CHAIRMAN NOBER: And nothing more.

MR. MOATES: -— the adjustment factor,

which 1s incorporated expressly in the terms of the
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common carrier rates.

CHAIRMAN NOBER: So just by RCAF, which is
a couple of percent a year.

MR. MOATES: If that, yes.

CHAIRMAN NOBER: But then how did it go up

-— where does the 50 percent allegation come from

then?

MR. MOATES: I'm talking about during the
case. The 50 percent allegation --

CHATRMAN NOBER: From the contract.

MR. MOATES: -- 1s how much it went in
from when the contract expired. It didn't -- our

evidence, we believe, shows it didn't go up that much.

It went up a lot. It went up more than a third.
Why? A couple of the reasons; for the last number of
years, and Mr. Slover suggested this, Duke has
insisted - it hasn't been the railroad's position -
Duke has insisted on negotiating these contracts using

the Marshall rate, which is not some peripheral plant,

as I think your Chairman understands. The Marshall
plant 1is the largest plant in the Duke system. It
takes over 5-1/2 million tons a year of coal. That's
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much more than all three of the plants that are at
issue in this case combined.

It is a huge plant. They have bundled
that consciously in the contract negotiations with the
railroads, both CSX and Norfolk- Southern. They have
insisted that the railrocads bid on the Marshall
tonnage at the same time they bid rates for these
captive plants.

Duke elected to cancel the contract at
issue here. They didn't have to bring this case, and
they did. It was their choice. They cancelled the
contract. They told the railrocads they wanted
separate bids on the captive plants. The railroads
weren't that stupid. They knew what was going on.
They knew that the rate cases were being prepared for
these captive plants, so they weren't going to bid on
Marshall separately, as though they had in the past,
like they were bundled. They said no, CSX said no. So
they established common carrier rates, as required by
law, for these three plants. They continued to
negotiate for the Marshall tonnage.

No Marshall tonnage has ever stopped
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moving since the beginning of these negotiations.
That plant is humming along Jjust fine, and has a very
high level of productivity. In fact --

CHAIRMAN NOBER: That's served by NS, not
CSX.

MR. MOATES: Correct. And during the
pendency of these two cases, Duke has again flipped
the majority of the tonnage between these two
railroads. They actually shifted it over, as they
always have. They play that plant back and forth
between the two railroads to get the best rates.

You ask about the rate of the Marshall.
I'm not going to read it, but I do refer you, and I
think you've seen this, to the chart on page 6 in CSX'
brief. I'll just tell you order of magnitude that
shows that the Marshall rate is somewhat above the
expired contract rate, not that much, but it's well
above what Duke claims to be the proper SAC rate,
which is not that $3 number you put up there, by the
way. It's something much more than that. That
relationship, as I'm going to talk about here in a

minute, we think is very, very significant.
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You also asked, Mr. Chairman, should the
customers bear this kind of an increase overnight, if
it's 30 percent, or 50 percent, or whatever it is.
Should they? In this ~case, the answer 1s an
unequivocal yes, they can, and they have, without any
undue problem.

Your guidelines, as you know, include the
so-called phasing constraint, which frankly, we
anticipated Duke might invoke, and that's why in our
opening evidence, we do put in a lot of evidence about
the impact, or the minimal impact on Duke rate- payers
and the 1like, and pay these increases. They never
have invoked it, and for good reason. Because while
they have Dbeen paying these rates, Duke has been
running its plants, its coal- fired plants at record
levels. Duke has had huge profits. They made so much
money in South Carolina this last year, especially off
their coal-fired plants, they over-earned the amount
that the South Carolina PSC allows on the return on
equity, and they have a problem with that. Now
they've got to deal with that.

CHAIRMAN NOBER: Well, let me ask -- I
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mean, vyou're saying 30 or 50 percent. Is there any

overnight rate increase that you agree would be too

much?

MR. MOATES : Not as a, sort of a
philosophical matter. If the Stand-Alone cost test
failed, it would be too much. I could imagine an

increase that would be appropriate under the Stand-
Alone guidelines, but which might be all at one time
too much, and would have to be phased-in. And that is
why you have that constraint. This shipper has not --

CHAIRMAN NOBER: In other words, your view
of the Stand-Alone case, you know, going to your chart
on page 6, which I promise you I did read and spent
some time looking at, you could go 60 percent above

where you are now in your view, and that that would be

all right.

MR. MOATES: We could, but there's
something else in there you can't see. It's the
market. CSX didn't set that rate willy- nilly, as

they suggest.
CHAIRMAN NOBER: But in your view, the

market is even higher, that you could go up to 28.
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MR. MOATES: Our view of the permissible
amount under SAC or Ramsey. But the view, not my
view, the view of the CSX marketing officials, who
actually has established these rates in the
marketplace, and worry about when they're going to
lose tonnage, cause them to set the rate where it is.

For years and years, Duke had said to CSX
in negotiations, not only is Marshall very competitive
and you won't get your share of Marshall tonnage if
you don't give us a good rate for these three plants,
they said with electricity deregulation, we have all
kinds of options. And you better be careful with your
rates, because we'll start buying more power off the
grid. You know, we have coal-fired -- I mean, excuse
me - we have gas-fired combined cycle plants. We
could use those more. Those kind of factors are real.

I realize we're not allowed to argue them any more in
terms of market dominance, but they're really real in
the bargaining, and that's what CSX has heard for
years. And frankly, they believe that. And it may
even be that they believed it a little bit too long,

and when they woke up and realized in deregulation of
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electric utilities, that that really wasn't happening,
they realized they had a lot more headroom to move
those rates up, they did.

CHAIRMAN NOBER: Now Duke argues that you
set that rate by gaming the system, that you set it a
higher rate than you otherwise would, thinking that
well, if the Board knocks it down, you've got a margin
for error, and you still get a nice increase. If we
were concerned about that, again, how would we ever
prevent you from doing that?

MR. MOATES: I think there's a clear
answer to that one, Mr. Chairman. The first clear
answer 1s, the evidence doesn't support gaming here.
In fact, our evidence shows, as you just pointed out,
that the rates could be much higher than they are,
that they were set reasonably according to the
assessment of CSX of the marketplace. But 1if a
shipper 1like Duke actually believed that, it had
discovery. It could have asked us questions about
that in discovery. It could have asked for the
deposition of the coal marketing officers who set

these rates, and they could have explored that. They
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never did it. They never did 1it.

It's a lawyer's creation. It's an
interesting argument. I would say that theoretically,
it could be of some concern to the Board in a case of
which the facts supported the inference that that kind
of thing may have gone on. I respectfully submit
there is not one scintilla of evidence of that in this
case.

We put in extensive evidence on the basis
on which we set rates. There's a whole big section in
our opening testimony about that. And the most
critical thing --

CHAIRMAN NOBER: They profess that the
rate you set here is the highest rate ever set for a
coal movement.

MR. MOATES: Well, that just isn't true
either. Look back at the export coal rates. The
export coal rates were litigated 23 years ago, and
were higher than these rates. And you know what, the
ICC found them to be reasonable, so that just isn't
true.

Now what about this broken --
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