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IN THE SECOND JUDICIAL DISTRICT COURT OF DAVIECGUMIY
FARMINGTON DEPARTMENT, STATE QF UBATGor QOURT

UNION PACIFIC RAILROAD
COMPANY,
Petitioner,
MEMORANDUM DECISION AND
Vs. ORDER
AFFECTED COUNTIES,

Cross Petitioners,
vs.
Case No. 090700830
UTAH STATE TAX COMMISSION,

Respondent. Judge John R. Morris

This is before the Court for trial de novo, pursuant to Utah Code Ann. § 59-1-
601, from a final decision issued by the Utah State Tax Commission. The sole issue
before the Court is to determine the fair market value of Union Pacific Railroad Com-
pany’s tangible operating property that is subject to ad valorem property taxation in the
State of Utah as of the January 1, 2007 lien date. Union Pacific contends that the Utah
State Tax Commission’s valuation is too high, whereas the Affected Counties argue
that the valuation is too low. As provided below, the Court concludes that, with one
adjustment, Union Pacific’s valuation is the more credible and accurate valuation of
tangible operating property.

The Court’s decision and supporting discussion is organized as follows:
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I. OVERVIEW

1. PROCEDURAL HISTORY

On April 30, 2007, the Property Tax Division of the Utah State Tax Commis-
sion issued an initial assessment setting the system value of Union Pacific Railroad
Company’s taxable operating property throughout the United States as
$11,393,990,000. The Tax Division allocated 3.09% of this value to the State of Utah
and then, after making necessary adjustments and deductions, determined that the fair
market value of Union Pacific’s taxable operating property in Utah was $331,951,680
as of a January 1, 2007 lien date.

Union Pacific did not challenge the Tax Division’s assessment. However, the

counties in which Union Pacific maintains operating property (including Beaver, Box

-3



Memorandum Decision and Order
Case No. 090700830

Elder, Cache, Carbon, Davis, Emery, Grand, Iron, Juab, ‘Millard, Morgan, Salt Lake,
Summit, Tooele, Utah, Wasatch, Washington, and Weber) filed a petition for rede-
termination of the Tax Division’s assessment pursuant to Utah Code Ann. § 59-2-
1007(1)(a), requesting that the Tax Commission increase the assessment. Following a
formal hearing on the Affected Counties’ petition in which Union Pacific participated,
the Tax Commission issued its Final Decision on November 16, 2009. The Final De-
cision set the system value of Union Pacific’s taxable operating property throughout
the United States at $17,165,636,930 as of a January 1, 2007 lien date, which, after
state allocation and necessary adjustments and deductions, equated to a fair market
value of the taxable operating property in the State of Utah of $499,895,066.

Subsequently, on December 31, 2009, both Union Pacific and the Affected
Counties filed petitions for judicial review of the Tax Commission’s Final Decision
pursuant to Utah Code Ann. § 59-1-601.

2. STANDARD OF REVIEW

On trial de novo from a final decision of the Tax Commission, the tax court
must “make a new and independent assessment of property value without relying on
or deferring to previous Commission assessments.” T-Mobile USA, Inc. v. Utah State
Tax Comm’n, 2011 UT 28, 913, 254 P.3d 752. “The court may affirm, reverse, modify,
or remand any order of the commission, and shall grant other relief, invoke such other
remedies, and issue such orders, in accordance with its decision, as appropriate.” Utah
Code Ann. § 59-1-604.

The Court’s assessment of property value is necessarily a factual determination.
“The choice of a valuation methodology and the resulting fair market value are ques-
tions of fact[.]” T-Mobile USA, Inc., 2011 UT 28, 149. However, “[t]he burden of proof
shall fall upon the parties seeking affirmative relief and the burden of going forward
with the evidence shall shift as in other civil litigation.” Utah Code Ann. § 59-1-604. A
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“party’s only burden is to show by a preponderance of the evidence that its proposed
valuation is more accurate than any other value.” T-Mobile USA, Inc., 2011 UT 28,
917; see also Utah Code Ann. § 59-1-604 (“A preponderance of the evidence shall suf-
fice to sustain the burden of proof.”).

Since both Union Pacific and the Affected Counties have filed petitions for ju-
dicial review of the Tax Commission’s Final Decision, each has the burden of
“demonstrat[ing] that ‘the greater weight of the evidence’ support[s] the value [they
have] proposed.” T-Mobile USA, Inc., 2011 UT 28, {18 (quoting Alvarado v. Tucker, 2638
P.2d 986, 988 (Utah 1954)).

3. APPLICABLE LAW

3.1 Taxation of Tangible Property

The Utah Constitution mandates that “all tangible property in the State that is
not exempt under the laws of the United States or under this Constitution shall be:
(a) assessed at a uniform and equal rate in proportion to its fair market value, to be as-
certained as provided by law; and (b) taxed at a uniform and equal rate.” Utah Const.
art. XIII, § 2(1). Consistent with this provision, the Utah Code provides that “[a]ll
tangible taxable property located within the state shall be assessed and taxed at a uni-
form and equal rate on the basis of its fair market value, as valued on January 1, un-
less otherwise provided by law.” Utah Code Ann. § 59-2-103; see also Utah Admin.
Code R884-24P-62(3).

“Tangible property” is not specifically defined in the Utah Constitution or
Utah Code. Rather, the Utah Code defines “property” as “property that is subject to
assessment and taxation according to its value,” which property “does not include
intangible property.” Utah Code Ann. § 59-2-102(28)(a) & (b).

The Utah Supreme Court has interpreted the term “tangible property,” for tax-

ation purposes, to mean that property which “has a physical aspect and has value in
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and of itself.” Salt Lake City Southern R.R. Co., Inc. v. Utah State Tax Comm’n, 1999 UT
90, 19, 987 P.2d 594. Tangible property, therefore, includes real property, improve-
ments, equipment, fixtures, and other personal property. See Utah Code Ann. §§ 59-2-
102(19), (27), (28), & (30).

“Fair market value” is defined as “the amount at which property would change
hands between a willing buyer and a willing seller, neither being under any compul-
sion to buy or sell and both having reasonable knowledge of the relevant facts.” Id. at
§ 59-2-102(12); see also Utah Admin. Code R884-24P-62(2)(b). “Fair market value” is
“determined using the current zoning laws applicable to the property in question, ex-
cept in cases where there is a reasonable probability of a change in the zoning law af-
fecting that property in the tax year in question and the change would have an appre-
ciable influence upon the value.” Utah Code Ann. § 59-2-102(12). Additionally, “[f]air
market value reflects the value of property at its highest and best use, subject to regula-
tory constraints.” Utah Admin. Code R884-24P-62(2)(b).

Accordingly, tangible property, or property having a physical aspect and inher-
ent value that is otherwise not intangible property, is subject to taxation at its fair mar-

ket value based upon its highest and best use.

3.2 Exemption for Intangible Property

Intangible property, on the other hand, is exempt from assessment and property
taxation. See Utah Code Ann. § 59-2-1101(3)(a)(vii); see also Utah Admin. Code
R884-24P-62(3); Beaver County v. WilTel, Inc., 2000 UT 29, 928, 995 P.2d 602. Alt-
hough not defined in the Utah Constitution, the Utah Code defines “intangible prop-
erty” as: “(a) property that is capable of private ownership separate from tangible
property, including: (i) money; (ii) credits; (iii) bonds; (iv) stocks; (V) representative
property; (vi) franchises; (vii) licenses; (viii) trade names; (ix) copyrights; and (x) pa-
tents; (b) a low-income housing tax credit; or (c) goodwill.” Utah Code Ann. § 59-2-
102(20). The Utah Supreme Court has further explained that intangible property in-
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cludes “property that has no intrinsic and marketable value, but is merely the repre-
sentative or evidence of value[.]” T-Mobile US4, Inc., 2011 UT 28, 431 (Internal quota-
tions omitted).

“Goodwill” is limited to “acquired goodwill that is reported as goodwill on the
[taxpayer’s] books and records” or a business’s ability to “generate income” or “eco-
nomic or competitive advantage,” in either case exceeding what is normal or expected
and attributable to certain generic factors subsequently enumerated. Utah Code Ann.
§ 59-2-102(16)(a) & (b). Of interest is the express exclusion from the statutory defini-
tion of “goodwill” for “the enhancement or assemblage value specifically attributable
to the interrelation of the existing tangible property in place working together as a
unit.” Id. at § 59-2-102(16)(c)(i) & (iv).

Therefore, intellectual property such as copyrights is exempt intangible proper-
ty, and its value is properly excluded from the valuation of a business’s property.
Goodwill, on the other hand, is generally not excludable from the valuation until rec-
ognized and quantified for financial accounting purposes, as in the excess of the price
paid for a business over its book value. See generally, T-Mobile USA, Inc., 2011 UT 28.
3.3  Unitary Property

“The Tax Commission is charged with the responsibility of assessing the fair
market value each year of “all property which operates as a unit across county lines, if
the values must be apportioned among more than one county or state.” Utah Code
Ann. § 59-2-201(1)(a)(i). This property, eponymously referred to as “unitary proper-
ty,” is regarded as more than “merely land, buildings, and other assets[; r]ather, its
value depends on the interrelation and operation of the entire [system] as a unit[, as
m]any of the separate assets would be practically valueless without the rest of the sys-
tem.” WilTel, Inc., 2000 UT 29, 435 (Internal quotations omitted). “A unitary apprais-
al[, therefore,] involves the appraisal of property that operates as a unit across county

or state lines.” T-Mobile USA, Inc., 2011 UT 28, 45 n.3; see also Utah Admin. Code
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R884-24P-62(d)(i)(A). “In determining the value of property for tax purposes, the val-
ue of the property is first calculated as a unit and then apportioned by county or state.”
T-Mobile USA, Inc., 2011 UT 28, 95 n.3.

The parties agree that Union Pacific operates property as a unit across Utah
state and county lines, and that a unitary appraisal is the appropriate approach for as-
sessing the fair market value of the property. See WilTel, Inc., 2000 UT 29, 921 (“From
a purely practical perspective, central assessment is the most rational way to determine
the value of an enterprise whose function relies upon cross-boundary connections.”).

Additionally, the parties have stipulated to an apportionment or allocation of
3.09% of Union Pacific’s unitary system value to the State of Utah, and to a further
relief deduction of 5.20% pursuant to the Railroad Revitalization and Regulatory Re-
form Act (the “4-R Act™), 49 U.S.C. § 11501.

3.4 Rule62

In making a unitary appraisal, the Utah Supreme Court has recognized that
“[rlequiring the tax court to use a specific valuation method ignores the reality that
certain methodologies are not always accurate in every circumstance.” T-Mobile US4,
Inc., 2011 UT 28, 51. Accordingly, the Utah Supreme Court has “endorsed the fol-
lowing approaches in assessing fair market value: cost, income, and market.” Salt Lake
City Southern R.R. Co., Inc., 1999 UT 90, q14. “The cost approach determines property
value on the basis of its cost less depreciation.” Id. at §14. “The income approach de-
termines the value of property by determining the income which that property can de-
rive.” Id. “The market approach uses the prices at which comparable properties are

bought and sold as a basis for determining value.” Id.
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The Tax Commission has adopted an administrative rule to provide internal
guidance in unitary valuations. See Utah Admin. Code R884-24P-62." Although not
binding on the Court for purposes of a trial de novo, Rule 62 is a compilation of accept-
ed unitary appraisal methodologies that provides both a guide and structure in evaluat-
ing the appraisals put forward by the parties. For this reason a summary of the provi-

sions of Rule 62 pertinent to unitary appraisals follows.

3.4.1 Purposes of Rule 62

The Tax Commission adopted Rule 62 to “specify consistent mass appraisal
methodologies to be used ... in the valuation of tangible property” and to “identify
preferred valuation methodologies to be considered by any party making an appraisal
of an individual unitary property.” Id. at R884-24P-62(1). Rule 62’s “[p]referred valua-
tion methods ... [are] rebuttable presumptions, established for purposes of consistency

in mass appraisal.” Id. at R884-24P-62(b)(iii).

3.4.2 Preferred Valuation Methods under Rule 62

Rule 62 provides that “[t]he preferred methods to determine fair market value
are the cost approach and a yield capitalization income indicator[.]” Utah Admin.
Code R884-24P-62(4)(b).

! References and citations to Rule 62 are to the 2012 version of the Rule. While the Tax Commission
has amended Rule 62 since the version in effect at the time of the January 1, 2007 lien date, these
amendments primarily pertain to a renumbering of the Rule’s subsections and substantive changes to
portions of the Rule that are not applicable here. The sole exception is a 2008 amendment which affect-
ed language within the Rule’s subsection regarding the discounted cash flow (“DCF”) method of the
income approach. See Utah Admin. Code R884-24P-62(5)(b)(ii). However, the 2008 amendment does
not alter the applicability of the DCF method, but rather clarifies the importance of establishing reliable
cash flow estimates when the method is used in mass appraisals. See Id. The amendment further deline-
ates generally accepted factors that should be incorporated into the method and considerations for
growth and forecasting growth when unusual income patterns are present. See Id. at R884-24P-
62(5)(b)(ii)(A), (B) & (C). Accordingly, the alterations made by the 2008 amendment merely clarify the
DCF method and do not substantively affect how the Court views the DCF method’s application in this
case, or the Court’s ultimate determination in this matter.

—-9—
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@) Cost Approach

Under the cost approach, “[a] cost indicator may be developed under one or
more of the following methods: replacement cost new less depreciation (RCNLD), re-
production cost less depreciation (reproduction cost), and historic cost less deprecia-
tion (HCLD).” Id. at R884-24P-62(5)(a).

“Replacement cost is the estimated cost to construct, at current prices, a prop-
erty with utility equivalent to that being appraised, using modern materials, current
technology and current standards, design, and layout[, which, when applied,] elimi-
nates the need to estimate some forms of functional obsolescence.” Id. at R884-24P-
62(5)(a)(ii). “Reproduction cost is the estimated cost to construct, at current prices, an
exact duplicate or replica of the property being assessed, using the same materials,
construction standards, design, layout and quality of workmanship, and embodying
any functional obsolescence.” Id. at R884-24P-62(5)(a)(iii). “Historic cost is the origi-
nal construction or acquisition cost as recorded on a firm’s accounting records|,]”
which depending upon the industry, may be appropriate to trend to current costs using
commonly recognized indexes within the specific industry. Id. at R884-24P-
62(5)(@)(@iv).

Rule 62, however, recognizes that “RCNLD may be impractical to implement;
therefore[,] the preferred cost indicator of value in a mass appraisal environment for
unitary property is HCLD.” Id. at R884-24P-62(5)(a)(v). Notwithstanding the forego-
ing, in valuing railroad properties “[t]he cost indicator should generally be given little
or no weight because there is no observable relationship between cost and fair market

value.” Id. at R884-24P-62(6)(b)(i) & (ib).

(ii) Income Indicator Approach

The income indicator approach, on the other hand, accepts that “[u]nder the

principle of anticipation, benefits from income in the future may be capitalized into an
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estimate of present value.” Id. at R884-24P-62(5)(b). Rule 62 discusses three generally
accepted methods for applying the income indicator approach: yield capitalization,
DCF or discounted cash flow, and direct capitalization. See Id. at R884-24P-62(5)(b).

The first method, yield capitalization, is Rule 62’s preferred method of applying
the income indicator approach to valuation. The governing formula is “CF/(k-g),
where ‘CF’ is a single year’s normalized cash flow, ‘k’ is the nominal, risk adjusted
discount or yield rate, and ‘g’ is the expected growth rate of the cash flow.” Id. at
R884-24P-62(5)(b)(i). “Cash flow is calculated as net operating income (NOI) plus
non-cash charges (e.g., depreciation and deferred income taxes), less capital expendi-
tures and additions to working capital necessary to achieve the expected growth ‘g’.”
Id. at R884-24P-62(5)(b)(i)(A). “The discount rate (k) [is] based upon a weighted aver-
age cost of capital (WACC) considering current market debt rates and equity yields[,]”
with the capital asset pricing model (CAPM) as the preferred method to estimate the
cost of equity. Id. at R884-24P-62(5)(b)(1)(B). “The growth rate ‘g’ is the expected fu-
ture growth of the cash flow attributable to assets in place on the lien date, and any
future replacement assets.” Id. at R884-24P-62(5)(b)(1)(C).

Under the second method, DCF, “[florecasted growth may be used where unu-
sual income patterns are attributed to (I) unused capacity; (II) economic conditions; or
(I11) similar circumstances.” Id. at R884-24P-62(5)(b)(ii)(B). The governing formula is:
NCF!/(1+k)' + NCF?/(1+k)* ... NCF*/(1+k)", where “NCF” is the annual normal-
ized cash flow and “k” is the same as in the yield capitalization method.

The yield capitalization method is a derived, simpler form of the DCF method,
where future cash flow growth is held constant. Although the DCF method offers
greater precision, the yield capitalization method is preferred since it is more easily
applied. Rule 62 recognizes that the DCF method “may be impractical to implement
in a mass appraisal environment, [unless] reliable cash flow estimates can be estab-

lished.” Id. at R884 24P 62(5)(b)(ii).
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Under the yield capitalization method, normalized net cash flow is “projected
for the year immediately following the lien date, and may be estimated by reviewing
historic cash flows, forecasting future cash flows, or a combination of both.” Id. at
R884-24P-62(5)(b)()(A)(III). The DCF method uses variable projected cash flows for
a period of years following the lien date, and calculates a terminal value for subse-
quent years.

Under the third income indicator approach, direct capitalization, “an estimate
of a single year’s income expectancy [is converted] into an indication of value ... by
dividing the normalized income estimate by a capitalization rate or by multiplying the

normalized income estimate by an income factor.” Id. at R884 24P 62(5)(b)(ii1).

(iii) Other Appraisal Methods

Rule 62 acknowledges that “[o]ther generally accepted appraisal methods may
also be used when it is demonstrated that such methods are necessary to more accu-
rately estimate fair market value.” Id. at R884-24P-62(4)(b)(i). In particular, Rule 62
identifies the stock and debt method as an alternative to a market approach, since sales
of unitary properties are infrequent. See Id. at R884-24P-62(5)(c)(ii). “The stock and
debt method is based on the accounting principle which holds that the market value of
assets equals the market value of liabilities plus shareholder’s equity.” Id.; see also Cache
County v. Prop. Tax Div. of Utah State Tax Comm’n, 922 P.2d 758, 763 (Utah 1996)
(“Under this indicator, the market value of a [company’s] property is determined by
considering the market value of the [company’s] common and preferred stock in addi-
tion to the market value of its bond (or debts).”).

Rule 62 acknowledges that “the stock and debt method typically capture[s] the
value of intangible property at higher levels than other methods [and, therefore, t]o the
extent intangible property cannot be identified and removed, relatively less weight
shall be given to [the method] in the reconciliation process[.]” Utah Admin. Code
R884-24P-62(4)(b)(ii).

-12—
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3.4.3 Reconciliation Process

Where more than one mass appraisal methodology is used to derive unitary
value, the several values must be reconciled or combined by means of weighting per-
centages into a single correlated system or unitary value. Rule 62 provides that
“[w]hen reconciling value indicators into a final estimate of value, the appraiser shall
take into consideration the availability, quantity, and quality of data, as well as the
strength and weaknesses of each value indicator.” Id. at R884-24P-62(5)(d). Moreover,
Rule 62 recognizes that “[w]eighting percentages used to correlate the value approach-
es will generally vary by industry, and may vary by company if evidence exists to sup-
port a different weighting.” Id. at R884-24P-62(5)(d).

The unitary system value of “assets” so derived necessarily includes both tangi-
ble and intangible assets. Otherwise, the valuation would be of static property and not
a going concern. The correlated system value must therefore be further adjusted by
subtracting the value of exempt intangible property captured in the valuation. Rule 62
acknowledges that when implementing any appraisal methodology for a unitary prop-
erty, “[t]he assemblage or enhanced value attributable to the tangible property [may be
captured, and therefore] should be included in the assessed value.” Id. at
R884-24P-62(4)(a). Accordingly, “[t]he value attributable to intangible property must,
when possible, be identified and removed from value when using any valuation meth-
od and before that value is used in the reconciliation process [to obtain a final estimate
of value].” Id.

Next, any “[p]roperty separately assessed by the Division, such as registered
motor vehicles, shall be removed from the [adjusted] correlated unit value or from the
state allocated value” in order to derive the Utah assessed value of the unit. Id. at
R884-24P-62(4)(c); see also Utah Code Ann. § 59-2-201(5) (“Property assessed by the

unitary method, which is not necessary to the conduct and does not contribute to the
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income of the business as determined by the commission, shall be assessed separately
by the local county assessor.”).

Finally, in the case of railroad property, the Utah assessed value is further re-
duced by the 4-R Act Deduction to arrive at a Utah taxable value for the unit property.

3.5 The Derivation of Utah Taxable Value

The means by which the Utah taxable value of unitary property is to be de-
rived, as previously discussed, may be summarized in the following five steps:

FIRST, a correlated system value is derived by means of one or more

valuation methods;

SECOND, the correlated system value is adjusted by the subtraction of

the value of any intangible property captured to derive an adjusted
system value;

THIRD, the adjusted system value is multiplied by the Utah Allocation

Factor to derive an apportioned Utah market value;

FOURTH, the Utah market value is further adjusted by subtraction of
the value of any locally assessed property, such as motor vehicles, to
derive a Utah assessed value; and

FIFTH, the Utah assessed value is adjusted by the 4-R Act Deduction to
arrive at a Utah taxable value for the unitary property.

For purposes of this trial de novo and with regard to the standard of review and
applicable law, the Court must find the fair market value of Union Pacific’s taxable
property from the weight of credible evidence received. This is to be accomplished
without any deference to the Tax Commission, its proceedings, procedures, determi-
nations, or findings, or any requirement of strict compliance with Rule 62. See T-
Mobile USA, Inc., 2011 UT 28, 9913 & 51. The result should be the objective product of
generally accepted valuation methodologies, applied in such manner as to yield an ac-

curate, reliable, and consistent derived unitary value supported by the evidence.
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II. FINDINGS OF FACT

The Court held the evidentiary phase of trial over a period of three weeks on
February 15-17, 22-24, and 29, and March 1, 2012, and heard closing arguments from
counsel on April 19, 2012. Pre-trial and post-trial briefs were received, as well as a
substantial quantity of documentary evidence.

As the primary issue to be decided is the correct valuation of Union Pacific’s
Utah taxable operating property, the strengths and weaknesses associated with the ap-
praisers’ mass appraisal approaches and resulting valuations were the focal point of
the testimony. Both parties submitted substantial and conflicting evidence in support
of their valuations.

Fact and expert witnesses were heard, and the competency, completeness, con-
sistency, and reliability of their testimony and the unitary appraisal methodologies es-
poused were weighed and evaluated in the context of the issues to be decided. Accord-
ingly, the Court, having concluded that each is supported by a preponderance of the
evidence, makes the following factual findings:

1. Union Pacific is a Delaware company and an indirect, wholly-owned sub-
sidiary of Union Pacific Corporation. Union Pacific has no publicly traded stock.

2. Union Pacific operates a Class I railroad and owns tangible operating
property in the State of Utah that is subject to ad valorem property taxation.

3. The highest and best use of Union Pacific’s operating property for deter-
mining fair market value is as a Class I railroad.

4. The valuation lien date relevant to the parties’ petitions for judicial review
is January 1, 2007.

5. The applicable Utah Allocation factor is 3.09%, and the 4-R Act Deduc-
tion factor is 5.20%.

6. As of January 1, 2007, Union Pacific operated one of the largest railroad
systems in the United States, with approximately 32,339 route miles in 23 states, 8,307
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locomotives and 94,828 freight cars, and approximately 50,700 employees. Union Pa-
cific transports six main classes of material, including agricultural, automotive, chemi-
cal, energy, industrial product, and intermodal.

7. Union Pacific’s operations are subject to the regulatory jurisdiction of the
Surface Transportation Board, the Federal Railroad Administration, and other federal
and state agencies. The STB has jurisdiction over rates charged for certain rail traffic,
freight car compensation, and other transfer and acquisition items.

8. The railroad industry in which Union Pacific operates is cyclical because
revenue growth tends to follow the level of industrial production in the United States.

9. Union Pacific’s earnings have also been cyclical throughout its operational
history.

10. The railroad industry and Union Pacific have consistently earned lower
rates of return on investment when compared with both market rates and the STB de-
termined cost of capital. When a railroad earns a return below the STB determined
cost of capital, it is considered to be revenue inadequate. During the ten year period
prior to the January 1, 2007 lien date, Union Pacific was considered revenue inade-
quate.

11. The railroad industry’s and Union Pacific’s operations are subject to busi-
ness risks, including weather related interruptions, the availability of trained person-
nel, the required transport of hazardous materials, the application of new technolo-
gies, volatility in fuel charges, the availability of capital, and competition from other
modes of transportation.

12. At trial, Union Pacific relied on the testimony of two fact witnesses and
two expert witnesses. The fact witnesses were Robert D. Fredericks and Edward J.
Weber, and the expert witnesses were Dr. Arthur A. Schoenwald and Robert F. Reil-

ly.
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13. Mr. Fredericks is the Senior Director-Property Tax for Union Pacific, and
an ASA (American Society of Appraisers) designated appraiser having over 37 years’
experience working with valuation matters affecting Union Pacific’s railroad operating
properties.

14. Mr. Weber is the Vice President-Planning and Analysis for Union Pacific,
and has 32 years’ experience working with Union Pacific. He is responsible for capital
budgeting and cost of profit planning for Union Pacific.

15. Dr. Schoenwald is a respected national expert in valuation methodologies
with over 40 years’ experience valuing railroad operating properties. Dr. Schoenwald
received his doctorate from Harvard University Graduate School of Business Admin-
istration, where his specialty focus was in the field of valuation. He has prepared stud-
ies and has testified as an expert in 35 states.

16. Mr. Reilly is a Managing Director of Willamette Management Associates,
and one of the nation’s leading appraisers of intangible properties. Mr. Reilly received
his Master of Business Administration degree from Columbia University. He has over
30 years’ experience valuing intangible properties and holds multiple appraisal and
accounting designations.

17. The Affected Counties relied on the testimony of two expert witnesses: D.
Brent Eyre and Dr. A. James Ifflander.

18. Mr. Eyre is an expert appraiser and auditor, specializing in the valuation of
unitary properties. Mr. Eyre formerly worked as the Assistant Director of the Tax
Commission’s Property Tax Division. Mr. Eyre holds an ASA appraisal designation
and received a bachelor’s degree in accounting from Brigham Young University.

19. Dr. Ifflander is an expert financial and economic consultant. He has 30
years’ experience in finance and economics with a specialty in the valuation of assets
for property taxation purposes. Dr. Ifflander received his doctorate from Michigan
State University.
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20. The Commission elected not to call any witnesses in this matter and pre-
sented no evidence in support of the findings and conclusions made in its Final Deci-
sion.

21. Dr. Schoenwald prepared and presented an appraisal report in which he
determined that the system value of Union Pacific’s operating property was
$12,842,900,000 on the January 1, 2007 lien date. Dr. Schoenwald calculated unitary
system values using both the yield capitalization and DCF methods, but gave full
100% weight to the higher system value derived using the DCF method in his correla-
tion. Reliable cash flow estimates were established and used by Dr. Schoenwald in his
application of the DCF valuation method.

22. Mr. Eyre prepared and presented an appraisal report in which he deter-
mined that the correlated system value of Union Pacific’s taxable operating property
was $20,000,000,000 on the January 1, 2007 lien date. Mr. Eyre calculated unitary
system values using four generally accepted methods: the cost approach, the yield cap-
italization income indicator method, the DCF income indicator method, and the stock
and debt method. In his correlation of the four value indicators, Mr. Eyre assigned,
without substantive support, weights of 0%, 2%, 2%, and 96% respectively to the val-
ues obtained using these methods.

23. However, the accuracy, reliability, and consistency of Mr. Eyre’s correlat-
ed system value is not supported by the evidence. Mr. Eyre did not make a thorough,
independent investigation into or validate underlying data, subjectively selected data,
improperly used Union Pacific’s internal test case data, and incurred methodological
errors and inconsistencies. Accumulated inaccuracies and errors in the underlying data
caused his derived system values to be less reliable. Furthermore, Mr. Eyre made no
adjustment in his appraisal for intangible property exempt from Utah property taxa-

tion.
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24. Accordingly, the Affected Counties and the Tax Commission have not
shown that the more accurate unitary system value of Union Pacific’s property as of
the January 1, 2007 lien date is that offered by Mr. Eyre.

25. Dr. Schoenwald conducted a thorough investigation into the underlying
data, assumptions, and variables used in his valuations. Each of his judgments and
conclusions were accurate, reliable, consistent, and supported by the evidence.

26. The Affected Counties and the Tax Commission offered insufficient evi-
dence to cast doubt on Dr. Schoenwald’s data, methodology, or system value conclu-
sions.

27. Accordingly, Union Pacific has shown that Dr. Schoenwald’s testimony
and appraisal are factually more credible, accurate, and reliable, and is entitled to
greater weight and confidence than that of Mr. Eyre.

28. Mr. Reilly prepared and presented an appraisal report in which he deter-
mined that the value of Union Pacific’s intangible property consisting of custom com-
puter software was $1,143,000,000 on the January 1, 2007 lien date. The cost ap-
proach valuation method and the COCOMO and KPLAN models used by Mr. Reilly
to value the software are generally recognized and accepted methods for valuing the
replacement cost of custom computer software.

29. Mr. Reilly conducted a thorough investigation into the underlying data,
assumptions, and variables used in his valuations. Each of his judgments and conclu-
sions were credible, accurate, reliable, and supported by the evidence.

30. The Affected Counties offered neither a competing valuation of Union Pa-
cific’s intangible property consisting of custom computer software, nor sufficient evi-
dence to cast doubt on Mr. Reilly’s methodology or system value conclusions.

31. Mr. Reilly also derived a value for Union Pacific’s intangible property
consisting of its assembled workforce of $570,000,000 as of the lien date.
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32. Accordingly, based on the accumulated evidence, Union Pacific has
shown that the more accurate, unadjusted, unitary system value of its property as of
the January 1, 2007 lien date is $12,842,900,000, as calculated by Dr. Schoenwald.

33. Furthermore, Union Pacific has shown that the more accurate valuation of
its intangible property consisting of custom software as of the January 1, 2007 lien
date is $1,143,000,000, as calculated by Mr. Reilly. Union Pacific’s unitary system
value is properly adjusted by the subtraction of this amount.

34. Union Pacific’s trained and assembled workforce consisting of trained en-
gineers does not fall within any class or type of property recognized as exempt intan-
gible property under Utah law. Union Pacific is not entitled to adjustment of its uni-
tary system value by the value of its Union Pacific’s assembled workforce derived by
Mr. Reilly.

35. The Court calculates the value of Union Pacific’s locally assessed vehicles
as of the lien date as $2,117,670. The allocated Utah market value, or the value of Un-
ion Pacific’s adjusted system value apportioned to Utah, is properly adjusted by the
deduction of this amount.

36. Finally, the Utah assessed value must be adjusted by the 4-R Act Deduc-
tion to determine Utah taxable value.

37. Accordingly, the Court finds that the Utah taxable value of Union Pacific’s
operating property is $340,719,960, derived as follows:
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Correlated System Value $ 12,842,900,000
LESS Computer Software (1,143,000,000)
Adjusted System Value $ 11,699,900,000
TIMES Utah Allocation Factor 3.09%
Utah Market Value $ 361,526,910
LESS Locally Assessed Vehicles (2,117,670)
Utah Assessment $ 359,409,240
LESS 4-R Act Deduction Factor 5.20%
UTAH TAXABLE VALUE $ 340,719,960

III. DISCUSSION/ANALYSIS

At trial, the parties’ principal valuation experts, Dr. Schoenwald and Mr. Eyre,
offered opinions as to the fair market value of the Union Pacific’s tangible operating
property for ad valorem property taxation as of the January 1, 2007 lien date.

Using the DCF income indicator method, Dr. Schoenwald derived an adjusted
system value of Union Pacific’s tangible operating property throughout the United
States of $11,219,900,000, including deductions totaling $1,713,000,000 for exempt
intangible property based upon Mr. Reilly’s appraisal. After adjustment for locally as-
sessed vehicles and the 4-R Act deduction, this equated to a Utah taxable value of
$324,120,726 as of the lien date.

Mr. Eyre calculated a correlated system value of Union Pacific’s operating
property throughout the United States of $20,000,000,000, based on a weighted aver-
age of three values obtained using the yield capitalization and DCF income indicator
methods and the alternative stock and debt method. Making no deductions for intan-
gible property, and after the Utah allocation and deductions for locally assessed vehi-
cles and the 4-R Act, Mr. Eyre concluded that the taxable value of Union Pacific’s
tangible operating property in the State of Utah was $582,436,914 as of the lien date.
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Dr. Schoenwald’s and Mr. Eyre’s appraisals are summarized as follows:

Dr. Schoenwald’s Appraisal: Mr. Eyre’s Appraisal:

Valuation Methodology Weight Amount Weight Amount
Cost/Market Approach -- -- 0% $37,547,511,899
Yield Cap Income Indicator 0% $11,648,300,000 96% $19,583,439,450
DCF Income Indicator 100% $12,842,900,000 2% $ 39,365,816,000
Stock and Debt Method -- -- 2% $ 34,492,740,358

Correlated System Value $ 12,842,900,000 $ 20,000,000,000
LESS Computer Software (1,143,000,000) --
LESS Assembled Workforce (570,000,000 ) --

Adjusted System Value $11,129,900,000 $ 20,000,000,000
TIMES Utah Allocation Factor 3.09% 3.09%

Utah Market Value $ 343,914,000 $ 618,000,000
LESS Locally Assessed Vehicles : (2,014,500) (3,615,070)

Utah Assessment $ 341,899,500 $ 614,384,930
LESS 4-R Act Deduction (17,778,774) (31,948,016)

Utah Taxable Value $ 324,120,726 $ 582,436,914

The valuation methodologies, deductions and adjustments used in

Dr. Schoenwald’s and Mr. Eyre’s appraisals are discussed below.

1. COST AND MARKET VALUATION APPROACH

The parties found two of the three principal unitary valuation methods identi-
fied by case law and Rule 62, namely the cost and market approaches, to be unsuitable
for valuing Union Pacific’s tangible operating property.

Dr. Schoenwald did not perform a cost approach valuation. Mr. Eyre complet-
ed a cost approach valuation using Rule 62’s preferred HCLD method, but gave no
weight to the valuation in his reconciliation. Dr. Schoenwald and Mr. Eyre agreed

that the cost approach would not produce an accurate and reliable valuation and was
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not relevant in valuing Union Pacific’s tangible operating property for purposes of ad
valorem property taxation. See Utah Admin Code R884-24P-62(6)(b)(ii).

Dr. Schoenwald and Mr. Eyre also agreed that a market valuation approach
was not applicable in this case, as there were no sales of comparable properties that
would allow for accurate valuation estimates. See Id. at R884-24P-62(5)(c) (“The mar-
ket approach is estimated by comparing the subject property to similar properties that

have recently sold.”).

2. INCOME INDICATOR VALUATION APPROACH

Dr. Schoenwald and Mr. Eyre agreed that an income indicator approach is pre-
ferred for valuing Union Pacific’s operating property, but disagreed with respect to the
application of the approach.

Neither Dr. Schoenwald nor Mr. Eyre prepared a valuation of Union Pacific’s
operating property using the income indicator approach’s direct capitalization meth-
od. The direct capitalization method is not preferred under Rule 62, and the parties
did not present valuations using that method.

Both Dr. Schoenwald and Mr. Eyre prepared valuations of Union Pacific using
the income indicator approach’s yield capitalization and discounted cash flow or DCF
methods. The formulas for these two methods rely on the same three variables: NCF,
or normalized net cash flow estimated for the year following the lien date; “k,” or the
nominal risk adjusted discount or yield rate; and “g,” or the expected growth rate of
the cash flows. The formulas differ in that the yield capitalization method assumes
that the growth rate “g” will be constant throughout the life of the property appraised,
while the DCF method allows the growth rate to vary during an initial forecast period
and then assumes a constant growth rate thereafter to facilitate the calculation of a

terminal value.
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