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November 23, 1998

The Honorable Rodney E. Slater
Secretary of Transportation
Washington, DC 20590

Decar Mr. Secretary:

Please find enclosed the Summary Report of the Independent Assessment of
Amtrak’s Financial Needs through Fiscal Year 2002. The Summary Report
includes the Executive Summary and the Summary and Conclusions with the
detailed analyses to follow in a separate volume.

The Summary Report will be available to the public on December 1, 1998. By
December 7, you will receive the detailed analyses underlying the Summary
Report. Because this supporting document contains information that 1s business
sensitive and proprietary to Amtrak, it will have limited distribution: to you; the
Amtrak Reform Council; the Senate Committee on Commerce, Science, and
Transportation; the Senate Committee on Appropriations; the House Committee
on Transportation and Infrastructure; the House Committee on Appropriations;
Amtrak Management; and the Amtrak Reform Board.

The assessment reviewed the plans and actions identified in Amtrak’s March 1998
Strategic Business Plan and has not incorporated any changes subsequently
approved by the new Amtrak Board of Directors.

The week of November 16, we briefed the Amtrak Board of Directors,
representatives of the Amtrak Reform Council, and congressional staff on the
results of the assessment. The Board indicated that actions already taken will
eliminate at least $390 million of the $823 million of at-risk revenues and cost
reductions cited in this report. The Board also expressed concerns with the
assessment’s reduction to Amtrak’s projected high-speed rail revenues in the
Northeast Corridor. (A copy of the Board’s letter addressing their concerns with
the assessment and the actions already taken is included as an appendix to the
Summary Report.) We agree that marketing and promotion can play a significant
role in the revenues realized from a new service such as high-speed rail, and hope



that the Board’s view that such activities would mitigate our restatement proves to
be accurate.

The Amtrak Reform and Accountability Act requires us to assess Amtrak’s 1999
Strategic Business Plan. We have taken note of the Amtrak Board’s observations
and concerns, and will address their validity during the next phase of our
congressional mandate. Our report on the 1999 plan will identify any risks
associated with Amtrak’s planned actions and, where appropriate, restate
Amtrak’s projected revenues and expenses. By the time of the 1999 assessment,
there should be some carly indications as to whether actions taken by the Board
are having their desired effects on revenues and cost reduction. This report will be
available in the spring of 1999.

Amtrak’s ability to achieve its goal of self-sufficiency from Federal operating
subsidies by 2003 will rest on the ability of Amtrak to respond when revenue
projections and anticipated cost reductions do not materialize. We are encouraged
that Amtrak exceeded its 1998 goals. We remain concerned, however, that
Amtrak’s operating loss grew by $61 million between 1997 and 1998 to
$823 million.

Amtrak’s projected funds available for capital investment in its March 1998 plan
are less than all forecasts of its needs through 2003. Therefore, it is of wital
importance that Amtrak address the high-risk elements of its plan that are
identified in this report. For every dollar that Amitrak’s loss is reduced, an
additional dollar can be applied to Amtrak’s capital investment needs.

We very much appreciate the cooperation received from Amtrak and the
professionalism of Amtrak’s senior staff throughout all phases of the assessment.
If you have any questions concerning the enclosed report or the more detailed
volumes describing the analyses, please call me, my Deputy, Raymond J. DeCarly,
or the team leader of this project, Mark R. Dayton on (202) 366-1959.

Sincerely,

[y

Kenneth M. Mead
Inspector General
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Executive Summary

Independent Assessment of Amtrak’s
Financial Needs Through FY 2002

In 1971, Congress created the National Railroad Passenger Corporation (Amtrak)
to ensure that modern, efficient intercity passenger rail service would continue to
be a part of the national transportation system. Since its creation, Amtrak has
received $21.8 hillion in Federal support, in the form of operating and capital
subsidies.

In 1997, Congress passed the Amtrak Reform and Accountability Act (ARAA). In
addition to providing Amtrak flexibility to operate more like a business, the law
authorized $5.2 billion for both the operating and capital expenses of Amtrak
through FY 2002." It also prohibited Amtrak from using any Federal funds for
operating expenses after 2002 except for excess Railroad Retirement
contributions? Section 202 of the ARAA requires that the Secretary of
Transportation contract with an independent entity to perform an independent and
objective assessment of Amtrak’ s financial condition and requirements through

FY 2002. The Office of Inspector General was directed to exercise oversight of
the assessment.

In 1997, Congress also passed the Taxpayer Relief Act (TRA), which provided
Amtrak with $2.2 billion in funds for capital investment expenditures. These
funds were intended to provide Amtrak with a one-time infusion of funds that
would enable it to make the capital investments necessary to reduce its reliance on
Federa operating support. TRA funds, together with Amtrak’s actual 1998 and
1999 appropriations, and the Administration’s proposed funding for 2000 through
2002, total an amount sightly below Amtrak’s $5.2 billion authorization in
ARAA.

Prior to ARAA, Amtrak established a plan (called a ““glidepath’’) to achieve
operating self-sufficiency by the end of Fiscal Year 2002. This plan entailed
numerous future business actions that, if successful, would gradually eliminate
Amtrak’s cash loss from operations and thus its need for Federal operating
subsidies. Amtrak has never interpreted its congressional mandate, nor does it
believe it will ever be feasible, to eliminate its need for Federal funding for capital

! Unless otherwise stated, all years are fiscal years based on Amtrak’ s fiscal year of October 1 to
September 30, the same as the Federal fiscal year.

2 Amtrak is required to partcipate in the railroad retirement and unemployment systems. Each participating
railroad pays a portion of the costs for all retirement and unemployment benefits in the industry. Amtrak’s
payments exceed the specific retirement and unemployment costs for its employees expected benefits, the
amount of which isreferred to as " Excess RRTA Contributions’.
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investment. However, Congress has not directly addressed the question of
whether Amtrak would receive, or could count on receiving, long-term Federal
funding for capital investment.

In May 1998, when the independent assessment required by ARAA began,
Amtrak’ s glidepath to self-sufficiency was spelled out in its 1998 Strategic
Business Plan. This plan, developed in September 1997 and revised in March
1998 (the March SBP), projected Amtrak’s financial position for the 6 years
between 1998 and 2003. The March SBP was the basis for this assessment.

Amtrak develops a new plan each fiscal year as part of its annual planning cycle.
Amtrak adopted a new 1999 Strategic Business Plan in September 1998. While
we have not yet reviewed the 1999 plan, Amtrak has indicated that it includes
actions that address many of the concerns we identified in our review of the March
SBP. In accordance with section 409 of ARAA, the Inspector General of the
Department of Transportation (DOT) will perform an assessment on the 1999 SBP
and report the results in the spring of 1999.

Objectives and Scope

The Executive Summary and Summary and Conclusions were prepared by the
Office of the Inspector General and rely on work performed by the assessment
contractor under the supervision of the Office of Inspector General. Thereisaso
avoluminous report prepared by the contractor that supports the findings,
observations, and recommendations included in the Summary and Conclusions.
The report, however, contains proprietary data and cannot be made available to the
public. The full report and supporting appendices will be provided to the Secretary
of Transportation; the Amtrak Reform Council; the Senate Committee on
Commerce, Science, and Transportation; the House Committee on Transportation
and Infrastructure; the House Committee on Appropriations; the Senate
Committee on Appropriations, Amtrak Management; and the Amtrak Reform
Board.

In accordance with the requirements of the ARAA, this assessesment consists of
four parts. The objective of each part is as follows.

|. Amtrak’s Current Financial Status. We assessed Amtrak’s current financial
condition and the accounting methods and systems in place to support business
decisions. The goal wasto validate the financial information reported in Amtrak’s
financial statements and reports, and to identify the trends in operating
performance.
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[I. Amtrak’s Strategic Business Plan. We reviewed Amtrak’s March 1998
Strategic Business Plan to determine whether Amtrak’s projections for operating
costs, revenues, and ridership were reasonable and consistent over time and across
business units. We assessed the likelihood that Amtrak’s March SBP, without
modification, would achieve its stated financial goals by the end of 2002. Where
necessary, we revised estimates of costs and revenues to reflect what we believe to
be more reasonabl e projections.

[ll. Amtrak’s Capital Investment Requirements. We assessed Amtrak’s current
capital investment program, funding sources, and capital needs to determine
Amtrak’ s ability to meet business plan goals. One of Amtrak’s strategic capital
goalsisto invest in capital projects that will either increase revenues or decrease
expenses in order to attain the goal of operationa self-sufficiency by 2003.
Amtrak also considers needs beyond 2003, and attempts to invest in ways that will
deter or prevent deterioration of the infrastructure and maintain service reliability.
Amtrak must balance these needs with mandatory spending requirements, life
safety needs, and investment in new business projects that will yield future
revenues. We identified Amtrak’s capital needs through 2003 and determined
Amtrak’s ability to meet these needs. We also determined whether Amtrak has
balanced investment across its system.

V. Amtrak’s Bidding Pracitices. We evaluated Amtrak’s bidding practices to
determine whether Amtrak’ s bids on outside contracts accurately reflected the
costs associated with fulfilling the contractual requirements. We determined
whether Amtrak’s allocations of variable and fixed costs were reasonable and
appropriate; whether any of the bids were below cost and if so, why and by
approximately how much. We also reviewed Amtrak’s bidding practices and
policies to determine whether Amtrak was using its Federal appropriations as a
means of subsidizing contract services.

As noted above, the assessment used Amtrak’s March SBP as its basis for review.
As this assessment was concluding, Amtrak’s unaudited, but final, financial results
for 1998 became available. While it was not possible to incorporate the 1998
results into our calculations, we have identified the differences between the March
SBP planned results for 1998, our restatement of certain elements of the plan at
risk of not performing for that year, and the actual financial resultsfor 1998. In
1999, as we fulfill our congressional mandate to perform a similar assessment, we
will review Amtrak’s 1998 final results and assess their relationship to the new
SBP projections. The assessment results for 1998 are presented in separate
discussions, and restatements in the report are confined to the forecast years of
1999 to 2003.
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The methodology used to address each of the objectivesis described in the
Summary and Conclusions section of this report.

Results

. Amtrak’s Current Financial Status

Amtrak’s financial condition is reflected accurately in its financial statements and
reports. Amtrak’s general ledger accounting system, the Financial Information
System (FIS), is comprehensive and thoroughly captures the data required to
generate accurate financial statements.

Operating Loss

Amtrak’s revenues and expenses increased between 1992 and 1998. Although
revenue grew at afaster rate than expenses, the operating loss increased because
the base of expenses to which the lower rate is applied is much larger than that of
revenue. Amtrak’s unaudited operating loss for 1998 was $823 million.

Amtrak Operating Losses
1992 through 1998
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Amtrak’ s statements of annual depreciation costs could be overstated because
Amtrak may be using useful lives for track assets that are too short. Also, Amtrak
does not use residual (salvage) values for its assets. Both conditions could inflate
Amtrak’s operating loss, athough the cash loss — the part Amtrak must cover each
year to remain a viable concern —would not be affected since depreciation isa
non-cash expense. For example, restating Amtrak’s 1997 depreciation by
adopting track asset lives based on those used by Norfolk Southern would reduce
Amtrak’ s depreciation expenses by $27 million. Correspondingly, Amtrak’s
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operating loss for 1997 would be reduced by $27 million to $735 million. A
comprehensive depreciation study is needed to provide a more accurate picture of
Amtrak’s annual consumption of track assets and its depreciation expenses.

Revenue and Ridership Trends

After 4 years of significant system-wide ridership decline between 1993 and 1996,
ridership rose between 1996 and 1998. Nearly all of the increase in ridership
between 1996 and 1997 came from Amtrak West, as Northeast Corridor ridership
was flat and Intercity grew only sightly.® System-wide passenger revenue was
essentially flat or declining between 1990 and 1995. In 1995, Amtrak instituted a
series of fare increases and service cutbacks which further reduced ridership;
however, the loss of passengers was not enough to offset the revenues associated

with the fare increases.
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% In 1995, Amtrak divided its operations among four Strategic Business Units (SBUs): Northeast Corridor
(NEC), Intercity, Amtrak West, and Corporate.
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Non-passenger revenues accounted for 28 percent of all revenuesin 1992; by
1998, they accounted for 37 percent. In 1992, passenger revenues were

$950 million and non-passenger revenues were $375 million; in 1998, these
amounts were $1,083 million and $626 million, respectively. Much of this non-
passenger revenue growth reflected a steady increase in commuter-related
operations, as shown in the chart below.

Expenses

The largest area of expense growth between 1992 and 1997 was salaries, wages,
and overtime, which grew from $746 million in 1992 to $893 million in 1997.
Increases in the cost of employee benefits were also significant. Growth in labor-
related expenses significantly affects Amtrak’s overall expense growth, as
employee-related costs account for more than 60 percent of total Amtrak operating
costs.

The second largest contributor to Amtrak expense increases over the past 6 years
has been the growth of interest on debt and other financial expenses. Amtrak’s
interest expenses increased from $32 million in 1994 to $76 million in 1997, and
asillustrated in the figure on the following page, are projected by Amtrak to reach
$139 million in 2003. Amtrak’s ability to lower itsinterest burden will have an
Important impact on its ability to control expenses.

Amtrak’'s Non-Passenger Revenue
Categories - 1992 through 1997
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Debt Service Growth: 1998-2003
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Amtrak has invested heavily in replacing its fleet within the past few years, which
has resulted in increased depreciation expenses. Depreciation expenses are likely
to increase further as Amtrak acquires high-speed rail equipment, rolling stock,
and maintenance facilities in the next few years. Although this will increase the
operating loss, these are non-cash expenses that will not affect the annual cash
loss.

Financial Reporting Systems

Amtrak’s capitalization and cost allocation procedures are reasonable. Amtrak’s
Route Profitability System is a valuable tool for examining the profitability of
specific routes or services, but it is not designed to provide the type of variable
cost data necessary for management to make route and train service adjustment
decisions. Amtrak needs, and is developing, a variable costing system to allow
managers to assess the desirability of making important service changes in coming
years.
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ll. Amtrak’s Strategic Business Plan

Amtrak’s Strategic Business Plan, revised in March 1998 (the “March SBP’),
indicates that Amtrak will incur a cash loss' of $368 million in 2003. Amtrak
expects to fund the $89 million in projected expenses for its program of
progressive overhauls of equipment with Federal funds.> Amtrak also expects to
fund $142 million related to Excess RRTA Contributions with Federal funds (for a
total of $231 million). Amtrak must fund the remaining $137 million itself and
believes that it can do so through short-term commercial borrowing, changesin
working capital, or other sources.’

Our analysis of the March SBP indicates that several of Amtrak’s financia
projections are at risk of not being achieved, and thus threaten to increase
Amtrak’s projected cash loss. We have restated these projections to indicate the
magnitude of the potential risk they represent to Amtrak’ s mandate for achieving
operating self-sufficiency by 2003, and as an indication to Amtrak management
and its Board of the areas that need to be addressed in subsequent Strategic
Business Plans. If the March SBP were followed, without any modifications, we
project Amtrak would have a restated cash loss of $535 million in 2003.

Assuming that Amtrak could use Federal funds to pay for progressive overhauls of
equipment, $231 million of this amount would be eligible for Federal funding,
leaving $304 million that Amtrak would have to finance itself. This compares with
the $137 million that the SBP assumed Amtrak could and would have to finance
itself.

* The cash loss is the portion of the operating loss that must be covered with cash. The primary difference
between this and Amtrak’ stotal operating loss is non-cash charges against revenue for depreciation of
capital assets and for some post-retirement employee benefits. This cash loss includes the expenses
associated with Amtrak’s new labor contracts, extrapolated to all unions, including those that have not yet
signed new agreements.

> Amtrak currently funds progressive overhauls of equipment from its Federal capital grants. Under
generally accepted accounting principles, however, these expenses are considered operating costs and,
therefore, could not be funded from Federal grants after 2002 according to the restrictionsin ARAA. This
annual program, however, substitutes for sporadic, heavy overhauls of equipment that are considered
capital costs. If Amtrak is unable to fund its annual overhaul program from Federal funds after 2002, it
may be forced to move to a heavy overhaul program. Amtrak believes that the annual approach keepsits
equipment in a higher average state of good repair for its customers and is less expensive than if it wereto
allow severa years of deterioration before performing a heavy overhaul. If thisis so, forcing a changeto
heavy overhauls would be an unfortunate consequence of Amtrak’s current statutory mandate, and it may
be desirable for Congress to address this issue in the future.

® The March SBP shows $290 million of Federal funds being applied to operating costs, through the
financing of capital maintenance, as well as the $89 million from TRA for overhauls. Therefore, Amtrak
projects a positive budget result of $11 million. Therestrictionsin ARAA on the use of Federal fundsin
2003, however, would permit only the $142 million to be so financed. The remaining $137 million in cash
loss ($148 million less the $11 million cash balance) would have to be financed by Amtrak.
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Over the 5-year period (1999 to 2003) in the March SBP, Amtrak’ s projected cash
losses total $2.1 billion, while our restatement of those losses totals $2.9 billion.
The difference of $0.8 billion is the additional cash loss that Amtrak could face in
this period if the risky elements of the March SBP were to perform as we expect
(and if no corrective action were taken). Amtrak management is aware of this risk
and has indicated that it has already implemented new actions it believes will
mitigate this potential additional cash loss and achieve its goal of operational self-
sufficiency by 2003.

Reasonable Projections in the March SBP

Our analysis of the plans, projections, and assumptions in the March SBP indicate
that many of Amtrak’s projections were either reasonable or conservative, and did
not require restatement. Following is a list of projected revenues and expenses
that we found to be reasonable and required no or only minimal restatement:

» Costs associated with Amtrak’ s new labor agreements;

=  Commuter revenues and expenses for contracts held with regional
transportation authorities to operate rail commuter services,

» Revenues and expenses for carrying mail under contract to the United States
Postal Service;

» Reimbursable revenue and expenses for services provided to aclient other than
Amtrak. (i.e., maintenance of equipment performed for acommuter operator);

= Non-transportation revenue and expenses for providing freight railroads access
to Amtrak’ s facilities and for amix of other activities including one-time
revenue and expenses,

= QOther Transportation revenues and expenses for supplying commuter and
others access to Amtrak infrastructure, electric power, and other services;

= Commercial Development revenues and expenses for such items as parking,
property sales and rents, and in-station vending machines;

= Amtrak West, Intercity, and NEC passenger service expenses, and
» Most Business Plan Actions — 202 of 296 were not restated (68 percent).

Projections in the March SBP That Need Restatement

Our analysis of the March SBP indicates that several of Amtrak’s financia
projections are at risk of not being achieved, and thus threaten to increase
Amtrak’s projected cash loss. We have restated these projections to indicate the
magnitude of the potential risk they represent to Amtrak’ s mandate for achieving
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operating self-sufficiency by 2003, and as an indication to Amtrak management
and its Board of the areas that need to be addressed in subsequent Strategic
Business Plans. We grouped our restatements into five categories that we conclude
represent overly optimistic projections and need to be addressed by Amtrak. The
total restatement of $823 million is a net addition to the cash loss as forecast by

Amtrak in the March SBP.

Categories (Dollars in Millions) March SBP Restated SBP Net Difference
NEC Passenger Revenue $3,719 $3,501 ($219)
Intercity Passenger Revenue 2,269 2,186 (83)
West Passenger Revenue 702 658 (44)
Intercity Express Net Revenue 104 67 (37)
Business Plan Actions (other) 671 231 (440)
TOTAL All Restatements ($823)

NEC Passenger Revenue. The primary adjustment to NEC passenger revenues
reflects arevised projection in revenues associated with high-speed rail servicein
the Northeast Corridor. While we found that Amtrak’s revenues are likely to be
significant from this service, they are not likely to achieve the levels projected by
Amtrak, especially during the first few years of service. Our extended projection,
however, indicates that the revenues are likely to correspond to Amtrak’s
projections by 2006.

Intercity Passenger Revenue. Intercity passenger revenues are restated, in part, to
reflect what we conclude is an overly optimistic annual 1 percent revenue growth
projection from increased ridership. Amtrak’s projection is based on a forecasting
model that assumes rail fares will grow more slowly than airfares. We believe
fare parity (both modes grow fares at the same rate) is a more reasonable
assumption.

Amtrak West Passenger Revenue. Amtrak West passenger revenue restatements
reflect what we conclude is also an overly optimistic growth rate projection.
While Amtrak West’ s growth has been aggressive (about 10 percent ) for the past
3 years, it is unclear whether this rate can be sustained throughout the plan period.

Intercity Express Net Revenues. Intercity Express net revenues are restated in our
projection, primarily in 1999 and 2000 to reflect actual performance during 1998.
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While we believe the express package market presents areal business opportunity
for Amtrak, we anticipate that it will take several years before Amtrak will
develop the experience and business necessary to generate the revenues it had
projected during the early years of the March SBP.

Other Business Plan Actions (BPAS). We restated $440 million in BPAS projected
to improve revenues and decrease expenses during the plan period. These are
exclusive of the BPAsincluded in the restatements of passenger revenuesin the
Northeast Corridor, Intercity, and Amtrak West.

Our restatements primarily reflected actions Amtrak had already taken to
withdraw, restate, or adjust projections for activities that were performing below
expectations. Thisindicates that Amtrak was aware of the problems and the need
to replace these actions with other plans. Restatements or withdrawals of BPAs
initiated by the assessment ($68 million) accounted for only 15 percent of the

restatements.

Value of BPA Restatements by Reason for the Restatement, 1999 through 2003

Number of Reduction to Reductionto  Total net impact on
BPAs revenue expense savings Amtrak cash loss
increases

AMTRAK ACTIONS (Dollars in Millions)

Withdrawn 15 $78 $269 $347

Restated 17 70 (49) 21

Moved to capital 3 0 5 5
AMTRAK ACTIONS TOTAL 35 $147 $224 $372
ASSESSMENT ACTIONS

Eliminated 1 6 2 2

Revised 58 0 60 66
ASSESSMENT ACTIONS TOTAL 59 $6 $62 $68
TOTAL ACTIONS 94 $153 $287 $440

Of the $440 in total restated BPAS, $153 million (35 percent) are revenue rel ated,
and $287 million (65 percent) represent restatements to expense savings. The
two largest revenue restatements relate to anticipated revenue from power sales
and from equipment rentals that will not be realized. The Northeast Corridor was
projecting $65 million in revenues from resale of electric power it had planned to
purchase wholesale prior to the Federal Energy Regulatory Commission’s (FERC)

decision precluding such an activity.

Of the expense restatements, $273 million reflect BPA adjustments in the
Northeast Corridor. The largest adjustments, $127 million, reflect the FERC
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decision preventing Amtrak from purchasing electric power wholesale for use in
its own operations.

Impact of Restatements

If Amtrak were to take no actions to revise its business plans but ssmply followed
the March SBP in future years, and if external factors (such as economic growth
and fuel price projections) occurred as projected, the $2.9 billion cash loss we
project ($2.1 billion per Amtrak plus $0.8 billion in restatements) would consume
all of the expected Federal appropriated funding ($2.8 billion) that Amtrak
projected through 2003 in its March SBP. Asaresult, no funds would be
available for capital investment after the TRA funds are spent. However,
Amtrak’s capital needs are significant between now and 2003, and even without
restating the SBP, they are likely to exceed available capital funds. To the extent
the cash loss is greater than projected in the plan, it will constrain Amtrak’s ability
to make the capital investment necessary for it to attain and maintain operating
self-sufficiency. The bottom line is that the March SBP would not achieve
Amtrak’s mandated goal of operating self-sufficiency by 2003.

Mitigation

The shortfall we predict is based on an assessment of Amtrak's ability to achieve
the set of proposed projects and actionsin its March SBP. However, Amtrak has
5 years remaining in the plan period, which may be enough time to respond to our
concerns with alternative plans for achieving its financial goals. Amtrak has
demonstrated its ability to compensate for non-performing business plan itemsin
the past.

Our restated, projected cash loss for 1998 was $59 million more than the loss
forecast by Amtrak in its March SBP. The magjority of our restatement for 1998
was for Express package service revenue, Amtrak West passenger revenue,
Intercity passenger revenue, NEC passenger revenue, and net savings from
Business Plan Actions. Indeed, compared to the March SBP forecast, actual
results for these elements of the plan were $74 milion less than projected, that is,
they produced $74 million in additional cash loss not forecast in the plan.”

"Amtrak’ s unaudited financial results for 1998 only became available at the end of this assessment. Asa
result, an extensive examination of the results, particularly for the BPAS, could not be included in this
assessment. Therefore, the numbers discussed here include the differences between the March SBP and
reported 1998 results for Intercity Express package service, NEC passenger revenue, Intercity passenger
revenue, and Amtrak West passenger revenue, but not the differences for al the BPAs. The only BPA
results that can be included here are those BPASs that were withdrawn during 1998 by Amtrak and,
therefore, are known to have not contributed to the 1998 financial results.
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Nevertheless, Amtrak’s actual cash lossin 1998 was $525 million, $15 million
less than the March SBP, rather than $74 million more.

Thus, while actual results for the items we identified and restated did not perform
as Amtrak had expected, Amtrak finished the year under its forecasted cash loss,
and exactly on target for its projected budget result.

As anote of caution, such statistics indicate that Amtrak isimproving its ability to
project accurately, if not conservatively. However, this accomplishment should
not obscure the fact that Amtrak’s cash loss in 1998 -- however well it was
projected -- was substantial. In fact, the operating loss of $823 million was the
second largest in the last 10 years’. While we applaud Amtrak’s efforts to
accurately reflect and project its financia condition, we believe that an evaluation
of Amtrak’s year-end results should consider the amount of the loss, not just the
accuracy of its projection.

A detailed comparison between the 1998 actual results and the restatements in this
assessment will be part of the DOT Inspector General’ s assessment of Amtrak’s
1999 SBP and 1999 capital plans. Exactly how Amtrak compensated for the non-
performing parts of the plan and an assessment of the success of the BPAs will be
included in that assessment. In addition, we will assess the long-term
sustainability of the actions Amtrak took in 1998 to compensate for actions that
fell short of projections.

[ll. Amtrak’s Capital Investment Requirements

Amtrak has sufficient capital resources over the next 2 years to complete most of its
1998 Business Plan Actions and other key projects, including implementation of
high-speed rail service in the Northeast Corridor. Depending on the level of
capital investment needs assumed, anticipated Federal funds ($2.2 billion during
the plan period) will fail to meet these needs by between $0.5 billion and

$1.8 billion for the period 1999 through 2003. This shortfall emphasizes how
critical it is for Amtrak to reduce its operating losses. Every dollar the loss is
reduced frees another dollar for capital investment.

Capital Needs Estimates

Amtrak has developed three internal estimates of its Federally funded capital
investment requirements for the period 1999 through 2003. These estimates range
from $3.9 billion to $4.7 billion. In our assessment, we have independently
estimated three levels of Amtrak’s Federal capital investment needs over the

8 The operating loss in 1994 was $834 million.
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5-year period 1999 through 2003. These estimates range from $2.7 billion to
$4.0 billion.

Amtrak’s Capital Needs Estimates ($Billions)

SBU Requests $4.7
SBP Capital Estimate $4.1
Minimum Needs $3.9°

Assessment Capital Needs Estimates ($Billions)

Developmental $4.0
Sustainable $3.0
Minimum $2.7

Minimum Capital Spending Requirements ($2.7 billion), as defined in our
assessment estimate, can be described as capital spending required to meet legal
obligations and to continue the safe, reliable operation of the national system over
the short term. Our “minimum” is lower than Amtrak’s “minimum” because we
do not include costs for on-going projects that do not contribute directly to the
short-term goal of safe and reliable operations. Such projects include station
Improvements and facility upgrades. We believe Amtrak’ s “minimum” budget
most closely resembles what we term a “sustainable” needs budget as we describe
below.

We believe our minimum budget supports alevel of investment that would be
sufficient to maintain schedule, performance, and service standards in a steady
state through the end of 2003, but would ultimately result in reduced reliability
and higher operating costs. This budget would not be sufficient to provide for
longer-term rehabilitation, overhaul, or replacement of capital assets such as track,
structures, or rolling stock. Some projects now underway or in the planning stage
would not be funded, including certain improvements related to high-speed rail
south of New York.™ While these projects, such as station improvements and

® Amtrak estimated its minimum capital needs only through 2002. For purposes of comparability, we
extrapolated the 4-year estimate to 5 years, based on an average of the last 2 years of the estimate. The
extrapolated amount through 2003 totals $3,871 million.

19 This budget assumes $600 million available for the completion of high-speed rail work currently
underway to provide full implementation of 150 mph service north of New Y ork, and implementation of
135 mph service (2 hr., 45 min. schedules) south of New York. Implementation of 150 mph service south
of New York (2 hr., 30 min. schedules) will require additional funding for catenary and track and signal
upgrades.
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facility upgrades, are important for Amtrak’ s long-term survival, they are not
critical to sustain Amtrak through FY 2003.

We do not consider this capital spending budget to be an acceptable option if
Amtrak isto remain viable beyond 2003. While adequate to maintain the system
over the near term, this minimal spending level would not be sufficient to correct
deferred investment in rolling stock and the Northeast Corridor infrastructure,
particularly south of New York. The long-term implications of deferred
investment are serious and can impact both costs and revenues. For example, cars
and locomotives will become increasingly unreliable, leading to decreased
availability for service. Slow orders or permanent speed restrictions may be
placed on sections of Northeast Corridor track for safety reasons or due to
deteriorating ride quality. The appearance of coaches, stations, and other
infrastructure will become progressively worse, which would result in lower
customer satisfaction and, ultimately, lower revenues.

Our estimate of a Sustainable Capital Spending Scenario ($3.0 billion) would
provide for minimum needs, as defined above, but would also provide funds to
complete several key projects underway. These projects —included in Amtrak’s
Minimum capital scenario —would include the Seattle, Oakland, and Los Angeles
mechanical facility upgradesin Amtrak West, Auto Train and mail and express
facility construction for Intercity, and station upgrades in severa locations. While
the minimum-needs level of funding appears sufficient for these projects and for
Amtrak to continue its heavy overhaul of equipment program through 2000,
additional funding would be necessary to continue these projects and the heavy
overhaul program past 2000. A sustainable needs budget would provide these
funds. Amtrak’s“minimum” needs scenario actually matches most closely with
our definition of “sustainable’ needs.

Our estimate of a Developmental Capital Spending Scenario ($4.0 billion)
would provide all of the above, but would also provide funds for Amtrak to
develop new corridor services and other business that will provide positive
financial returns. Amtrak’s primary development needs include further
development of high-speed rail service south of New Y ork to raise maximum
speeds from 135 mph to 150 mph, and partnering with states to upgrade corridor
services outside the NEC.
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Funding Availability

Administration’s Funding
Proposal ($millions)

FY 1999 $621
FY 2000  $570
FY 2001 $523
FY 2002 $521
FY 2003 $521

TOTAL $2.75 billion*

* Spending caps would limit
availability during this
$2.43 billion. Actual

for 1999 was $609

In addition to $2.2 billion in TRA funds
avallable for capital investment, Amtrak
expects to receive up to $2.8 hillion in
Federa funding through annual Federa
appropriations™ between 1999 and 2003.
The Administration has proposed that all of
this funding be provided in the form of
capital grants. Because Amtrak will have
significant cash losses from operations that
must be funded in this period, Amtrak is
requesting that the permitted capita
spending uses to which these appropriated
funds can be applied include the more
flexible definition of capita spending

permitted in the transit industry. This
“transit  definition” of capital would
adlow the funds to be used for

Projected Federal Funding

Available for Capital Investment
FY99-03 ($billions)

maintenance of rolling stock and ||Appropriated Funding $2.75
infrastructure;'® in our report, we refer Less Spending Caps (:3)
to this spendi ng as i capital Less Capital Maintenance (2.9)
maintenance.” Total Appropriated Funding

Available for Investment $0.5
Of the $2.4 hillion in appropriated
funds Amtrak expects to use between ||| TRA Funds $2.2
1999 and 2003, Amtrak plans to use Less TRA Already Committed (0.6)
$1.9 billion for capital maintenance.
This will leave $0.5 billion available |||Total Available TRA Funds $1.6
for traditional capital investment over
the 5-year period. Total TRA + _

Appropriated Funding $2.2

Of the $2.2 billion in funds Amtrak
received from TRA, $0.6 billion has

* Numbers do not add to Total due to rounding

! Proposed voluntary spending limits on these funds by Amtrak may limit the outlays available during this
period to $2.4 billion. This smaller amount is used in the text table above so as not to overstate Amtrak’s
potential capital investment funds during the SBP period.

12 Amtrak did not receive the “transit definition” in its FY 1999 appropriation that would have allowed
Amtrak to use Federal funds for maintenance of way and maintenance of equipment. Instead, Congress
stipulated that the funds could be used only for maintenance of equipment. For purposes of this analysis,
we assumed the full “transit definition,” as that was the assumption Amtrak made when developing its
operating and capital plansin the March SBP.
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been committed. The remaining $1.6 billion in TRA funds, combined with the
$0.5 billion available from appropriated Federal funding will result in an estimated
$2.2 hillion in total Federa funding available for capital investment in the period
1999 to 2003.

The figure below shows the projected funding shortfalls under each of the
six capital scenarios (3 Amtrak estimates, 3 Assessment estimates).

Funding Shortfall by Capital Scenario
1999 through 2003 ($Billions)

$6.0

$4.7

$4.1 $3.9 $4.0

$4.0 1

$3.0

$2.0 1

$00 T _J T . T
ég\ . -‘f - § $0.5 ré@ -; éﬁ? J |:| Available
-$2.0 1 N ; ‘3§§ | | “l"@ | | a{é? . Amtrak Estimate
. cQ\ $1.9 4 | o & -$1.8 |:| Assessment
.QQ’% ‘39 cjz' Estimate
_@‘% ‘{g.“f? Shortfall
Source: Amtrak and Wilbur Smith Associates

Funding Availability Further Constrained by Potentially Higher Operating
Losses

Even less than $2.2 billion would be available for capital investment purposes if
Amtrak’s annual Federal appropriations fall short of projections, or if Amtrak had
to use additional Federal fundsto cover operating needs. For the plan period,
1999 through 2003, we project that Amtrak’s operating losses could be
significantly higher than Amtrak’ s forecast. If so, Amtrak would need to use
Federal appropriations to cover this higher loss. The exact amount needed would
depend on Amtrak’s ability to avoid the operating losses projected in our
restatements through changes to its SBP and management actions over the next
Syears.

Other Sources of Capital Funding

Amtrak will continue to depend on Federal funding to meet its basic capital needs
related to the upkeep of the system. Other sources of capital include external
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financing and state and local governments. However, because of Amtrak’s
outstanding debt levels of $1.9 billion and its operating losses, Amtrak will have
only limited ability to utilize external financing to provide for additional capital
needs over the next 5 years.

State and local funds have become an increasingly important source of capital
funding, and Amtrak is hoping to establish partnerships with states and private
industry to maximize benefits to al parties. By matching funds with state and
local entities, Amtrak can help direct those budgets to projects that benefit
Amtrak. In many cases, without the Amtrak match, those projects would not
happen at all or would be delayed.

Safety

We found no evidence suggesting Amtrak is neglecting safety investment needs in
its system. At the same time, Amtrak must continue to advance life safety projects,
particularly on the Northeast Corridor. Amtrak’s single largest long-term life
safety need is the Penn Station-New Y ork and New Y ork Tunnels project. The
total cost of completing all necessary work is estimated to be between $0.4 and
$0.5 billion. Amtrak is seeking a dedicated funding source for these projects;
without such a source, the projects will proceed only as funds are available in each
capital budgeting cycle, likely extending implementation time by several years.

Balanced Investment in Entire System

Recent capital budgets and capital plans indicate Amtrak has not neglected its
national system in order to fund Northeast Corridor needs. Amtrak’s West and
Intercity Business Units have benefited from major investment in new rolling
stock and other infrastructure-related projects. Amtrak’s estimate of long-term
capital needs outside the Northeast Corridor is not yet fully developed and certain
out-year projects lack sufficient detail for proper analysis of costs and benefits.
Amtrak is beginning a market-based study that will recommend changes to
services and route structure. Thisinformation should be used to refine and justify
the future capital needs for Amtrak’s national system.

IV. Amtrak’s Bidding Practices

We found no evidence that Amtrak is systematically underbidding for work or
failing to appropriately consider or incorporate the actual costs of performing the
work when bidding on contracts.
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Amtrak does not have aformal process that governsits bid preparation and
submittal activities. Each SBU, however, uses a similar process which appears
comprehensive and reasonable. Although it is not aformal organization-wide
process, it is consistent with Federal guidelines, and in our estimation, is
reasonable. Amtrak hasindicated that it isin the process of developing uniform
guidelines for preparing bid proposals, although they were not yet available at the
completion of this assessment.

Amtrak applies Overhead and General and Administrative rates to labor costsin
order to calculate appropriate cost recovery. New rates are supposed to be
established each year based on actual costsincurred in the prior year. Amtrak’s
latest published rates are 1996 rates that are based on 1995 actual costs. Amtrak
has indicated that new rates will be published for 1999 reflecting 1998 actual
costs.

Amtrak policy requiresthat it fully fund contract costs from contract revenues. It
states that “funds used in financing a venture must come entirely from sources
other than the Federal government’ s appropriations to support Amtrak rail
passenger service.” For the selected bids reviewed, we found that Amtrak is
acting appropriately with regard to using Federal appropriations.
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Summary and Conclusions

Independent Assessment of Amtrak’s Financial
Needs Through Fiscal Year 2002

Background

In 1971, Congress created the National Railroad Passenger Corporation (Amtrak) to
ensure that modern, efficient intercity passenger rail service would continue to be a
part of the national transportation system. Despite Amtrak’s and Congress goal for
Amitrak to eliminate dependence on Federal operating subsidies, Amtrak has
continued to require significant Federal financial assistance.

In 1997, Amtrak established a plan (called a *““glidepath’’) to achieve this goal by
the end of Fiscal Year 2002. This plan entailed numerous future business actions
that, if successful, would gradually eliminate Amtrak’s cash operating loss and thus
its need for Federal operating subsidies. Amtrak has never interpreted its
congressional mandate, nor does it believe it will ever be feasible, to eliminate its
need for Federal funding for capital investment. However, Congress has not
directly addressed the question of whether Amtrak would receive, or could count on
receiving, long-term Federal funding for capital investment.

Since 1997, Congress has attempted to provide Amtrak with additional flexibility to
operate in a businesslike manner by allowing it to manage costs and maximize
revenues. 1n 1997, Congress passed the Amtrak Reform and Accountability Act
(ARAA). Thisact established limits on Amtrak’ s liability exposure, included key
provisions governing the bargaining relationship between Amtrak and its
employees, and eliminated statutory constraints on Amtrak’s ability to restructure its
train routes on its own initiative.

ARAA directed the appointment of a new Amtrak Board of Directors, the Amtrak
Reform Board, which is charged with achieving the goals of the act. ARAA also
created the Amtrak Reform Council (ARC) as an independent body to advise the
Board and to determine whether Amtrak can achieve operating self-sufficiency.
ARAA directed the Secretary of Transportation to contract for, and the Office of
Inspector General to oversee, this independent assessment of Amtrak’s financial
requirements through FY 2002. The assessment provides Amtrak, the ARC, and
Congress with information on Amtrak’s current financial condition and a critique of
its plans for eliminating the need for Federal operating subsidies.



ARAA authorized $5.2 billion for both the operating and capital expenses of
Amtrak through FY 2002." It also codified Amtrak’s goal of operating self-
sufficiency by prohibiting Amtrak from using any Federal funds for operating
expenses after 2002 except for expenses associated with Amtrak’s tax liabilities for
railroad retirement taxes that exceed the amount needed for the benefits of Amtrak
retirees (“Excess RRTA Contribution™). Figure 1 depicts Amtrak’s operating and
capital subsidies for the period 1993 through 1997. In the figure, operating
subsidies include funding for Excess RRTA Contributions, and capital subsidies
include both Amtrak’ s capital grant and funding for the Northeast Corridor
Improvement Program.

Figure 1. Amtrak Funding 1993 through 1997
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In 1997, Congress also passed the Taxpayer Relief Act (TRA), which provided
Amtrak with $2.2 billion in funds for capital investment expenditures. Amtrak
received the first half of these fundsin 1998; therefore, TRA funds are not included
in Figure 1. TRA provides Amtrak with a one-time infusion of funds whose
purpose is to enable Amtrak to make the capital investments necessary for it to
reduce its reliance on Federal operating support.” TRA also permits Amtrak to use
these capital funds for maintenance of equipment, the costs for which are operating
expenses under generally accepted accounting principles (GAAP) and, thus,
traditionally could not be funded from Amtrak’s Federal capital grants.

! Unless otherwise stated, all years are fiscal years based on Amtrak’ s fiscal year of October 1 to
September 30, the same as the Federal fiscal year.

2 For example, capital investment can reduce operating costs by reducing maintenance costs on obsolete
equipment or by automating functions that might save on wages or materials costs.



The Administration’s funding request for 1999 did not request separate operating
and capital grants for Amtrak asit had in previous years, but instead proposed that
al of Amtrak’s funding for 1999 be in the form of a capital grant. Because Amtrak
has projected significant cash losses from operations® that must be covered in 1999
and subsequent years through 2002, Amtrak will require Federal operating
assistance in some form over this period. Amtrak hasindicated that if it can use
capital grantsto fund a portion of its normal operating expenses, i.e., for
maintenance of equipment, and for maintenance of infrastructure and facilities, *
then it can cover its cash operating losses from a capital-only grant without an
explicit operating subsidy. 1n 1998, the Federal Transit Administration authorized
this expanded definition of the uses to which transit capital grants can be put. The
Administration sought the same authority for Amtrak in its 1999 budget. Amtrak’s
enacted Federal appropriation for 1999 did not adopt this transit definition; rather, it
permits the use of its capital grant for the same purposes as TRA funds, that is, for
maintenance of equipment in addition to capital investment.

Neither the Administration’s proposed changes in the definition of the permitted
uses of Federal capital grants, nor those adopted in the 1999 appropriation, change
Amtrak’ s accounting requirements for capital and operating expenses. Nor do they
change the requirement (as mandated in ARAA) that Amtrak must fund all
operating expenses (except for Excess RRTA Contributions) from sources other
than Federal funds after 2002.

Amtrak’s glidepath to self-sufficiency is spelled out in Amtrak’s 1998 Strategic
Business Plan (SBP) for 1998 through 2003. The 1998 SBP was adopted in
September 1997. It was updated in March 1998 in response to the legidlative
mandates of ARAA and TRA, including the requirement for this independent
assessment. Amtrak develops a new plan each fiscal year as part of its annua
planning cycle. Because our assessment began in May 1998, the Strategic Business
Plan revised in March 1998 (the “March SBP’) was the basis for the assessment.
Amtrak’s March SBP assumes two conditions:. that Federal appropriations will be
consistent with the Administration’s planned funding levels through 2003, and that
Amtrak will have flexibility in how it uses Federal capital funding to cover
maintenance of way and maintenance of equipment expenses. Even though Amtrak
Is bound by the more limited TRA definition in the use of its 1999 Federa
appropriation, Amtrak has indicated that it can meet its operating funding
requirements in 1999.

3 Amtrak’ s cash |losses are Amtrak’s operating | oss after non-cash charges have been subtracted. This cash
loss must be financed each year if Amtrak isto continue as an on-going concern.

* Amtrak applies the term capital maintenance as ageneral term for both maintenance of equipment and
maintenance of infrastructure and facilities.



Amtrak adopted its 1999 Strategic Business Plan in September 1998. In accordance
with section 409 of ARAA, the Inspector General of the Department of
Transportation (DOT) will perform an assessment on the 1999 SBP and will issue a
report on it in the spring of 1999.

Objectives and Scope

In accordance with Section 202 of ARAA, the Secretary of Transportation
contracted with an independent entity to perform an objective assessment of
Amtrak’s financia condition and requirements through FY 2002. The Office of
Inspector General exercised oversight of the contractor’s assessment. Thisreport is
the result of the assessment. The assessment was organized into four tasks:

=  Assess Amtrak’s current financial condition and accounting methods;

» Review Amtrak’s Revised Strategic Business Plan of March 10, 1998, determine
the reasonableness of the March SBP, and restate the March SBP forecasts
through 2003 if needed;

» Review Amtrak’s capital investment plans for 1998 through 2003, restate the
necessary capital investment levelsif needed, and identify available funding
sources and determine their sufficiency; and

» Determine whether Amtrak’s bids for performing contract services or its
reimbursement for those services were at levels below its costs, such that it
might be unfairly competing with the private sector.

This assessment of Amtrak’s current financial condition and its ability to reach
operational self-sufficiency by 2003 focused on Amtrak’s actual financial results for
1997 and prior years, and Amtrak’s March SBP. A primary objective of this
assessment was to determine if any elementsin this specific Strategic Business Plan
may put Amtrak at risk of missing its congressional mandate of operating self-
sufficiency or might threaten its long term survival due to alack of capital
Investment resources.

As this assessment was concluding, Amtrak’s final but unaudited financial results
for 1998 became available. It was not possible to incorporate 1998 results and redo
the in-depth analyses in this assessment, which took place over a period of 6
months. However, we are able to identify the differences between the March SBP
planned results for 1998, our restatement of certain elements of the plan at risk of
not performing for that year, and the actual financial resultsfor 1998. Therefore,
assessment results for 1998 are presented in separate discussions, and restatements
in the report are confined to the forecast years of 1999 to 2003.



This Summary Report is organized in the following manner.

Part | describes the results of our assessment of Amtrak’s current financial
condition and accounting methods. Where possible, we have included Amtrak’s
financial results for 1998 in our discussion of the trendsin Amtrak’s overall
operating results.

Part 11 reports the results of our assessment of the reasonableness of the March
SBP and our restatements of those parts of the plan we concluded were
optimistic or were at risk of not performing as projected over the 1999 through
2003 period. Included is a separate discussion of the differences among the SBP
projections, our restatements of those projections, and actual results for 1998.

Part 11 describes our assessment of Amtrak’s capital investment needs and plans
for 1998 through 2003, and identifies available funding sources and their ability
to meet Amtrak’ s plans and needs.

Part 1V reflects our determination of whether Amtrak’s bids for performing
contract services or its reimbursement for those services were at levels below its
costs.

The Summary Report was prepared by the DOT Office of the Inspector General
based on the analysis, modeling, and cal culations done by our assessment contractor
under our supervision.






Part| Amtrak’s Current Financial Status

Objective

The objective of this task was to assess Amtrak’s current financial condition and the
accounting methods and systems in place to support business decisions. The goal
was to validate the financial information reported in Amtrak’s financial statements
and reports, and to identify the trends in operating performance.

Methodology

The review team assessed Amtrak’ s financial condition and accounting methods by
collecting and reviewing Amtrak’s financial reports, business planning documents,
and management consultant studies; evaluating U.S. Department of Transportation
documents; interviewing Amtrak staff; comparing Amtrak procedures to accepted
industry practice; and evaluating those procedures for reasonable compliance with
GAAP. This assessment is based on accounting methods in place for 1997 and on
historical financial datathrough 1997, the latest year for which complete, audited
data were available at the time of this assessment.

In discussions of Amtrak’s financial condition, a number of key terms are used.
Most of these terms are used exactly as Amtrak uses them, but some are not. The
following paragraphs define our use of these terms and note our differences with
how Amtrak reportsits results.

=  Amtrak’soperating loss is the difference between total operating revenues and
total operating expenses (including depreciation.) We use this term exactly as
does Amtrak.

»  Amtrak’s net operating loss is the remainder of the operating loss after applying
its Federal operating subsidy and the part of its capital subsidy attributable to
progressive overhauls of equipment®.

> Expenses for progressive overhauls of equipment are considered an operating expense under GAAP, but
Amtrak is currently able to fund these expenditures from its Federal capital grants. ARAA mandates that
these expenses can not be funded from any Federal financial assistance after 2002. Progressive overhauls of
equipment are overhauls that Amtrak performs each year in lieu of allowing equipment to deteriorate for a
number of years and then performing heavy overhauls, which are considered capita costs under GAAP. As
such, this operating expense substitutes for a capital cost, and Amtrak believes that the annual approach keeps
its equipment in a higher average state of good repair for its customers and is less expensive than if it were to
allow several years of deterioration before performing a heavy overhaul.



»  Amitrak’s budget result is the net operating loss after subtraction of non-cash
expense items, such as depreciation.

We wish to illustrate the portion of Amtrak’s operating loss that must be financed
by Federal funds. We do this by applying Federal funding and non-cash items to the
operating lossin a different order.

= Qur cash loss (from operations) is Amtrak’ s operating loss less the expenses for
non-cash items (mainly depreciation).® The cash loss indicates the amount of
financing that Amtrak will need to continue operations and must be covered in
some manner each year for Amtrak to continue as an on-going concern.

»  Qur unfunded cash loss is the remainder after Amtrak’ s Federal funding is
applied to the cash loss. This unfunded cash loss is the amount of Amtrak’s
cash loss that must be financed by Amtrak itself from changes in working
capital, short-term commercial borrowings, or other sources. Our unfunded
cash loss is approximately the same as Amtrak’ s budget result; the differenceis
changes in working capital.

In addition to the cash loss, there are mandatory capital investments that must be
made. Outlays pertaining to the cash loss and to the mandatory capital investments
cannot be deferred. They must either be covered by Amtrak’s Federal funding,
through short-term commercial borrowing, or from other sources, such as State
funding. Thetotal of Amtrak’s cash loss and these mandatory expenditures equates
to Amtrak’s minimum required financing in each year.

Results in Brief

Amtrak’sfinancia condition is reflected accurately in Amtrak’s financial statements
and reports. Amtrak’s general ledger accounting system, the Financial Information
System (FIS), is comprehensive and thoroughly captures the data required to
generate accurate financial statements.

Amtrak’ s financia statements indicate that Amtrak’ s revenues grew by 26 percent
between 1992 and 1997, while expenses increased by 19 percent. The overall
operating loss, however, was 7 percent higher in 1997 than in 1992. Theloss
peaked at $834 million in 1994 and declined to $762 million in 1997. Theloss

® The difference between this cash loss and a cash operating loss are changes in working capital. Amtrak may
be able to absorb part of its cash loss through changes in working capital.



increased even though revenues grew at a faster rate than expenses because
expenses exceed revenues by alarge margin. Therefore, applying alower rate of
growth to alarger base of expenses produces an increase in the amount of loss.

Amtrak’s unaudited financial results for 1998 show a 2 percent increase in operating
revenues from 1997 to $1.7 billion, while also showing a 3.9 percent increase in
operating expenses to $2.5 hillion. Asaresult, the operating loss increased by

8 percent to $823 million.

Amtrak’s capitalization and cost allocation procedures are reasonable. Amtrak’s
statements of annual depreciation costs, however, could be overstated because
Amtrak may be using useful lives for track assets that are too short, a condition that
would inflate Amtrak’ s operating loss (but not its cash loss). For example, restating
Amtrak’s 1997 depreciation by adopting track asset lives based on those used by
Norfolk Southern would reduce Amtrak’s depreciation expenses by $27 million.
Correspondingly, Amtrak’s operating loss for 1997 would be reduced by

$27 million to $735 million. A comprehensive depreciation study would provide a
more accurate picture of Amtrak’s annual consumption of track assets and its
depreciation expenses.

Amtrak’s Route Profitability System (RPS) is avaluable tool for examining the
profitability of specific routes or services, but it is not designed to provide the type
of variable cost data necessary for management to make route and train service
adjustment decisions. Amtrak needs, and is developing, a variable costing system to
allow managers to assess the desirability of making important service changesin
coming years.

Findings
Amtrak’s Accounting Methods are Sound

Amtrak’s general ledger accounting system, the Financial Information System, is
comprehensive and thoroughly captures the data required to generate accurate
financial statements. FIS accurately assigns costs to the appropriate operating areas
without the use of allocations except for Corporate overhead expenses. Amtrak’s
external auditors have given an unqualified opinion on Amtrak’s financial
statements since 1992, the period covered by this assessment. Amtrak’s process for
allocating Corporate overhead expenses among its intercity passenger activitiesis
reasonable, asisits process for allocating these expenses to its non-intercity



passenger activities. Finally, Amtrak’s capitalization rules comply with generally
accepted accounting principles (GAAP).

Adjustments to Amtrak’s Depreciation Would Result in Lower Net
Operating Loss

The majority of Amtrak’s road property asset lives are those used by predecessor
freight railroads from which Amtrak inherited the assets. Except for track ballast,
useful livesfor track and right-of-way accounts have remained unchanged since
1976. In 1994, PricewaterhouseCoopers recommended that Amtrak reevaluate the
useful lives of right-of-way (road and track) assets. However, Amtrak has not
conducted any engineering studies or other analysis to determine the useful lives
over which those assets should be depreciated. Additionally, Amtrak does not apply
any residual (salvage) values to assets when calculating depreciation costs.

Compared with the largest Class | freight railroads (Union Pacific Railroad,
Burlington Northern Santa Fe, Norfolk Southern, CSXT and Conrail), Amtrak’s
depreciation rates are higher (asset lives shorter) for track accounts, which include
rail, ties, and ballast. While freight and passenger trains operate very differently,
there is some indication that the high speed of passenger trains has a comparable
Impact on road property to the heavy axle weights of freight trains, which should
make the asset lives comparable. If Amtrak’s road property, shop, and power plant
machinery asset lives were increased to match those of Norfolk Southern, the
restated depreciation expense for 1997 would be lower by $27 million. While this
adjustment would reduce the reported loss on Amtrak’s 1997 income statement, it
would have no effect on its cash |oss because depreciation is a non-cash expense.

Recommended Depreciation Study. We recommend that a complete depreciation
study be performed on the entire inventory of non-equipment physical assets
currently owned by Amtrak. This study should employ engineering and other
techniques, and should assess the current physical condition and remaining life of
each asset category. The study should also develop redlistic salvage values for each
asset group and adjust the depreciation rates accordingly.
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Amtrak Accurately States Its Financial Condition

Figure 1-1 shows that Amtrak’s revenues and expenses have increased between 1992
and 1998. Revenues increased 29 percent from $1.33 billion to 1.71 billion, and
annual expenses increased 24 percent from $2.04 billion to $2.53 billion. Amtrak’s
operating loss, however, grew by $111 million (16 percent) during this period.

Hgure |-1. Amtrak Operating Losses
1992 through 1998
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Although revenue grew at a faster rate than expenses, the operating loss increased
because the base of expenses to which the lower rate is applied is much larger than
that of revenue. From 1994 to 1997, the operating loss declined modestly, but
steadily, from $833 million to $762 million, a decline of $71 million. Amtrak’s
unaudited 1998 results indicate, however, that the operating loss increased by

$61 million (8 percent) over 1997, with revenue increasing by 2 percent and
expenses by 3.9 percent.

Figure 1-2 shows the increasing share of non-passenger revenue in Amtrak’ s total
revenues between 1992 and 1998. Over this period, Amtrak increased its non-
passenger revenues by winning commuter contracts and reimbursable maintenance-
of-way contracts. Non-passenger revenues accounted for only 28 percent of all
revenues in 1992; by 1998, they accounted for 37 percent.
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1992 through 1998

0%

1992

1993 1994 1995 1996 1997 1998

OPassenger BNon-Passenger

In 1992 passenger revenues were $950 million and non-passenger revenues were
$375 million; in 1998, these amounts were $1,083 million and $626 million,
respectively (based on unaudited 1998 results). The largest increase in passenger-
related revenue occurred between 1996 and 1997, principally due to an increasein
Amtrak fares, supported by a strong economy and airfare increases. Figure I-3
provides a more detailed breakdown of Amtrak’s non-passenger revenues during the
period 1992 through 1997.
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Figure I-3 Amtrak's Non-Passenger
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Cost Trends. The largest area of expense growth between 1992 and 1997 was
salaries, wages, and overtime, which grew from $746 million in 1992 to

$893 million in 1997. Increasesin the cost of employee benefits were also
significant. Growth in labor-related expenses significantly affects Amtrak’s overall
expense growth, as employee-related costs account for more than 60 percent of total
Amtrak operating costs. The ability of Amtrak to control these costs varies. In
1995, Amtrak was successful in cutting $30 million in costs associated with
management positions. Amtrak tried several times, though unsuccessfully until
1997, to negotiate productivity improvements with its nonmanagement workforce.
Negotiations in November of 1997 resulted in Amtrak incurring higher wage
expenses for maintenance of way employees. Agreements with three other unions
were completed in 1998 for similar increases.” Productivity improvements are part
of these agreements, though specific means of achieving the productivity increases
have yet to be implemented.

The second largest contributor to Amtrak expense increases over the past 6 years
has been the growth of interest on debt and other financial expenses. Amtrak’s
interest expenses increased from $32 million in 1994 to $76 million in 1997, and are
projected by Amtrak to reach $139 million in 2003. Amtrak’s ability to lower its
interest burden will have an important impact on its ability to control expenses.

Amtrak has invested heavily in replacing its fleet within the past few years, which
has resulted in increased depreciation expenses. Depreciation expenses are likely to
increase further as Amtrak acquires high-speed rail equipment, rolling stock, and
maintenance facilities in the next few years. Although this will increase the
operating loss, these are non-cash expenses that will not affect the annual cash loss.

Ridership and Revenue Trends. Figures|-4 and I-5 illustrate the relative
contributions of ridership and revenue by each Strategic Business Unit (SBU)
between 1995 and 1997.° After 4 years of significant system-wide ridership decline
between 1993 and 1996, ridership rose between 1996 and 1998. Nearly all of the
increase in ridership from 1996 to 1997 came from Amtrak West, as NEC ridership
was flat and Intercity grew only dightly. System-wide passenger revenue was
essentially flat or declining between 1990 and 1995.

" The three unions are the Transportation Communications International Union, the Brotherhood of Railroad
Signalmen, and the Brotherhood of Locomotive Engineers.

8 In 1995, Amtrak divided its operations among four Strategic Business Units: Corporate, Amtrak West,
Intercity, and Northeast Corridor (NEC). Amtrak West incorporates the West Coast routesin California and
the Pacific Northwest and the routes in between. NEC includes all the routesin the Northeast between
Boston and Washington. Intercity is the remainder of the system across the middle of the country including
most long-distance trains.
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Figure I-4 Ridership by SBU
1995 through 1997
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Figure I-5 Revenue by SBU
1995 through 1997
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In 1995, Amtrak instituted a series of fare increases and service cutbacks that
reduced ridership; however, the loss of passengers was not enough to offset the
revenues associated with the fare increases. As aresult, passenger revenue
increased system-wide between 1995 and 1996. The increase in system-wide
passe