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PUBLIC VIEWS ON MAJOR RAIL CONSOLIDATIONS

STATEMENT

OF

JERRY A, HAUSMAN

My name is Jerry A. Hausman. Union Pacific asked me to provide the Board with my

views on two of the important questions the Board raised in Ex Parte No. 582. The STB has
asked for views regarding possible effects of major railroad consolidations on changes in the
structure of the rail industry or in the way in which the industry is regulated.”’ The Board
also asked for views on the effects of railroad consolidations on the “financial conditton of
the railroad industry and the industry’s ability to provide responsive service at reasonable
prices.” Although UP is paying my fees, I independently developed all of the views and
opinions in this statement. They are my own, not UP’s.
L QUALIFICATIONS

[ am MacDonald Professor of Economics at the Massachusetts Institute of
Technology (*“MIT”) in Cambridge, Massachusetts. I received a Doctor of Philosophy
degree (D.Phil.) in economics from Oxford University, where I was a Marshall Scholar.
I have been a member of the faculty at MIT for 26 years since completing my D.Phil. My
academic and research specialties are econometrics, the application of statistical techniques
to economic data, and applied microeconomics, the study of the behavior of consumers

and firms. I attach a copy of my CV to this statement.

! STB Decision, Jan. 24, 2000, p. 3.
2 Id., p. 4.
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I have been an associate editor of Econometrica, one of the world’s leading
economics journals, and the Rand (Bell) Journal of Economics, one of the world’s leading
journals of applied microeconomics and regulation. I have published over 120 research
papers in economics journals. In 1985, I received the John Bates Clark Award of the
American Economic Association, awarded every other year for “the most significant
contributions to economics” by an economist under forty years of age. 1 am a fellow of the
Econometric Society, and in 1980 I was awarded the Frisch Medal of the Econometric
Society.

I have significant experience in analyzing regulated industries. I have published
numerous papers on the effects of regulation on the telecommunications industry. I have
previous experience in the railroad industry and its regulation. I consulted for Southern
Pacific on the Ex Parte No. 347 maximum rail rate regulation proceeding; advised ICC
Commissioner Alexis on econometric issues; and, most recently, submitted testimony to the
STB on behalf of Union Pacific in 1998 and 1999 in a major rate reasonableness case

involving tratfic of FMC Corporation and FMC Wyoming Corporation, Docket No. 42022.

IL. INTRODUCTION

One consequence of additional major rail consolidations is to increase calls --
principally by shippers and shipper groups -- for various forms of re-regulation of the railroad
industry. Although I am not an expert on the American legislative process, it seems likely
that as pressure for re-regulation grows, the likelihood of increased regulation will grow.,

As I explain in this statement, any form of re-regulation -- and even increasing the
potential for re-regulation -- would have very serious adverse consequences for the railroad
industry as a whole. As an economist, I will analyze the consequences of potential re-
regulation of the railroad industry from the perspective of consumer welfare, which I believe

is equivalent to the public interest.?

? In the context of telecommunications regulation I have explained how consumer

welfare is equivalent to the public interest. See, e.g., J. Hausman “Taxation By
Telccommunications Regulation,” Tax Policy and the Economy, 12, 1998; J. Hausman and
(continued...)



III. A BRIEF HISTORY OF RAIL REGULATION

A brief amount of history may be helpful here. In the past 20 years the value of
railroad service has improved tremendously over the levels that previous regulation had
created. Real (inflation adjusted) railroad rates have decreased by more than 50% since the
railroads were de-regulated.® For instance, a recent GAO report states that real railroad rates
have generally decreased since 1990 and have been decreasing since the early 1980s” Of
course, not all rates declined at the same pace, but rates decreased in varying degrees for
almost all categories of shipments. In normally functioning markets, economists expect the
interaction of demand factors, cost factors, and competitive factors, both including
intramodal intermodal competition, to lead to different competitive outcomes. It is therefore
striking that almost every group of shippers has benefited from the effects of deregulation of
the railroad industry over the past 20 years. As most railroad rates decreased significantly,
railroad productivity increased significantly.

Despite the success of deregulation, some shippers and shipper groups have called in

(...continued)

H. Shelanski, “Economic Welfare and Telecommunications Welfare: The E-Rate Policy for
Universal Service Subsidies,” Yale Journal on Regulation, 16,1999; and J. Hausman and G.
Sidak, “A Consumer-Welfare Approach to the Mandatory Unbundling of
Telecommunications Networks,” Yale Law Journal 109, 1999,

+ For academic articles that discuss the improvement in service, see, e.g., M. Burton,

“Railroad Deregulation, Carrier Behavior, and Shipper Response,” Journal of Regulatory
Economics, 5, 1993; C. Barnekov and A. Kleit, “The Efficiency Effects of Railroad
deregulation in the U.S.,” International Journal of Transport Economics, 17, 1990; and J.
MacDonald and L. Cavalluzzo, Railroad Deregulation: Pricing Reforms, Shipper Responses,
and the Effects on Labor,” Industrial and [ abor Relations Review, 50, 1996. From 1980
101998 real railroad rates fell by 52% while train accidents fell by 66% (source: Federal
Railroad Administration) and volume shipped grew by 50%. For a study of cost reduction
see, ¢.g., W. Wilson, “Cost Savings and Productivity in the Railroad Industry,” Journal of

Regulatory Economics, 11, 1997.
3

U.S. Government Accounting Office (“GAO™), Railroad Regulation: Changes in
Railroad Rates and Service Quality Since 1990, Apr. 1999, p. 47
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recent years for re-regulation of the railroad industry. Two principal type of re-regulatory
proposals have been advanced in recent years: various forms of “open access” and
“bottleneck” rate regulation, both of which I address in more detail below.

Those who call for re-regulation seemingly want improved service while paying lower
prices. Could this outcome oceur through increased regulation? The answer is no. Service
improvements have required and will continue to require significant investment by the
railroads in track capacity, locomotives, management and information technology, and other
assets. The recent GAO report on railroad regulation explicitly recognizes that high quality
rail service “involves trade-offs between investment and service.”

The fundamental economic outcome of re-regulation of the railroad industry would be
a significant reduction in the incentives for investment in railroad assets, including not only
rails and locomotives, but also the communications and information technologies that hold
the most promise of improving railroad service. Most railroad traffic is subject to
competition from trucking. If railroads do not continue to invest, their competitive position
will deteriorate. Re-regulation will lead to disincentives for investment, competitive losses to
competition, and decreased railroad financial performance. The railroad industry would
likely not survive this outcome.

Calls for re-regulation have intensified with the recent announcement of the proposed
BNSFE/CN merger. From the perspective of economic theory, I do not believe that the
BNSF/CN merger proposal, or any other aspect of rail industry structure, would justify re-
regulation of the industry. Nevertheless, there is no question that the vigor with which re-
regulation will be pursued will be greater and the likelihood of some re-regulation being
enacted will be increased in the event that BNSF/CN goes forward, and even more likely still

if there are follow-on transactions.

IV.  PROPOSED RE-REGULATION AND ITS EFFECTS

In this section I will discuss the twe most likely types of re-regulation: “open access,”

0

GAOQ, Railroad Regulation: Changes in Railroad Rates and Service Quality Since
1990, Apr. 1999, p. 73.
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where railroads are required to share their infrastructure with competitors, and “bottleneck
rate regulation,” where shippers get to choose segments of railroads networks they want to
subject to rate regulation.

Shippers have proposed “open access™ regulation in several forms. Several legislative
proposals would require reciprocal switching access to all solely-served shippers in terminal
areas at cost-based switching charges. The current Administration’s proposed STB
Reauthorization Act contains a mandated reciprocal switching provision (Section 6).

Shippers sought “bottleneck rate” regulation (a form of “unbundling”) from the STB
in 1996, and several pending bills would require it. The recently proposed H.R. 3446 (Nov.
18, 1999) contains a mandatory bottieneck rate provision in Section 102. These proposals
would require railroads to quote rates for shipments over the so-called “bottleneck” segment
of track between the shipper or receiver that is exclusively served by railroad and the nearest
point of connection with a competing railroad. This rate would be subject to regulation under
the stand-alone cost test or other forms of rate regulation. For the remainder of the
movement, the shipper would secure bids from competing railroads.

Both of these proposals would create situations where a railroad would not be able to
earn its cost of capital. This outcome of investment returns below the cost of capital would
occur because it would lead to rates that are below the cost of serving the customers, where
the cost includes a market-based return to invested capital.

1. “Open access” regulation would create a disincentive to investment by the
railroad that owns a track for several reasons. First, competition from competing railroads
would drive rail rates prices down toward variable costs, since the railroad who owned the
infrastructure would be required to share it with its competitors and no capacity constraints
would prevent the competitor from winning 100% of the traffic previously handled by the
owner. Under conditions of competition where significant fixed and sunk costs exist, as in
the railroad industry, entry of a new head-to-head competitor will drive the R/VC ratio
downward toward 100%, regardless of whether it starts above or below 180%. These

decreased rates and decreased net revenues will decrease investment incentives for railroads.
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if the railroads recover only their variable costs but do not recover their fixed and common
costs, they will not earn a market return on their investments.’

Second, the expected regulatory battles over the correct way to set the cost-based rates
would increase the uncertainty hanging over the railroad industry?® This increased
uncertainty would also reduce incentives for investment in the industry.

Third, cost-based compensation for use of shared assets would not allow railroads to
obtain a market-based return on investments. In an ihdustry with significant sunk costs, cost-
based regulation for sharing of railroad assets has especially large adverse effects because of
uncertainty over future economic conditions. Much railroad investment is sunk and
irreversible. Sunk costs are non-retrievable investments that arise from the irreversible
investment. If economic conditions take a turn for the worse — say, there is an unexpected
and significant decrease in demand for rail services — the sunk investments cannot be sold for
usc in another industry, nor can they be used elsewhere. Thus, the investing railroad runs the
risk of losing its investment, while cost-based regulation with sharing of railroad facilities
places an upside limit on economic returns to an investment. Thus, while there exists a limit
on the upside of the (probability) distribution of potential economic returns due to the effect
of regulation, no floor exists on downside outcomes due to the existence of sunk costs. The
result is an asymmetric and truncated probability distribution of returns as shown in Figure
JAH-1, which is attached. This regulation-induced truncation effect will further decrease the

incentives for investment.’

7 Even if fixed costs were included in the regulation set rates, common costs would still

not be recovered.

¢ The FCC’s method of setting cost-based rates for local exchange companies is still
being litigated 3.5 years after the FCC’s initial decision in 1996.

K This effect of regulation due to the presence of sunk and irreversible investment can

be quite large as I have demonstrated in the context of telecommunications. See J. Hausman,
“Valuation and the Effect of Regulation on New Services in Telecommunications,”

Brookings Papers on Economic Activity: Microeconomics, 1997 and “The Effect of Sunk

Costs in Telecommunication Regulation,” in J. Alleman and E. Noam, eds, The New

Investment Theory of Real Options and its Implications for Telecommunications Economniics,

(continued...)
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This truncation effect is likely to have especially negative effects for the introduction
ol new technology in the railroad industry, because of the significant uncertainty related
to the introduction of new technology. New information technology (IT) and communica-
tions systems have the potential for improving service and equipment utilization and for
changing the way shippers arrange for transportation (e-commerce). 1T systems are largely
software based and are almost all sunk costs, in that they are railroad industry specific, and
the investment cannot be recovered by using the IT systems in another industry. Cost-based
regulation has an especially large disincentive effect on this type of sunk investment.

Cost-based regulation with extended depreciation schedules creates significant
disincentives for investment in new technologies by regulated companies. Regulators always
have the incentive to use extended depreciation schedules as a method to hold down prices.
The longer the period of capital recovery, the lower the effect on current prices. But cost-
based regulated firms are averse to investing in new technology because their old investments
have not yet been recovered and the companies know they are unlikely to recover their new
investments. The regulatory history of the telephone industry in the 1970s and 1980s
demonstrates this point. Telephone companies did not invest initially in digital PBXs and
digital switches because their older analog switches had very long regulatory depreciation
lives (20 years). The FCC has adopted this type of "open access" policy for local telephone
companies, setting cost-based rates. The FCC’s approach neglects to account for the effect of
sunk and irreversible investments and is suppressing investment in the telephone industry.'

An additional problem arises because FCC-type regulation decreases competitors’
incentive to invest.'! If a competitor faces a “make or buy” decision and a regulatory agency

offers the use of an investment at a cost that does not account for the significant uncertainty

(...continued)
1999.

1 See R. Crandall and J. Hausman, “Competition in U.S. Telecommunications Services

Three Years After the 1996 Act,” paper delivered at AEI-Brookings conference, Dec. 1999

' For a discussion see J. Hausman and G. Sidak, “A Consumer-Welfare Approach to

the Mandatory Unbundling of Telecommunications Networks,” Yale Law Journal, 1999.
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regarding sunk investments, most companies will decide not to take the risk of investment.
Instead, they will use their competitor’s network to provide the needed resources. This
outcome is becoming apparent in telecommunications where competitors invest in equipment
such as switches in mobile telephone competition, where no regulatory sharing takes place,
but are not investing in similar equipment in fixed line telephone competition where "open
access” is compelled.” The FCC’s regulatory approach gives competitors a “free option”
which decreases their incentives to invest in their own networks.” Similar regulatory grants
of “free options” in the railroad industry would likely lead to an even further decline in the
cquity value of railroads from their already depressed levels.

2. Establishment of “bottleneck™ rates using an approach sitmilar to the Board’s
“stand-alone” cost test will also decrease railroad incentive to invest, The Board’s stand-
alone test relies on the “contestability” model of economics, which is inapplicable where
significant sunk and irreversible investment takes place in an environment of uncertainty.
Economic research over the past 15 years has demonstrated that uncertain outcomes have a
significant effect on investment incentives, but the contestability approach assumes that
investment 1s fixed, not sunk. An alternative approach to reach the same conclusion is to
realize that the Board’s regulatory approach does not consistently take account of batriers to
entry and exit when sunk costs are present. Economists now realize that this approach is

incorrect in the presence of sunk and irreversible investment.'*

12 See R. Crandall and J. Hausman, “Competition in U.S. Telecommunications Services

Three Years After the 1996 Act,” paper delivered at AEI-Brookings conference, Dec. 1999.

13 Another important point is that U.S. local telephone companies are in much better

financial shape that railroads due to the rapid growth in demand arising from the internet.
Thus, regulatory grants of “free options™ to their competitors has not led to the problems that
would likely occur in the railroad industry.

1 See footnote 10 where I discuss my previous research. Prof. Baumol has also realized

the importance of sunk costs and uncertainty in these situations contrary to his previous
recommendations of using “total service long run incremental cost.” See W. Baumol,
“Option Value Analysis and Telephone access Charges,” in J. Alleman and E. Noam, eds,

1he New Investment Theory of Real Options and its Implications for Telecommunications

(continued...)
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But even if the Board stand-alone approach were correct, establishment of bottleneck
rates would have the effect of decreasing rates significantly, depriving the railroads of funds
cssential for investment. I would expect R/VC ratios to decrease to far below 180% for
“bottleneck traffic” on the non-bottleneck segments. Indeed, I would expect R/VC ratios to
be much nearer to 100%. Economic analysis demonstrates that when two or more firms are
selling a homogeneous product without capacity constraints, price tends to be driven down
toward variable cost by competition. The competitors have the economic incentive to
continue to lower price as long as it covers its out-of-pocket costs. The railroads estimated a
few years ago that bottleneck regulations would reduce their net revenues by $2.4 billion
annually, cutting investment and curtailing service.”

# £ *

The recent financial performance of railroads and their very low stock prices
demonstrates thetr current weak financial position. Both the Board and investment analysts
on Wall Street recognize that the railroads are not carning their cost of capital. The Board
has determined that most Class I railroads are revenue inadequate because they do not
generate enough revenue to cover the industry’s cost of capital. The Board’s 1998
Determination of Railroad Revenue Adequacy determined that the 1998 railroad industry
costs of capital was 10.7%."® However, the Board found that none of the four largest
railroad's return on investment (ROI) exceeded the industry cost of capital, with only the

Norfolk Southern within one percentage point of the cost of capital:

(...continued)
Economics, 1999.

1> Overall, railroad movements are very heterogencous depending on the type of

shipment, However, for a given shipment two or more railroads would be competing over
the same (or similar) shipments, which would be competition for a homogeneous shipment.

16 STB Ex Parte No. 552 (Sub-No. 3), decided September 1, 1999.
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Table 1: ROI and WACC of Major Railroads

1998 STBROTI | 1999 ROI” | Firm WACC |
BNSF 9.7% 9.7% 11.3%
CSX 8.1% 4.8% 7.9%
Norfolk 10.5% 9.1% 10.9%
Southern
[Union Pacific 2.9%"° 23% | 8.6%

Investors will not have an economic incentive to commit capital for replacement or
new investment unless they expect to receive at least their (risk-adjusted) cost of capital.
Today the railroads fail to meet that minimum expectation. Furthermore, financial analysts
on Wall Street uniformly agree that railroads are not recovering their cost of capital.”
Railroad stock prices have not increased from the level of the mid-1990s, when the latest
round of major mergers was initiated by the BN/Santa Fe consolidation. As the graph of the
railroad stock prices in Table 2 demonstrates, railroad stock prices are currently at essentially
the same level as the beginning of 19935, despite a tripling of the S&P500 over the same time
period. Indeed financial analysts report that in terms of commonly used measure such as
price/earning that the railroad stocks are at their lowest levels since the early 1990s. Thus,
using a variety of financial measures, railroads are in their worst financial position for many
years and equity markets do not expect the railroads’ financial performance to improve
significantly in the near term.

Proposals for re-regulation would inevitably lead to lower prices and even lower
returns on investment to railroads. Since widespread agreement exists that railroads are not
currently earning their cost of capital, lower prices and lower returns on investment will

decrease the economic incentive for further investment. Thus, the ability of the railroads to

17 Based on 1999 estimated earnings in Credit Suisse First Boston reports.

18 The Union Pacific results were significantly affected by the integration problems that

occurred with the merger with the Southern Pacific.

v See recent reports of Credit Suisse First Boston, Morgan Stanley, Brown Brothers

Harriman, and others.
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attract capital and reinvest in plant and improve levels of service will decrease. Indeed, the
ability and incentive to maintain present levels of service to existing shippers may be placed
in jeopardy because the economic benefit to replacement investment and the required
investment to accommodate expected growth may not be forthcoming, given the low levels
of expected returns. The railroads entered the period of deregulation with significant excess
capacity. The growth over the past 20 years of over 50% in volume, as well as the
rationalization of the railroad networks, has eliminated much of the excess capacity from the
networks. Thus, I expect that railroads will need significant replacement investment as well
as new investment to serve the expected growth. However, lower rates and decreased return
on new investment following from industry re-regulation will act as an economic disincentive

for this required investment.

V. EFFECTS OF THE THREAT OF RE-REGULATION

Even a “darkening cloud” of re-regulation would have adverse effects on the railroad
industry. [n the past two months since the BNSF/CN merger announcement, the equity stock
market values of the railroads have decreased significantly. These decreases in the equity
stock market values since mid-December 1999 are demonstrated in Table 2. Large railroad
stocks have decreased by about 25% since the announcement, despite generally good
earnings growth. Financial analysts have pointed out that the stocks are trading at their
lowest price/earnings ratios since 1990.° For railroads to raise money in capital markets and
to have the economic incentive to do replacement investment and further investment to
improve service levels, investors must have the expectation of a risk adjusted market return.
U.S. railroads have not provided this return over the recent past, and current valuation levels
imply that investors do not believe they will achieve a sufficient return in the future.

A threat of re-regulation could deter cutrent investment because railroads will
excreise their option to delay investment until the regulatory framework becomes clearer.

This delayed investment will lead to further problems for both the railroads and for their

20

See, e.g., Credit Suisse First Boston Report on BNSF, January 6, 2000.
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shipper customers. The Board has raised the question whether the industry currently or going
forward has the capacity, infrastructure and configuration to meet the nation’s existing and
evolving transportation needs. Decreased investment caused by the threat of re-regulation

will not help solve these requirements.

VI.  CONCLUSION

In the railroad industry, regulation almost killed the patient. Twenty years of de-
regulation have led to decreasing real rates, increased output, increased productivity, and
improved financial performance by the railroads. However, railroads have not yet returned to
the minimum level of financial health where they earn their cost of capital. And recent
events have led to depressed stock prices for the major railroads.

Against this background, re-regulation or the threat of re-regulation will lead to
decreased investment in the railroads. Decreased investment will lead to decreased service
levels when both shippers and the railroads agree that service levels need to be improved. |
thereforc urge the Board to maintain consumer welfare, and further the public interest, by

protecting the railroads and the public from increased risk of re-regulation.
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Figure JAH-1

Frequency Distribution of Returns for a Given Investment
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Figure JAH-2

Stock Price Performance
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