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1999. We found that the dollar-weighted average sale price of the generating
plants that had been sold was approximately twice the book value of the plants.

Since the book value was the basis for the utilities’ profit allowances, the effect of

the sales was to double the earnings capabilities of these utility companies’ assets.

Competitive access to retail electric customers has thus been a bonanza to the
electric utility industry, yet it is safe to say that not one utility advocated it. The
principal proponents of open access have been the industrial consumers of
electricity, who recognized that the market would provide them with the leverage to
create significant savings for themselves and their customers. Paradoxically, their
self-interest has redounded to the benefit of the incumbents who resisted open

access most vociferously.

D. Relevance to the Rail industry

The foregoing examples drawn from the utility industries demonstrate quite
forcefully that a high level of industry concentration is not necessariy inconsistent
with the development of effective and beneficial competition. To the contrary, the
incumbent monopolists (or duopolists) can function as enablers, rather than
inhibitors of competition, and they can benefit to the same degree — if not more — as
the new competitors.

In order for the incumbents to fill this role, there must be two fundamental changes
in modus operandi of the industry. First, there must be a clear identification of the

Verified Statement of Tom O’Connor
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activities that can be opened to competition and a separation of them from those
functions that continue to be intrinsically monopolized.

The electric utility industry affords a good example. It is universally recognized that
power generation lends itself to competition but that the transmission and
distribution functions continue to be natural monopolies. Power generaticn is
opened to all competitors and is deregulated. Transmission and distribution
continue to be subject to regulation. Similarly, in the telephone industry, subscriber
access is recognized as the bottleneck function of the telephone industry that will
continue to be dominated by the incumbent carriers. Meanwhile, long distance
telephone service, for which competition is feasible, is offered separately by highly

competitive firms.

Second, there necessarily must be some intrusion by govémmental authority into
what the incumbents have traditionally perceived as their proprietary rights.

_ lronicallv, the successful introduction of competition requires this intrusion. For

example, competition in the telephone equipment market required a governmental
mandate that AT&T surrender its proprietary right to own and control all equipment
attache’ *o its network. Competition in the long-distance market was possib‘kie only
when the government altered the corporate structure of the Bell System.
Competition in the local exchange market required the government to force the
incumbents to interconnact competing carriers. Competition for gas procurement
required a govemnmental prohibition against gas pipelines functioning as gas
merchants. Competition in the electric industry can be effective only when existing

Verified Statement of Tom O’Connor
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transmission grid owners are forced to provide equal access to all generators of

power.

it is not difficult to apply the utility restructuring model to the raiiroad industry. The
railroads provide two quite distinct functions: they own and maintain railroad tracks,
and they own and operate railroad trains over those tracks. Both of these functions
are generally controlled entirely by the same entities, and both will become subject
to the anti-competitive effects of the impending transcontinental duopoly.®

The ownership of railroad tracks is arguably a monopoly function. it is practically
infeasible to expect competing entities to share the provision of rights-of-way.® The
operation of trains, however, is not intrinsically a single-provider activity. It could be
opened to competition. Again, the electric utility analogy suggests itself. The
transmission lines (the line haul component, like rail lines) are centrally controlled
and operated by a single entity. The power that feeds onto those lines, however, is
generated by a variety of comyeting firms. The competitors pay the transmission
entity for the right to use the lines, but the power (functionally similar to rail freight)
flows to customers designated by the generators at prices c=iermined by a very

competitive market.

5 There are other related functions such as the provision of railroad cars that are
somewhat competitive already.

SAlthough, as the “Shared Asset Areas” of the northeast corridor suggest, even this
assumption may be open to question.

Verified Statement of Tom O’Cennor
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E. Policy Options

While it is relatively simple to identify the potentially competitive functions within a
monopolized rail industry, the second change required for effective competition,
which is the government intrusion into the incumbents’ perceived propiiety rights, is
a far more difficult proposition. The following discussion addresses the broad
categories of policy solutions that suggest themselves. The set of summary charts

in a later section of this report analyses these options using 12 different criteria.

1. Maximum Rate Requiation

if the raiirdads are to consolidate into two entities for the entire continent, then a
persuasive case could be made for the reregulation of the industry. This
reregulation would be limited to traffic that has no demonstrable intermodal
conipetition, and it would establish only maximum rate levels. The railroads would
be free to reduce rates at their discretion. It would thus be lighter-handed than the
regulation that prevailed prior to the Staggers Act, but it would represent a marked
increase in the regulatory role currently played by the STB.

This policy option has the -appeal that it would be an effective solution to the pricing
power of the railroads, but its efficiency is questionable. Moreover, it would be
costly to administer for the STB, the railroads, and the shippers whom it presumably
would benefit. Although | am not an attomey, | suspect that It would also require a
revision to the statutes that currently govern the regulation of the railroad industry.

Verified Statement of Tom O’Cannor
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SK Snavely King Majoros O’Connor & Lee Page 50

Economic and Management Consuitants

in my opinion, reregulation is an outdated solution and we do not recommend it.
The trend in the utility industries, discussed eatlier, has been to harness the market
as the most efficient form of price regulation. Heavy government regulation has
particularly ill-served the railroad industry and its users.

2. Resolution of the Bottleneck Impasse

If total re-regulation is infeasible and undesirable. as we beleve it is, there is a
much more limited application of regulation that would substantially enhance the
protection that shippers require from the pricing power of heavily concentrated
railroads. It concemns what are called “Bottleneck” situations. Bottleneck situations
occur when there is a movement invoiving multipl_e railroads, but at either origin or ‘
destination (or both) only one railroad can pick up or deliver the traffic. The sole
originating or sole terminating railroad is termed the “bottieneck” carrier. The rate .
charged by this carrier for its portion of the total rail movement is defined as the
bottieneck rate.

The STB has established some fairly constraining criteria that must be met before a
shipper can challenge a bottleneck rate. The first criterion is operational. There
must be no reasonable alternative service from another railroad or mode of

transportation.

The second criterion is commercial. A rate challenge of the bottleneck rate is
possible only if the balance of the total rail rate, excluding the bottleneck rate, is a

contract rate. This is because, under existing regulations, the STB does not

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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regulate contract rates. The STB’s rationale is that two parties entering into a
contract do so under mutual consent, and a contract is legally binding on both
parties unless certain situations occur. Therefore, if the total transportation charges
are part contract and part tariff, the STB would only be able to adjudicate the non-
contract portion. If the nen-bottleneck portion of the haul is under a contract rate,
the only rate that could be challenged would be the non-contract or tariff portion; the

bottleneck rate.

In movements involving multiple railroads whefe the entire rate from origin to
destination is a combination of proportional rates or locai rates, the rate of the
bottleneck carrier cannot be challenged on its own merits, in isolation from the
remaining published rates. Under existing regulations, in these circumstances, all
of the rates applicable to the particular movement must be challenged by the rail
user. This position has been upheld by the appellate courts based on a Supreme
Court decision which found that a shipper’s interest in challenging a rate is on the
entire rate and not a portion of that rate. Despite a widely held view in the shipper
community that this was not the intended application of this principle, it is the
standard currently applied.

As indicated above, the ability of a rail customer to challenge a bottleneck rate is
currently available only under restricted circumstances. The next round of mergers
could further reduce the number of situations under which bottleneck rates can be

challenged separately from the total through rate.

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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With the likelihood of combining rail systems currently transporting shipments
between the east and the west, the substitution of single-line through rates for
movements that are currently a combination of contract and tariif rates is a distinct
probability. The merged system: has only to let the contract expire and publish a
joint- line or single-line rate fiom origin to destination. Under the current bottleneck
rules, this would require the rail customner to challenge the entire rate. Agreements
could also be made between the railroads to maintain the current rate levels of the
individual carriers but file them coflectively as a single through rate. This would
protect the bottleneck carrier from having its rate challenged.

As railroads merge into larger systems they will wield more influence over shortline
railroads. In many situations, shortline railroads are the bottleneck carriers. A
bottleneck shortline carrier can eliminate a challenge to its effective rate by
including its rate in the published through rate. If it cannot reach agreement with
the cennecting railroad on a division share of the through rate, it can publish its own
rate. As long as the balance of the rail movemertt is riot occurring under a contract,
the shortline’s individual published rate cannot be challenged senarately under the
current bottleneck guidslines.

if the rate cannot be challenged as a bottleneck rate, the only existing regulatory
remedy available to the rail customer is to file for rate relief under the non-coal rate
guidelines, Ex Parte No.347 (Sub-No.2), or the coal rate guidelines, Ex Parte 347
(Sub-No.1). However, neither of these regulatory options is particularly effective or

efficient.

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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The cost of a maximum rate case under the Ex Parte 347 (Sub-No.1) guidelines
can easily exceed $1,002,000. Given the fact that a significant number of such '
cases result in no rate relief, many shippers have dismissed maximum rate cases
as a feasible course of action. The development path on the non-coal rate
guidelines, Ex Parte No. 347 (Sub-No.2) has been prolonged and laborious.
However, again, littte if any rate relief has resulted from the process. If the cost and
expected return of instituting these complex proceedings does not justify the relief
sought, the rail customer is effectively precluded from any rate relief from the STB
under existing regulations.

Mergers are itkely to increase bottlenecks, the instance of through rates, and the
corresponding vulnerability of shippers to the pricing power of bottleneck carriers.
We recommend as a reasonable, and restrained ap; lication of the STB's regulatory
authority that STB require, as a condition for future mergers, that shippers be
permitted to challenge bottleneck rates, regardless of the nature of any other rates
in the movement between origin and destination. When a railroad sets a
proportional or local rate as its revenue compensation, that rate would then be
subject to rate reasonableness tests on i;s own merits.

Bottleneck rates are unique in that they are largely shielded from regulatory review.
The proposed bottleneck rate relief would remove this shield and allow the rate tu
be evaluated on its own merits. This policy option is immediately available to the
STB, it can redound to the benefit of shipper and railroad alike, and it may
increasingly be needed in the context of the final round of mergers. We recommend
adoption of our proposed bottleneck rate éhallenge procedure. k

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 1€, 2600
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3._Build Out to Competing Rail

As an altemative to paying bottleneck rates, a competing railroad or a shipper can,
in theory, build its own rail line. This alternative is theoretically always available to
shippers seeking intra-modal competiuon. It shouid be supported by the STB as
the uitimate recourse against unreasonable rail rates or inadequate rail service. It
is, of course, prohibitively expensive to most shippers. Except in rare instances, it

is not feasible.

4. Open Acces_s

A case might be made for a complete restructuring of the railroad industry similar to
that which was imposed on the telephone and gas industries and which is currently
under way in the electric utility industry. Under this scenario, the rail line ownership
function might be decoupled from the train operation function. Any party capable
of operating a train would then have access to the rail rights-of-way by paying
regulated access charges. if the ailroads chose (or were ailowed) to continue to
operate trains, they would do so in competition with other railroads, with shippers,
and possibly with non-rail train operators.

Again, this is a somewhat radical approach, one that would probably require
legislative authority for the STB to implement. It is, however, conceptually
appealing, and should be examined as a possible long-term solutior. 'f adopted, it
would need to be implemented very carefully to avoid operational problems that

Verified Scatement of Tom O’Connor
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could disrupt the rail system. Without a major change in attitude on the part of the
railroad, such proposals would likely encounter vaciferous opposition.”

5. Limited Open Access

Short of full open access, a number of limited open access strategies can improve
the opporiunities for shippers to enjoy the benefits of intra-modal competition.
These strategies can be grouped functicnally.

First, there are operational innovations such as:

¢ Haulage rights, where the freight of the entering carrier is hauled to serve the
target market in the trains of the incumbenit carrier. With haulage rights the
incumbent has virtually complete operating control.

e frackage rights, where the trains of the entering carrier reach the target
market by operating over the track of the incumbent carrier. With trackage
rights the incumbent has dominant operating control. o i

o Joint [acilities, where the entering carrier and the incumbent carrier agrze to
jointly build a facility or cooperatively use an existing facility, thus lowering
costs and increasing service. Storage in transit facilities are an apt example.

7 As the history of the uitility restructurings has demonstrated, the hostility of the

incumbents was neither insurmountable nor in the incumbent’s own self interest.
Verified Statement of Tom O'Connor :
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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With joint facilities, cantrol is generally shared equitably, by agreement.

As noted above, control of the competing rail service varies significantly among the
operational innovations. Experience also indicates that reduced control often leads
to reduced availabiliy or diminished service quality. Thus the operational

innovations are promising but may be insufficient to generate effective competition.

There are also commercial solutions, which include arrargements whereby
marketing and rate making authority is extended into markets not otherwise
competitively served.

The proposed solution to the bottleneck rate impasse is an example of a
commercial solution. Other examples of commercial solutions are found in Canada,
where rail ducpoly has been a reality for most of the counitry's history. The Canada
Transportation Act provides two mechanisms that better enable Canadian shippers
to access either of the line-haul carriers. The first is Interswitching; the second is
Competitive Line Rates.

Interswitching applies if a shipper has access to only one rail carrier at origin or
destination. The shipper may have cars interswitched from the serving carrier to
another railroad at prescribed rates if the shipper's siding is within a 30-kilometer
radius of the point of interchange. The 30-kilometer limit is not rigid, however, and
can be extended. The rate must not be less than the variable costs o: moving the

traffic.

Verified Statement of Tom O’Conneor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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Interswitching has worked well in Canada since 1988. According to the Canadian
Transportation Agency, each year 150,000 cars are swiiched between the two
major Canadian carriers, CN and CP.

Competitive Line Rates (CLR) apply if the shipper has access to only one rail
carrier at origin or destination and a continuous route between those points is
operated by two or more companies. The shipper must be beyond the 30-kilometer
interswitching limit. In these circumstances, the local carrier can be required to
establish a competitive line rate from the origin or destination to the nearest
interchange with a connecting carrier. The shipper must first agree to a rate and
terms with the connecting carrier. Any portion of the move covered by an
interswitching rate will use that rate. The shipper must show they will suffer
“substantial commercial harm” if the Canadian Transport Agency does not grant
CLR.

CLR provisions have seen very limited use due to requirements that shipper and
line-haul carrier agree on rates before CLR is delermined, and that the shipper
show “substantial commercial harm” if CLR is not granted. However, the availability
of these provisions has enhanced shippers’ competitive options in the marketplace,
without actuai regulatory intervention. ’

As the Canadian experience ilustrates, effective commercial access solutions are

available without altering the existing regulatory framework.

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-io. 1) May 16, 2000
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6. Regulatory Merger Qversight
The final policy option is “business as usual” in the merger review process. It is to

approve each merger with a series of specific conditions and requirements that are
to be reviewed after the fact by the STB through its oversight process. This is the
“one at a time” practice that the STB appears intent on abandoning. And for good

reason.

its effectiveness in preserving competition is limited because it requires that the
merger review anticipate all possible anti-competitive outcomes from the
combination. It addresses the narrow specifics of each merger without considering
the systemic decline in intra-modal competition throughout the continent. Finally, it
creates  an after-the-fact remedial arrangement that reacis to, rather than
anticipates and prevents the unexpected and adverse effects of each merger.

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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Summary Review of Options

Monetary, Geographic and Commodity Constraints on Policy Options

Opticn Monetary Cost of | Monetary Cost of | Geographic Cemmodity
solution to solution to constraints on constraints on
Shipper Railroad Option Option

Applicability PF ility

Maximum Rate | High High No Yes

Regulation

Resolution of Low High Yes No

Bottleneck rate

impasse

Build Qut to High rhigh Yes No

Competing Raii

‘Open Access Low High Yes No

Limited Open Low Low No No

Access Via

Haulage Rights

Limited Open Medium Medium Yes Yes

Access via

Trackage rights

Regulatory High Low Yes Practical limits

Merger

Oversight

Verified Statement of Tom O’COnnbr
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It is necessary to consider tlie ongoing institutional constraints on polisy options

Option STB Rescurce STB ong Regulatory Legal constraints
Requirement for | inval traints on on Option
Solution Solution Option Applicability

Ag plicability

Maximum Rate Major Major Major Major

Regulation

Resolution of Major Minor Medium Minor

Bottleneck rate

impasse

Build Qut to Medium No Medium Minor

Competing Rail

Open Access Major Miner Major Major

Limited Open Minor Minor Medium Minor

Access via

Haulage Rights

Limited Open Minor Minor Medium Minor

Access via

Trackage Rights

Regulatory ajor Major Major Major

Meraer Oversight

Verified Statement of Tom O’Connor
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The effectiveness, efficiency and track record of the policy options varies

Option Effectiveness of | Efficiency of Proven track Experience with
Solution Solution record of Option | use of Option

Muximum Rate High Medium Yes Extensive

Regulation .

Resolution of High High Extensive in Extensive in

Bottleneck rate Negotiations area | Negotiations area

impasse

Build Out to High High Yes Extensive

Competing Rail

Open Access High High Yes Extensive in
Negotiations area

Limited Open Low Low Mixed Reviews Limited

Access via

Haulage Rights

Limited Open Medium Medium Yes Extensive

Access via

Trackage Rights

Regulatory Low Low Limited Limited

Meraer Oversight

Verified Statement of Tom O’Connor
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As the preceding summary charts indicate, the policy options are numerous and
their attributes and implications are diverse. One of the more promising policy
options is limited open access. This option can be implemented a numbér of ways
which can meet the needs of both railroads and shippers. In the nexi section we

discuss some of those ways.

A. Service, Reporting and Procedural Changes

1._Introduction:

Two of the primary concerns of rail shippers are competition and service. These
concerns are not solely determined by rail mergers but shipper concerns have been
heightened in recent years as a result of mergers.

In this section we focus on service. A reasonable goal is to evolve a company’s
supply chain into an optimally efficient, customer-satisfying process, where the
efficiency of the whole supply chain is the objective rather than individual links,
whether the link is a department, supplier or transport carrier. We have noted that
some rail mergers have resulted in degraded performance of that rail link,
threatening the entire supply chain.

Declining performance of the rail links can lead to serious dislocations in logistics
and supply chain processes as illustrated in the following chart:

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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The choice of cost-effective means of transport changes
during rail mergers. Rail freight is forced to other
modes when rail links in the Supply Chain degrade

Verified Statement of Tom O'Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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2. Service Measurement
To anticipate and prevent or correct service problems, measurement of the process
is essential. Rail industry measurements include car inventory, system velocity,
trains held for power or crews or congestion, locomotive power availability, rail

system productivity.

Measurement must include not only the metrics of importance to rail management
but also those of importance to the rail customer and to their end customess. While
degradation in the rail management metrics often correlates with degradation in the
customer metrics, it is preferable to measure the reliability, consistency znd
timeliness of delivery from the customers perspective, as well as irom a blocking
pian or railroad timetable perspective.

Incentives and disincentives can be built into the process based on the metrics.
The design of the process is important. Customer service issues particularly need
well designed measurements. And customer service includes many discrete
issues, some of which are not easily measured. Some of the most important service
issues include:

« continuity in understanding of customer’s needs and wants

« ability to deliver necessary customer service levels

« variations between operating plans and actual implementation

« effective communications with the customers

« identifying and resolving differences among supplier's, railroad’s and customer’s

perceptions of satisfactory service levels.

Verified Statement of Tom O’Connor
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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One of the major benefits asserted by railroads involved in a merger is the
efficiency gains associated with single line service. However, single line operations
are often accompenied by declines in both competition and sérvice. The number of
railroads involved in handling the shipment between origin and destination is of
minor concern o most rail customers. Typically, the rail custorer is more
concerned with the competitive alternatives to the serving railroad, particularly
whether alternative rail service is available. The second concern, and in many

instances the most important, is service.

Shippers that are not producing or receiving time sensitive freight are primarily
concarmned with maintaining service at consistent reliable leveis. Large fluctuations
in transit times, both inbound and outbound, have severe impacts on the elements
in a shippers supply chain. Past mergers have resulted in interruptions in
production, lost saies, increased inventory costs and plant shutdowns. The issues
discussed below are suggestions on how to minimize or even eliminate service
" failures such as occurred as the result of past mergers. We also identify actions
that could reestablish some of the coinpetition that nas been lost between rail

carriers during the merger process.

Verified Statement of Tom O'c::mncr
Ex Parte No. 582 (Sub-No. 1) May 16, 2000
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