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VERIFIED STATEMENT
OF

ROBERT D. KREBS

I am Robert D. Krebs, President and Chief Executive
Officer of Burlington Northern Santa Fe Corporation (“BNSF"),
2650 Lou Menk Drive, Fort Worth, Tgkas. I have held these
positions since September 1995, when BNSF was created pursuant to
the Interstate Commerce Commission's authorization of the common
control of Burlington Northern Inc. and Santa Fe Pacific
Corporation and their wholly—owned'railroad-subsidiazies. In
this statement I will use the aeronym‘BNSF té refer both to the

parent corporation and to our commonly controlled and operated

railroad subsidiaries, Burlington Northern Railroad Company and
The Atchison, Topeka and Santa Fe Rail#ay COﬁéany. '

I began my career in fhe railrogd~iﬁdustry with the
Southern Pacific Company in 1966 following mfAteceipt‘of a
Master's Degree from the Harvard Graduate SChqol of Business. I
held various positions with SOuthern Pacific Transportation
Company ("SPT") from 1966 until July 1982; whey I waszelected
President of SPT. From December 1983 un;i;73 7 1937{ I was
President and Chief Operating otficercoff ‘ e Pacific

Corporation ("SFP"). I became Chief ive Officer of SFP on.

July 28, 1987 and was elected Chairman of on May 24, 1988. .I




served as CEO and Chairman of SFP until I assumed my present
position with BNSF last year. '

I am submitting this statement in response to the
Surface Transportation Board's request for comments in what is
referred to as the "bottleneck” coal shipper proceeding currently
pending before the Board. I understand that in this broceeding
the Board is considering fundamental changes regarding the
regulation of rates, and possibly the routing of traffic, on rail
movements to or from facilities served by a single botﬁleneck
rail carrier. If adopted, such a ré-regulatory initiative would

have a major adverse impact on railroad revenues and our ability

to provide the best possible service to our customers. I urge
the Board not to take any steps that would stifle the failroad
industry's willingness and ability to make the new invéstments
necessary to serve our existing shippers and to attracﬁ
additional traffic.

I see grave risks for railroads, shippers and our
national transportation system in the re-requlatory measures that

the Board is considering. The risks are vivid to me because I

spent the first 15 years of my career in an industry that was in

decline, due in part to the heavy burdens of regﬁlation._ When I

joined Southern Pacific in 1966, prospects_fbrf ﬁe indus;ry were

not bright. Railroads had been losing market:share to trucks for

~ 2




years because rail rates were not competitive and service was
poor. Track and equipment maintenance was slipping. Customers
were not getting the reliable service they needed. Reinvestment
, in the nation's rail infrastructure was negligible.

The vicious cycle of declining révenues,

under-investment, insufficient maintenance and poor service drove

many railroads out of business. Nearly one-third of the 76 Class

I railroads that existed in 1966 went into bankruptcy during my

first 15 years in the business, including such well known names

as the Penn Centra%, the Rock Island and the Milwaukee Road.
The regulatory reforms of the étaggers Rail Act of

1980 established a legal framework in which raiiroads had an

opportunity to show their mettle. The new freedom to set prices
in response to market demand gave us the incentive to §ut costs
and achieve efficiencies so that railroads could actuaily compete
in the market. Our ability to otterllower rates and to provide
better service enabled us to attract more customers. The numbers

tell a story of remarkable efficiency gains in our induétry since‘

1980:
. Employee productivity increased,more.than
threefold, with revenue ton-miles per employee
growing to nearly 7 willion tons: pe: ear from 2
million; ' ) ;
. Revenue ton-miles per mile of raiiro perated

doubled from 5.2 million to 10.4?&111 on;



Asset productivity improved, as freight car and
locomotive fleets have been reduced by 48% and 36%
respectively;

Fuel efficiency increased to 375 revenue ton miles
per gallon from 235.

These efficiency gains have paid off for our
customers. Rail rates have declined over 50% in constant dollars
since 1981.

Virtually every shipper has benefited from rail rate

reductions whether or not it is seérved exclusively byzone rail
carrier. But the Board must understand that not every shipper
can or should éay the same rates. The economic realities of our
industry require a mix of prices if railroads are to gustain

themselves. There are four basic points:

Because the railroad industry has very high fixed
costs (the costs of track, roadbed, rolling stock,
etc.), the cost of handling an incremental unit of
traffic is lower than the average cost of handling
all traffic on the system.

It makes sense for railroads to compete for
additional traffic, even if that traffic does not
cover the system average costs, as: long as it
makes some contribution to fixed costs.

But because some traffic is priced“beiow average
costs, there must be other traffic that is priced
above average costs if we are to cov‘r ali our
fixed costs.

If railroads cannot cover their fixe csts, they
cannot Justify investments in: ne and |
equip-ment; in fact, ‘the f1nancxa‘ ts will
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only focused on reducing personal injurigs bq; also on reducing

derailménts and generally creating an era ofg%afer train
operations. We hope to be able to identifysféchnologies like
Positive Train Separation and electronic brakes that Qill help us
avoid severe derailments and collisions. Of ourse, it will
reqﬁire more capital investment to put Such}t es of technologies
in place. )

The point is that railroads likejaﬁs} require
continuous infusions of capiﬁal if they are-fp fulfill their
potential to serve shippers and benefit the_'ifsuming public. We
cannot justify the necessary capital iﬁvest@é s, and indeed our
Board of Directors would not approve such iﬁ&éétments,‘unless we
are confident that we will eérn an adequate“féturn on the capital
employed in the business. Aand, for all my oétf ism about the
future, I must remind the Board that such géequate retﬁtns have‘
not yet been realized on an errall basis, #it ér for ENSF or for
the industry as a whole. Inadequate.returns}n_ﬁ only éeter
investment, they also make it more expensiﬁé to obtain funds from
the capital Larkets.

This brings me to the "bottleneck?‘p oceeding and the

possibly severe adverse consequences that it could have on the

|




carriers over nearby junCtiohs at a shipgp#’s request is contrary’i
to the very concept of efficient, singlé:iine service that our
merger was designed to achieve. Of codféégye are anxious to
implement operating impro%ements that sé;&e;our customers*
business needs, but it is hard to imagi@éfhéw inserting a new
junction in an efficient rail movement ééyié benefit anyone. On
the contrary, the unnecessary interchangewpﬁ_traffic between two
carriers results in nothing but increaSeQ{ é%ts for railroads and
shippers -- both the costs resulting troﬁldeiays and the costs
involved in investments in facilities (éuéh_és sidings) necessary
to accomplish the interchagge. |

The driving force behind railroad ﬁergers has been to
increase efficiency by providing more singié ;ine routes and less
balkanization. _Therefore, I cannot bqlievéigﬁat theiboard (or
shippers for thaﬁ matter) seriously conte@blgfe a regﬁlatory
change that would lead to a re-balkanized_réig system; The
demand that carriers establish jqnction-pqin§ ;ates is more
likely a device to achieve rate reductions aék@he expense of the
carriers who now serve shipper facilities, :v fwed in this light,
both the shippers’ proposal.and the Boérgﬂgiﬁ :
approach" appear to be versions of morg_séf

regulation. The effect of either prbpﬁs d be to reduce

rates on a significah; portion of our traf at invd}ves




"bottleneck" movements and to make a major dent in BNSF's

revenues.

It is hard to overétate the adverse effects that would
result from a significant reduction of Qpr‘%ncome through more
extensive and stringent rate regulation.'.Although we have made
progress toward earning our cost of capitéltéwe arelnot there
yet. Placing a regulatory cap on our revéﬁﬁés would be akin to
requiring us to shift into reverse. The fi:ét causality would be
capital investment. We would not be able“;:«tiox?make all the capital
investments necessary to maintain our systemﬁand to expand our
capacity.‘ Some attractive:business that weléould have won by
upgrading our system would be forsaken. bThe’iost coﬁtribution
would make it hardér than before to earn adégﬁate revenues.

The reduced prospects for future earnings would
obvicusly hamper our ability to raise capitg or futpre projects
by making that capital more expensive. The~;évestor confidence
that we have earned through the cost reductibﬁs and efficiency
gains of the past 15 years would be shaken b;, he perception of
an externally imposed revenue cap. .

Second only to the adverse impg té 5£ lost revenues is
the dismal prospect of trying to run § hu4 5 and raise capital
under a cloud of reg@latory uncertaintﬁ: To plan effectively fé;

the future, we need to know what tegulatory vzronmeng we are




operating in. The prospect of multip;g rate proceedings with
uncertain outcomes before the Surfacé,TrAQSPOItation Board would
severely disrupt our ability to implemgnt ggr business plans.
How can a railroad plan effectively foricﬁ'itallexpgnsion when
the revenues might or might not be,forﬁédoﬁing? The adverse

effects of a regime of re-regulation would be compounded by the

uncertainty of the investment community regaiding our prospects

for the future.

I am unaware of any evidence that ?here is a need for
the re—regulatory measures that the Board,pag under
consideration. The Board's decision calling;for comments in the
"bottleneck" proceeding stressed the Board'sgpbliqation to
maintain a balance between the interests of ??rriers-and the
interests of shippers. But there is no indic?tion that anything
has become unbalanced. The fact that a hahdfél of coal shippers
see an opportunity to improve their positions;in the short term
should not be taken as a sign that the.Boardi§ existing role
needs to be redefined.

The fact is that the overwhelmiﬁé,m;jority of shippers
on BNSF, including shippers who are solélY;;erved by ds, have
seen their rates reduced siqnificantlyminijz ollarzterms over

the last 15 years. These rate_reductiéﬁs S o




options that our shippers use as leverage ihirate neéotiations.
And virtually every shipper has competitive»éptions,'including
our coal fired utility customers.

Far ffom seeking to exploit our,cu%tomers,'our goal is
to make them more competitive in their busénééses so they will
have additional, profitable traffic to bringuﬁo our railroad.

The way we can do this is to improve our ser:fce to our
customers. And one thing we need to do to ;@grove our service is

to continue to invest in our rail network. Tlhere is nothing

balanced about a regulatory scheme that would deter ar ability

to make investments to better serve our custgﬁgrs.

At BNSF we are committed to réalizihg the potential of
this great industry that has struggled back<to;its feet and is
now striding forward. I urge the Board not to shackle our

progress.




by Gorm, Exp. 11730/90
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VERIFIED STATEMENT

OF
JOHN W. SNOW

E My name is John W. Snow. i_améChairman, President and
Chief Executive Officer of CSX Corporation, with offices in
Richmond, Virginia. As the Board knows, CSX is the parent

company of CSX Transportation, Inc. (CSXT), and controls a number

of other transportation-related subsidiaries. I was elected CEO

in 1989 and have held my current position with CSX since 1991.

Before that time, I held a number of positions with CSX and its

predecessor railroads, and served in various capacities with

government, academia and private law practice. I hold both a law

degree and a doctorate degree in economics. My curriculum vitae

is attached to this statement.

Introduction

I am submitting this statement in response to the

Board’s regquest for comments on the so-cailad “bottleneck" or

"short-haul® rate and routing proposals tnat the Bcard is consid-

ering in this proceeding. These proposals -- which would allow

shippers at exclusively served points to.db@pel railroads to

interchange traffic at anﬁ nearby junction:peint with another

carrier that couli conceivably provide alternative éervice beypnd ;

the junction, and to obtain reQulatqu” :1ption%of a maximum

rate covering only the movement over suc "bottleneck"™ segm§ﬁ€




without regard to whether the overall gh;oggh rate for the entire:v‘t
end~to-end movement is unreasonably high‘-T would radically
change the way railroad rates and rduting,practices hava been
regulated during the past two decades. :

The Board’s resolution of this .issue is of the utmost
importance to CSXT. Adoption of the cqg;nshippers' claims (or
the so-called "intermediate" approach s@gq;?ted by the Board)
would have grave consequences for CSXT ané;@ts shippers, and for
the rail industry in general. As I will explain, these "bottle-
neck" —ate and routing proposals, if adsp;é&, would cut short,kif
not reverse, the progress that CSXT and otber railroads have made
toward long-run financial and cﬁmpetitive health. They would
impede our ability to attract the caﬁital fﬁnds we need to make
the investments in plant‘improvements that:épr shipbers demand in
order to be competitive in the global ecénqﬁy. They would saddle
the railroads with disabling operating inéff;ciencies. And, not
insignificantly, the "bottleneck" rate and,:éutinq‘proposals
would lay the foundation for effective re—rgéulat;on of the rail
industry.

The coal shippers have attempted to characterize their
claims as a seémingly innocuous and simplerrgguest that railroads
be required to eétablish réasongble ratesvté apply between. any

two points that they serve on their systems i.e., between a

connection with another railroad selectgi:py_the shipper and an

exclusively served origin or destination" oment’s consider-

ation reveals, however, that the issiie wh concerns us is not.




simply one of establishing a rate to apply to shipments between
point A and point B.

As I think about the issues raise§ by the coal
shippers’ claims, it seems to me that we mﬁét ask ourselves three
basic queétions. First, how did the ra;; i#dustry get to where

it is today? Second, is there any demqﬁstiible problem with the

existing regulatory scheme that criesldgﬁ- r radical changes?

And, third, what impacts will the "bottlgn”%k" rate and routing

proposals have on the course we have taken aover the past two

dacades?
o h il I ere it i oda

To answer the first question requi;es a,btief recital
of history, which should be well known to the Board. It was only
. 20 years ago that the rail industry, undgflthe weight of heavy
federal regulation of virtually all aspects of its ratemaking,
routing and operating practices, was at the threshold of finan-
cial collapse. Seven of the nation’s rai%?péds in the Northeast

were bankrupt. Réqulation—ihduced canstrain#s on earnings forced .

the railroads to reduce and defer expenditu;és for plant mainte-

nance and capital improvements. The resultigg deterioration in

service drove huge amounts of freight tfaffi

off the rails,

which further depressed earnings and stargéd the downward cycle

anew. Rate regulation preﬁented railroads from competing effec-~

‘tively with lower-cost modes. Regulation cluding the discred-

ited "DT&I" gateway conditions) also forc ailroads to keep
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our fixed ard common costs. As virtuall&ggl% economists, Con-
gress and the ICC have understood, this,sfstém of pricing is the
only means by which railroads can have any hé?e of earning
revenues sufficient to recover their full.eéénomic coéts, iﬁclud-
ing current cost of capital. .

This system of pricing has permigtga us to attract new
traffic to the rail system.' By charqinéldit erentiarly lower
rates for more competitive traffic, we hajgﬂ_ﬁcceededlin bfinging
back to the railroads competitivevtratfic thg@, while making a
smaller contribution to our fixed anﬂ commdﬁ";osts than less
competitive traffic, still makes a positive contribution thét
reduces the costs which muét be borne by the_iess competitive
traffic. oOur success in attracting new freié&ﬁ to thé system
serves to benefit all of ocur shippers. v

What has this ratémaxinq system dong;to overall rate
levels? Since Staggers, railroad rates have §bnsistent1y fallen
in real terms. For the industry as a whole, ;hflatioq-adjusted
rate levels have dropped over 50 percent sinééﬁleso. bur experi=-
ence at CSXT is similar. Since 1981,'ou£'avéf;ge revehue per
ton-mile has fallen 53 perceht in real terms.i@This trend has
held true for coal traffic as well. Since51§"§, CSXT’s average
revenue per ton-mile for coal traffic has,gfo yed 40 percent in
real terms. More than 95 percent of our - i affic is now
subject to contracts, mutually entered inép,p ur company and

shippers. The latter figures on coal are pa ularly important,

because the preponderance of CSXT's coal | originates
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and/or terminates at points that are not sefwed by enother
railroad. This should lay to rest any nosidn that solely served
coal shippers are without competltlve alternatives that effec-
tively constrain rail rate levels (a point developed by

Mr. Anderson in his separate testimony onepeyalf of CSXT).

The routing and operating freedemséthat the railroads
gained as a result of the 4-R and Staggegs*géts have also led to
remarkable improvements in operating effis;vbéy and service.
CSXT, like other railroads; has rationalizediﬁts rail network by
reducing the number of interchanges with other carriers (and the
delays associated with exchange of traffxc at :such poxnts),
closing duplicative or 1neff1¢1ent routes, consol;datlng freight
traffic on high-density main-lines, expaqg1n9~ ingle-line ser-
vice, and concentreting joint-line traffic eﬁipatticular inter-
change peints in order to attain density andegeduce operating
costs. These efforts have resulted in lower costs (and thus
lower rates), and faster and improved service~for all shippers.

our ratemaking and routing 1nitiatives, and other
efforts to reduce costs and become more effxcxent have translat-
ed into significant 1mprovements in our f;nancial performance
over time. Our progress can be seen in almostxevery financial
indicator, but I will mention just two. j ¥ operating income
(excluding special charqes)) which was $428 million in 1981, has
trended upward and reached a record of $857 m11 ion in 1995.

Nearly as dramatic, CSXT’s operating ratio (also excludinq

special charges) has declined from 91.3,1n1 to 82.2 in 1995.u‘u: i




(Both sets of figures are based on rail:pedﬂForm Rel data.)
Although our progress has been substantie;,;CSXT's returns
continue to fall below our current cost of papital, and we are
still earning far less than adequate revenges. If we are to
cover our full economic costs of service, ngch more_improvenent
will be necessary. .

The improved financial performance we have achieved in

recent years, together with the expecta:1pn that regulatory rules
will allow us (if market conditions permit):io earn .a competitive
rate of return, have also enabled CSXT and other railroads to
invest heavily in plant maintenance and capital improvements.
The service improvements and real rate reductlons that deregula-
tion has made possible are certainly 1mportant chapters in the
deregulatory success story, but in my )udgment the real story
lies in capital investment. Improved earnings and the 90851b111-
ty of achieving adequate revenues have qlven CSXT and other
railroads the ablllty and incentive to attrac; the capital funds
we need to invest in our inftaetructure. v

In the past decade, we have plowed nuch of our addi~

tional revenues back into our core rail lines_and facilities, and

have been able to obtain capital at reasoneble cost. . CSXT’s rail

capital expenditures have totaled $7.8 billion since 1981, with
$814 million in 1995 alone. As Mr. Werd’ef ns in his separate
testimony on behalf of éSXT, much of this'i al investment has
been devoted to malntalnxng, 1mprov1nq an )anding the éapacity

of our rail network, 1nc1ud1ng ra;ls,‘tzes‘ last and communi=




cations and signaling systems. we have elgp purchased hundrede

of new locomotives and thousands of new freight cars, which
provide better and faster service with lewer operating costs.

A significant portion of CSXT's capltal budget has been
devoted to specific investment projects designed to attract
traffic -~ both from other railroads and from other modes -- that
is highly rate- and servxce—competitive.' _
construction of new interﬁodal facilities’» ulk distribution
centers, yard capac1ty expansion, not to m,ftlon the millions of
dollars in capital investment that we: have,made in information
management and freight tracking systems. As’I mentioned, at-
tracting new freight traffic to the rail system benefits all
shippers; the substantial capital inVesgmen’s we are making in
new plant and facilities make it possible for CSXT (like other
railroads) to compete successfully for this trnffic.

In short, the ratemaking and routing freedoms we have
enjoyed, and the promise of competitive retu:ns that they made
possible, have given us the ability and the incentxve to re~ ;
invest heavily 1n our rail 1nfrastructure. Thls, I believe, hae.
been the critical ingredient in the raiquads! return to finan-
cial health. Only through massive injectibnief capital have CSXT
and the other railroads been able to imprev }erviceﬁ attract new
competitive traffic and make the operating 1mprovements that have
translated into the substantial reductxon ‘ real rate levels

that I described.




This, then, is the answer to st question I

posed. The railroads, inclgding CSXT, h ide great progress
toward recovery from the perilous financ ’nditionlthey faced
pre-Staggers. Rates and costs have faiien service hés impro&ed.
and the railroads are actively invgstin' i industry’s
future. While none of the largest rail ncludiﬁgICSXTy is
earning its cost of capital on a cons] ter is, thé prognosis
for the future is good . . ; if there ar amatic changes in

the regulatory environment.

The Absence of Any Need.For Ra
Abse 0 Reau

Given this record,‘thEISecond questi

ately raises itself. Is there some problem? r . defect in the

existing system of rail rate regulation thét, ggests any need
for the Board to adopt the rédical changes: :shipperé are:
proposing? With all due respect, I have.hg'l o convincing
argument that there is. while rail earnin§s1 e impréved, no
railroad {including CSXT) can be said tofbé:éa-hing suéra-compet-‘
itive returns or mdnopoly profits when it i§ t even earning its
cost of capital. And coal shippers in pértlcp r have no cause
to complain, for their rates have fallen iﬁ r terms glong with
the rates that other rail shippers bay. ‘

I am thus left with the qcnclus' t the c;se for
imposition of "bottleneck" rate and routir lation ultimately
comes down to theiglgim by utility‘coa‘ S| that, ﬁecausev

they are finally beiné required to relinquis




protected monopolies and guaranteed ;9t“ ‘(which failroads_hé?e
never enjoyed) and to confront the riéo: ompetition (which
railroads already do), the utilities anpl _be able to obtain
regulatory rate relief against the railrbx It is to me a very ' .

odd argument to say that, because the utilities are just begin-

ning to experience deregulation, the imméﬁ response should be _fi

for the Board to subject oﬁe of their;inr §upplier§ (the
railro&ds) to massive re-régulation.‘ The roads’ response to
deregulation was far different. oOur main effort was to change
the way we do business, operate more effic;v‘Uly and;compete
aggressively. : ’

But even .if we indulge these clai: ., the case for
change in the regulatory rules still has né een made. In
contrast to the eiectric utility industryiér r to the recent
Yopen access" initiatives, railroads have;u ys been. subject to
regulatory rules requiring mandatory inte?qh ge and %ranspor-
tation on reasonable terms. Shippers do ﬁ ccess to alterna—
tive sources, and the right to rail transpéi{ ion from those
sources. If the railroad or railroads involved in a through
movement cﬁargevan excessiveiy high rate, th oard’s maximum
rate rules provide a remedy. And if a railr' seeks to deny
participation in a movement to another raiir that can provide
more efficient serviée, existing competitiﬁe-gwcess rules also
provide an effective‘remedy.i

If these tools weré_nat effective,;

expected Congress td?have addressed the mat in the fecent ICC:




Termination Aét. But I understand that,,% from imposing
affirmative new regulatory burdens, the Co ress hadlbefore it
and specifically declined to enact propo:

enacted into law the very "bottleneck" rate and routing rule that

2roposa1§
ity to

This leaves us with the third —- id perhaps most
important -- question I initially pbéed, what impact will the
"bottleneck" rate and routing propbééls.ggi by the: shippers
and the Board have on the railroads and'tﬁe, ccesses we have
achieved under deregulation since Staggéf5§ 'here are several, I

think clear, answers to this question.

Unquestionably, the first and mgstfiﬁmediate impact

that adoption of the shippers’ "bottleneci" fa%e and éhort-haul
routing proposals would have on the railroa v Qould bé a very
significant, although at this point diffiﬁﬁltayc quantify,
reduction in railroad revenues and earnihgs: T;t is not hard to
see why. Under the coal shippers' proposal “?11road rates would »
be capped at stand-alone cos£ only for tne;gg alled “ﬁottleneck"
portion of the movement. For the non-bottl segmegt, the
shippers would allow rivalry between~the;r rriers capable of
serving that portion of the movement g?iestap h the épplicablejv
rate. This head-to~head rivélry could‘ﬁe ed to yield a
rate for the non-bqﬁﬁieneck segment clo re level of
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variable costs. It thus seens clegrﬁth pplication of the cpa
shippers’ proposal would‘yield a luwé;f ceiling than when‘tﬁe,
stand-alone cost test is applied to the
entire end-to-end movement.

This is especiaily true whe#, a undersiand is
cemmonly the case on CSXT, the so-qg@;é ttleneck" portion of g
a movement (the segment between a sééély served oriéin or desti- ;“7
nation and the nearest junction poinﬁgwi nother railroad) is »
relatively short in comparison with'the h } lengtﬁ of a line-
haul movément. Although many of the'drig;h and desﬁination
facilities that CSX serves are not al§§§s> ed directly by
another railroad, in most instances ;ﬂoﬁh’ ailread (notably
Norfolk Southern or Conrail) operates lihés located bnly a
relatively short distance away, and that railroad could provide
service beyond that junctibn to the same n alternative point.

The Board’s proposed “interﬁéd;ét approach is only
slightly less damaging than that urged3bi the shippers. The
"intermediate" approach, unlike the Shipéers' proposgl, would be
subject to a requirement that the rate or rates applicable to the
entire end-to-end through movement could’ngt Se prescribed at a
level below 180 §ercent of variable costé; ‘Where thei"bottle—

neck" segment is a relatively small’ﬁtbﬁ n of the:total

movement (as will often be true on CSX), t ntermediate®

approach would effectively cap a faix 3 e at the jurisdic~

tional threshold. This result would also: s t our revenues and




earnings, because a large share of CSX’s tggfgic moves at rates

above the jurisdictional thresholad.

One might ask why it matters whe é? the revenues and
earnings of CSXT and the other railroads ér educed as a result
of the “"bottleneck" rate and routing pro’  under consider-
ation. After all, it might be tempting té lude tﬁat any
reduction in railroad rate levels and ear;i must necessarilyv
benefit shippers, and that any increasezih road earnings
(particularly the record earnings that a nu ? of railroads have
reported in fecent times) must necesSarilybe;; bad tﬁing for
shippers.

This kind of thinking is wrong. an ';ngerous; It is
critical that the Board understand that iyp d railrpad reve-
nues and earnings are the key to the‘railrpads ability to obtain
ready access to investment capital. 1In thes stimes, wﬁen u.s.
shippers are placing ever inéreasing demandé»d ' our rail infra-
structure and when expansion in capacity and‘ i
service is essential to the continued growth:§f§our econonmy,
additional capital investmenﬁ is the very iifébiood of our
industry. our future depends on it. If we wa § to compete
effectively with other transpbrtation modes and eliverithe kind
of high-quality transportation and logisti vices that our
shippers are increasingly\demanding, we wi" to invest '
-- and invest heavily -- in expanded rail line capacity; in new

information and communications systems, in_be and more

i
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efficiently (as Mr. Nicholsbexplains,k
behalf of CSXT).

The final effect that‘I see,éau y adoption of the 7 
"bottleneck" ratéaaﬁa routing proposau‘ regulétion of thé-‘ﬁ
railroads. Thejaéaéa will becomefﬁnm wj n the thoﬁny detaits;
of deciding wheﬁiand”where railroad: change traffic
with one anothe;};éﬁd how revenue§  . h1ne movpments wili;

be divided betweén:the participating arr These issues aré”

difficult enough to deal with at the | vel, but inject-

ing regulatory ovérsight into the det of these business
decisions would be a recipe for,ré@ul -managément of

the industry. We already tried that sys 1d it did not work.

ons yieid the
leck” rate and
are a bad idea.
ruleszprovide

" the entire




and in the railroad industry generally, in>noving toward finan~

cial health and creating the rail infrastructure that our Nation

and its shippers will need in the years to come.
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VERIFICATION

COMMONWEALTH OF VIRGINIA
' . ) SS:
CITY OF RICHMOND )

JOHN W. SNOW, being duly swomn, deposes and says that he has read the
foregoing verified statement, knows the contents thereof, and:that the same Qre true to the
best of his knowledge. information and beliet. ‘

Subscribed and Sworn to
Before Me This WWnDay
of October, 1986.

eSS Houna)

Notary Public

My Commission Expires: ﬂé' |aa




OF
DAVID R. GOODE

My name is David R. Goode. I am Chairri;gn, ‘President and Chief Executive
Officer of Norfolk Southern Corporation. Before assumingi;my,;present position in 1992, 1
held a succession of management posmons thh Norfolk Southern and its rail carrier

predecessors I have had more than 31 years of experience in the railroad industry.

. The purposé of this verified statement is to underscore the imj)onance to
Norfolk Southern of the issues raised in these consolidated eoal fte msonableness proceed-
ings, and to describe the potentially serious adverse consequences -~ both for Norfolk
Southern and the shippers it serves -- that could result if the ﬁoard were to adopt the short-
haul (or so-called "bottleneck”) rate and routing proposals advocaxed by the oomplammg coal
shippers. As I understand it, the coal shippers seek to compel a raxlroad that! prowdes
exclusive rail service at a particular ongm or destination to e;tab!tg_h a separate "local" rate
to apply j;xst between that exclusively-served point and a narby jn;;cﬁon point with another
railroad that theoreueaily could provide alternative rail semce'bey_ nd the interchange (which.
the Board refers to as a "bottleneck” segment), whether or not suc .an interchange would be

efficient or result in short-hauling the railroad. The sh1ppers':also seek regulatory prescrip-

tion of a maximum rate for the "bottleneck” portion of the:




whether the total rate applicable to the entire end-to-end through shipment is above a

maximum reasonable level.

In these days, when electric utilities are just begmmng to experience partial

deregulation and when railroads are finally making great smdes toward significantly

improved customer service and long-run financial viability,; it,might be superficially tempting

for the Board to embrace new rules prbmising potentially la.rge rate reductions for some

utility coal shippers (as the shippers’ proposals no doubt would acoomphsh) Sober analysis -

of the shippers’ "bottleneck rate and routing claims tevuls in Judgment that they are

unnecessary, short-sighted and, uitimately, dangerous They would undermme if not

reverse, the dramatic progress that Norfolk Southern and other',tﬁglroads have achieved in
financial health, service quality and competitive ratemaking sincebz-‘the deregulatory reforms of
the 1970’s and early 1980°s. They would frustrate the ra.llroads abxhty to make additional,
pro-competitive capital investments needed to maintain and i 1mpmve service. And they

would re-create intrusive government regulation of the mmuge demls of railroad rates,

routes, divisions and operating practices -- a regﬁlatory system that, with remarkable success,

Congress acted to dismantle more than 15 years ago.

It bears repeated emphasis that the deregulatory initii‘tives of the 4R Act and
Staggers Act, and the ICC decisions implementing those !egi;lhii forms, géve railroads

the opportunity to compete effectively with other transponanon




industry. At Norfolk Southern, we have taken full advantageof these ratemaking and

routing freedoms for the benefit of the shipping public.

The ratemaking freedoms, for example, have allowed us to ﬁjum our rates for
particular commodities and shippers on the basis of the individual market conditions affecting
them. This has enabled us to compete aggressively — andvi‘g_; : sfully -- for traffic that .
otherwise would not move by rail. The enormous growth m nmwd traffic, which by
far is the fastest growing segment of Norfolk Southem’s busmess, is only the most obvious
example of traffic that we have been able to am;act to the mlsbemuse of our ability to offer -
flexible rates reflecting the specific demand conditions of me ar icular traffic. Most of the
freight traffic that we carry is highly a;st and service 'comp,e;itiv;; Our abili;y to differenti-
ate rates on the basis of demand has mént increased volumes.’_;- §f trafﬁc on our system, thus
increasing traffic density and defraying the subsmtial fixed arg_d: common costs that otherwise

would have to be bornie by less competitive traffic (or not af all)

We have aiso rationalized our physical network and route structure to become
more efficient. We have eliminated, or transferred to lower cost ~§_port—line operators,
duplicative or low-density line segments, while concéntraﬁng as much traffic as possible on
high-density trunk lines. Increased traffic density on our mamhnes means lower costs (and
thus rates), and faster service, for all shippers. Similarly, weha e acted to ciose inefficient
joint-line routes, and to concentrate interﬁne traffic with our railroad connections at high-

volume, efﬁcimt interchange points. Freéd of the duty to1
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carriers wherever our lines intersect, we have eliminated the delays associated with unneces-

sary interchanges and have increased the average length; _gf haul, including more single-line

service favored by shippers. We have consolidated mterchan traffic at:points which make

the most sense from the standpoint of service quality and operating efficiency. For example,

Norfolk Southern and Conrail have @ently redesagned th int automotive network,

replacing multiple interchange points with a single, highly efficient interchange at Cleveland.

The rate and routing flexibility that we have enjoyed encoutiééi us to seek out the most

efficient route, because by doing so we can compete more effecuvely for traffic and enjoy

the fruits that improved service and enhanced efﬁcxency bnng

Rate and ro;xting flexibility has also enabled us ;o{iimprove direct service to our

shippers. Longer hauls translate into ihcmsed ability to control;the timing and coordination

of shipments, thereby ensuring prompt delivery of freight andr ncreased equipment utiliza-

tion. Through the use of unregulated rail transportation contracts we have been able to

tailor service to the specific needs of our customers, including _mposxtlon of reciprocal

service commitments that benefit both parties by reducing costs. ?Transponaﬁon contracts are

especially important for unit-train coal movements. The economncs of such semce depend

on tight control over the movement, loadmg and unloading of the trams When large-

volume, unit-train coal shipments mus* be interchanged between two mmers, the need for

tight contro! is all the more important. The ﬁ'eedom to enter m ( %vtransportauon contracts,

which spemfy the respective duties of the pamcxpatmg carriers and the customer, makes such

control and coordination possible.




our shippers, helping them

but in arranging and sequencing deliveries to facili




not accept anything
eted Hamman award,

have fallen more than

declines, as Mr. Watts explains in his separate

an inflation-adjusted bas .9 pe 1982, This pattern is reflected

across all of the commoditi ts we se shippers whose traffic.

originates or tenninatgs at a point where Nd;f;lk outh clusive ﬁrovider of rail
service. Thc vast prgp@ndqrance of me‘co‘a‘l,'ohgx‘n an ions we serve are not

| g 0 . fes have consistently :
fallen in real terms over the past decade. This-is ence that our rates :ven":‘;fbr '

“captive” coal shippers::j#i'e' _gfecﬁvely constxﬁi;" -by.com;




Financial Performance. Norfolk Southern has

financial performance over the past 15 yéars of deregulation. Ogr;pperaﬁng ratio has

consistently declined over time, from 79.8 in 1985 to 73.5 last year. Net return on average

stockholders” equity, which was 10.8 percent in 1985, has also. gradually improved, and was

15.0 percent in 1995. Although our return continues to lag behind other comﬁarable

industries, and we are not consistently earning revenues sufficient.to cover our long-run cost

of capital, we have made considerable progress toward recovery oﬁié;ur full economic costs

of service.

‘Capital investment. Tmproved financial performance, and ability to generate

working capital, has also translated into increased availability of investment capital and

specific investinents in line maintenance and capital improvements. QVith enhanced revenues

and reduced operating costs, Norfolk Southern has greater ability to finance additional capital

investment out of internally generated funds -- the source of capital that we have traditionally

relied on in preference to higher cost borrowing. At Norfolk Southem, we have always
believed that a high level of investment in plant and facilities (particularly rmdwéy asset§
such as rail, ties and ballast) is the best foundation for safety and success in serving our
customers. Indeed, we are proud that Norfolk Southern has been an industry leaﬁer in this
regard, as measured by total capiial expenditures per route-mile. In recent years we have
also invested heavily in new facilities — such as bulk distribution terminals, double-stack
funnel clearances, intermodat yards, coal transloading facilities, freight cars and locomotives,

and information systems - that improve service to our existing shxppers and attract new
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traffic to our system. In all, we have spent nearly $7.5 billion in capital investments over

the past 11 years, a significant increase over the levels that.we expenenoed before deregula-
tion took effect. This capital investment, which has been a boon to shippers; was possible

only because of our ability to earn greater revenues following deregulation.

By all measures, therefore, deregulation has been:g-;;rémarkable success,
benefitting not only the railroads but the shipping public. In light.of this success, one might
reasonably question whether there is any affirmative justification:for abandoning the current
system and introducing the kind of intrusive "bottleneck” rate and routing méulation that the
coal shippers propose in this case. From my vantage, .I can see no justification for a return
to comprehensive regulation, and encourage clarification and procégiutal streamlining of
existing regulatory protections. The back-door re-regulation that tﬁe shippers are seeking
would threaten to undermine the progress we have made. Tﬁe shi;_ipers’ clai:ﬁs, if adopted,
would result in lower revenues and higher costs - a sure recipe for less investment, poorer

service and higher rates.

On the revenue side, the shippers’ "bottleneck” rate proposal would limit our
ability to set rates that recover our substantial fixed and common costs to the "bottleneck"
portion of rail freight movements. For Norfoik Southern, as for most other railroads, the so-
called "bottleneck” segment is usually only a relatively small pomon of the total line-haul
movement. Coal is a good example. Norfolk Southern’s lines blanket the Appalachian coal

fields, and in many places intersect the lines of CSX Transpor'tation,;, which also serves these
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areas. Most individual mines, however, are served by only one ofthese carriers (or by
Conrail). If coal shippers were allowed to require Norfolk Southem to short-haul itself by
handing off coal traffic at interchange points with other raxlroadslocated near the coal.mine,
we would have no ability to recover our costs for the line-haul'.péé:‘on of the movement
beyond the interchange. By restricting our ability to charge a demand—based rate for the
entire shipment from origin to final destination, the "bottleneck" mte proposals would result

in potentially large reductions in revenues for many of our u-afﬁc}_;xiiovements. :

Why does it métter that our revenues might be adversely affected? The
answer, in short, is capital investment. Our ability to develop out'-gupital plant and facilities
and improve service to shippers has been dependent on'impro'ved ﬁenue performance and,
importantly, the promise of competitive returns. Railroadsiwill cqﬁénue to invest (and obtain
investment capital) only if they have a reasonable expectation that tl;;ay will be ible to |
recover their costs, including current cost of capital. Any significan_t reduction in our
operating revenues resulting from the “bottleneck” rafe and roﬁting,gmposals would translate
directly into reduced funds for capital investment. The first investments to go would be
those capital projects with lower anticipated rates of return. 'i‘hese,would normally involve
investments designed to maintain and attract more mﬁpeﬁﬁve traffic (such as intermodal).
Depressed investment would make it more difficult for the railroads tb retain this traffic, or
gain new traffic, thus increasing the burden of cost recovery on the railroad’s leés competi-
tive traffic (including coal). In addition, even investments in safe'ty‘;élated projects and

service improvement related projects for coal and other shippers could eventually be
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imperiled. Clearly, at this point, when railroads are relanvely healthy and traffic is growing,

the needs for capital are paramount. Capital must beavaﬂablelf the railroads are to take

advantage of new technology in areas related to safety and ilpl roved customer service. The

shippers® proposal threatens to return us to the days of downward spiraling capital invest-

ment, diversion of traffic away from the reliroads and deteriorﬁtign;:in service.

The shippers’ "bottleneck™ rate and routing propos: would also unnecessari-

ly increase costs and impair efficiency. As I explained, one of : great benefits of deregula-
tion has been the stimulus it has provided railroads to ratidnaliié thexr route s&ucture by
eliminating inefficient routes and costly interchange points and co;igélidaﬁng traffic on long-
haul, high-density routes. The shippers’ proposals would retumusto the days when shippers

i _;rouﬁng, regardless of

efficiency. Under the coal shippers’ prﬁposed rule, any shippgif ongmatmg or ierminating
traffic at an exclusively served rail shipment point would have strong incentives to demand
routing via the nearest possible junction with another carrier, so as tci confine maximum rate
analysis to the shortest possible segment. This approach will fragment traffic o?er a
multitude of joint-line routes, and undermine the service benefits an_d.;,cost efficiencies we
have achieved. Although a feﬁ shippers may secure substantial rate @mﬁons ﬁnder such
an approach, they will do so only at a substantial cost to the efficiency of our transportation

network, with long-term harm to the quality of service and cost of transportation for all

shippers.




In sum, the "bottleneck” rate and routin proposals offered ;,by the complaining

coal shippers in these cases represent a significant — and

railroads’ ability to earn adequate revenues, make the cap investments that our shippers
need to maintain global compeﬁtiven&s and improve service for all shlppers I urge the
Board to reject these proposals and adhere to ﬂ:evsucce:s ’ of deregulation that we have

followed since Staggers.
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VERIFIED STATEMENT
OF
RICHARD K. DAVIDSON

My name is Richard K. Davidson. I am the Presi{iiem and Chief Operating
Officer of Union Pacific Corporation ("UPC") and the Chau-manof the Board of its railroad
subsidiary, Union Pacific Railroad Company ("UP"). 1 beganmy railroad career as a
brakeman/conductor with Missouri Pacific Railroad Companyb m 1960 Thereafter, I rose
through the ranks in the Operating DWnt of that company,v gecoming Vjce President-
Operations in 1976. In 1986, four years after the UPIMP-IWB‘ cor‘;solidation,:l was promoted
to Vice President-Operation of UP, and in 1989 I became Exeicu:ti:‘yie Vice Prz;sident-
Operation of UP. In 1991 I became Chairman and Chief Execmi\jrie Officer of UP and in
1994 I assumed additional responsibilities as President _of UPC, I(jli late 1995-'1 became Chief
Operating Officer of UPC and relinquished the position of Chief vExccutive Ofﬁcer of UP. ‘

I am deeply troubled that the Surface Transponationhoard appears to be
giving serious consideration to destroying the deregulated enyi_ron'x‘ném that fostered the
railroad industry’s febinh. I am so troubled that I am fearful for ;;ﬁg future of our industry.
Before the Staggers Act of 1980, this industry was in financial disgféss, and the primary
cause of its unhealthy condition was the heavy hand of outdated aﬁdzunnecessar_y federal
regulation. By removing excess regulation and giving the milr'oad.g the opportuftity to price
their services in accordance with market conditions and earn ;g;scﬁhfgle revenues, Congress
and the Interstate Commerce Commission allowed our induSt&_‘_to ge;over and ébsmr.
Now, the Board is being urged by shipbers who are enjoying v!éiw;i‘ ates and improved

service as a direct result of deregulation to turn back the clock to the bad old days.




Apparently some shippers think they can drive their rates egt:;i; lower through re-regulation of }ﬂ'\;
the industry. ' o '
UP strongly opposes these changes in rate: e tion. As I will explain, these:
changes wili gparantee that the railroads cannot eam.@e cost of replacing their physical
plants. They will force the railroads to fail to invest in igxftqs;_ructure that this country needs.
There is nothing wrong with America’s rail regulatory system hat needs to be fixed. The |
regulatory changes now under consi&eration will undérmi;:c. e future of our industry and
will, without any doubt, undermine the quality and cbst ofra transportafion for all our
customers. |
I was present in the Surface Transponat,ionl?qéfd s Hearing Room A on
July 3, 1996, when Commissioner Owen, aﬁél; voting to‘al;p ve the UP/SP merger, made
an unusual statement, quite unlike anything I havé h_eard t'ro y other re;gulatory ofﬁcial..
He pointed out that l

"there is an interest group that rarely is reco, '

the difference -- their savings -- to companie
so that they might build, renew and expand
efficient.” -

It is those investors ~ and the savings they commit m-oyf indu, try -- who ﬁ_rill be driven

from this industry if the Board proceeds down the road chart




UP in the Age of Regulation
The images of UP in the mid-1990s are images of physical and financial

health, lean efficiency and dedication to service. Those im:ag' hclude more than 100 trains
per day on a four-track main line in western Nebraska, 25 .t;% ns:of coal moving each day
(for declinixig fréight rateé) from the Powder River Basin to.America’s utilifies, improved
financial performance reported to Wall Street for many cons;i_cu,u' years and. of course, the
historic merger with Southern Pacific that we are now beginn‘mg%;o impleme:nt‘ Those
images might create the impression that UP is immune to thejve‘_ff‘vects of the fegulamry
climate. That impressivn would be mistaken. |

In the late 1960s, with Penn Central in bankmptcy,}long with several other
northeastern railroads, UP’s earnings fell below those of other .ihdﬁstries and reguiation left it
little room to maneuver. Whether the railroad made money d‘epé_»__ded on whether the
Interstate Commerce Commission was willing to grant general rate increases.:i_and on how
many chnlhodities the ICC excepted from the increases. _All ra{lyéads were gequired to
charge equal rates for transporting the same commodities l‘:etwee:_n;me same pbims over a
wide array of possible interline routes and service levels. Marice’ ;onditions énd demand for
transportation played little role in setting freight rates, and differential pricing ,was ‘
discouraged. Railroads were unable to respond to the ﬂexiblp';pnc, g offered :;by other
modes. There was little incentive to reduce costs, because the ICC would \rcdtlxce rates if
costs declined, and it might raise rates if costs increased. With our maximum rates capped

at modest levels for all traffic, regardless of shipper demand service, we could not
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the early 1970s positioned itself to exit the railroad business quickly with as many of its
assets protected from confiscation as possible.

So when we watch all those UP trains crossing the Nebraska prairie today, it
is important to keep in mind that history might have turned out differently. Crippling rate
regulation might have remained. The railroads might have continued to decline, or have
been limited to hauling coal and other bulk freight. Or they might all be controiled by some
quasi-government entity like Amtrak, drawing annually on public funds to stay afloat.
Instead, thanks to the wisdom of Congress in 1980 and the commitment of the ICC in the
vears that followed to let market forces set rail rates whenever possible, the raiiroads
experienced a renaissance. That is why UP is able to create the dynamic images it offers
today.

Effects of Deregulation on UP and Its Customers

In many ways. deregulation merely gave the railroads the opportunity to
behave like other businesses. By far the most important of many Staggers Act changes in the
regulatory environment was that railroads gained t'he ability to set freight rates in response to
market conditions and transportation demand. instead of charging equalized rates determined
by a government agency. That gave it something that other businesses take for granted, but
that U.S. railroads had not experienced in decades: the opportunity .0 earn reasonable
profits and to maintain and even expand investment in physical plant. Railroads also gained

freedom to make their routes more efficient. Gone were the days when railroads were

aso




required to serve all plausible routes, whether ;hey used multi-track main lines, Lake
Michigan car ferries, or inefficient junctions.

Staggers Act ratemaking and routing freedoms thrust the railroad industry
directly into the mainstream of competition. This had a nutﬁber of effects on our industry.
We were forced to drive down costs to 2 highly efficient level, because we faced much
stronger intramodal competition and we knew that more efficient rail carriers would be more
successful in attracting traffic. With those freedoms, railroads enthusiastically pursued
lower-margin business, such as intermodal business. That tmfﬁc,coﬁld mak:é a contribution
to fixed costs, to the adva;1tage not only of the intermodal shippers but also ;:f all other
shippers. The same freedoms allowed us to charge comparatively‘ higher rates to those
customers whose demand for our services was stronger than to those whose Aemand w#s
weak, so that we could move toward recouping the remainder of our fixed costs. Most
importantly, they gave us — and the investment community — the hope that we might be
able to approach revenue adequacy so that we could be viewéd as a viable, permanent part of
the marketplace that deserved the continued commitment of the capital necessary to maintain
and expand our rail network.

The Staggers Act provided no guarantees that the railroads would succeed, but
for the most part the industry rose to the challenge of deregula;ioﬁ. Railroads ?:have learned

to compete with each other and other modes of transportation, and to respond to other

competitive forces. We have become financially stronger. We are more efficient providers

of transportation service. We operate more safely. With the op




reasonable return on our investments, we have made enormous capital investments in the
future of our business. We have accomplished all of this while simultaneously reducing the
rates we charge our customers. That is a powerful testimonial to the success of deregulation
and in favor of a limited government role in fixing railroad rates and routes.

Another testimonial is a complete mrnaround in the percep;ion of railroading
at Union Pacific Corporation. Reversing the judgments of the late 1960s, UPC is spinning
off its last non-transportation entity, Union Pacific Resources Group. UPC is once again
only a transportation company. In the current regulatory environment, UPC is confident
about the future of railroading, and so is me‘inveSunent commﬁnity.

Financial performance. By every measure, UP is financially healthier as a
result of 15 years qf deregulation and consolidation. Betﬁeen 1983 and 1994 (I use these
years for comparisons, because 1983 is the first full year after the UP/MP/WP consolidation
and a tirﬁe when the Staggers Act changes really begaﬁ to take effect, and 1994 is the year
before our CNW acquisition), UP’s operating revenues increased from $3.6 billion to $5.2
billion, with less than $250 million of that increase attributable to the MKT :acquisition in

1988. Net railway operating income increased from $256 million to $681 million over the

same period. Our revenue ton-miles more than doubled from 116 biltion in 1983 10 236

billion in 1994.

The clearest indicator of our improved financial. pe rfonname is that UP, for




sufficient to replace our assets at their book value. A company that wants to stay in business

for the long term needs to eamn adequate revenues for a sustained period, and must be able to
replace its assets at their replacement costs. Nevertheless, this Board declaration reflects
continuing financial improvement. UP achieved this distinction, of course, just in time to
lose it. On September 11, 1996, UP acquired Southern Pacific, with all of :its liabilities,
unmet financial needs,’ and service difficulties. As we undertake the massive job of integrat-
ing these railroads, it is clear that our visit to revenue adequacy was temporary.

Operating efficiency. Deregulation and competition forced UP, like all other
railroads, to move aggressively to reduce costs. Our operating ratio, a standard measure of
railroad operating efficiency, stood at 90.4 in 1983, after acquisition of MP and WP. By
1994, we had reduced the operating ratio to 79.2. On a cost-per-ton-mile basis, UP reduced
its operating expenses by more than a third from 1983 to 1994, from 2.8 cents to 1.7 cents.
Employee productivity on UP improved remafkabiy by over 180 percent duriﬁg the same
period.

We achiéved operating cost reductions in every part of the busihess, including
more efficient use of train crews, improved freight car utilization, more effective allocation
of locomotives and superior maintenance-of-way techniques. We v/:,ere able toiachieve cost

reductions of this magnitude in part because of the mergers and ¢




to route rationalization. This technique, facili ated by dereguigtion, is used v - ranlly

every U.S. railroad - and supported by substantial capital investments -- .+ <.~ -...:t¢ more

traffic on fewer route miles in order to improve productivity.

Capital investment. Among the many benefits of deregulation and improved
railroad earnings, few rival the increased ability and commitrnépt of the réilroads to reinvest
in the future of the railroad business. UP had a tradition of investing mor"c. liberally than

many railroads to begin with, and UP’s capital expenditures have continued to trend upward

for well over a decade. UP’s annual capital investment was $607 million higher in 1986

than in 1983. Annual capital spending increased by almost $200 million from 1990 to 1994,

before the CNW acquisition. Between 1983 and 1994, UP’s total new capital expenditures

exceeded $7.7 billion. In addition, of course, UP spent many billions of dbuars during those

years to acquire other railroads.

Many of these capital expenditures led directly to improved service. When we

added dozens of miles of second and third mainline to our route Jbetween Topeka and North

Platte, Nebraska, we improved service for Powder River Basin.coal to the South Central
states and the Southeast. The Harriman Dispatching Center inxOmaha was created in 1989 to

i Customcr Service Center

control train movements systemwide, and we established a. Nauo”'

to provide a single point of expert contact for all our sluppers Other mvest.mems such as

ons, allowed us further to

investments in employee severances to reduce non-agreemept[ )
reciuce operating cOSts. Stil"i' other capital dollars are devoted

signals, bridges and other physical resources in good shape



Unless thg regulatory environment changes significantly, 1 foresee continued
heavy capital spending. Apart from the UP/SP merger, UP has just launched another
massive investment of capital to handle coal from the Powder River Basin.. UP expects to
spend over $850 million to add coal capacity to its lines in the next several. years.

Over the last two years, UP and BNSF have transformed the Powder River
Basin joint line from a mostly single-track railroad, where trains. had to run in fleets to
avoid gridlock, into a double-track railroad with segments of triple track. We will add 50
additional miles of third main track over the next five y‘ears.I Even larger investments are
scheduled for UP lines east of the joint line, We plan to spend some $187 million to
upgrade the line from the Powder River Basin to North Platte; $25.8 millior; in North Platte
itself; $113.7 million to add third main track east of North Platte to Gibbon,‘E Nebraska; $225
million on our route from Gibbon to Chicago; and over $250 million between Gibbon and
the Kansas City area and on lines beyond Kansas City.

As the Boérd is already aware, the UP/SP merger creates the r;eed for
€normous additiohal capital investment. In our application, we proposed to s?end $1.3

billion, over and above our existing capital budgets, over a four-ygar period to integrate UP

and SP, to expand capacity, to connect UP and SP line segnienté-s 0 Nnew single-line routes,
to expand intermodal facilities, and to link and improve our properties in many other ways.

Reduced rates. None of these improvements in UP: financial hehlth, operating

efficiency or investment came at the expense of our shlppers ly the opposite occurred; o

Our shippers benefitted from a stronger, more efﬁcient_ ra‘irlrd greater cépacity and




more extensive facilities, and from reduced freight rates. From 1983 to 1994, UP’s revenue
per ton-mile of freight carried declined by almost 30 percent in nominal dollars, from 3.061
cents per ton-mile to 2.153 cents per ton-mile. If these figures évere converted into constant

dollars, the reduction would be much greater, approximately §Q:.v.grcent. How many

American businesses have reduced prices by half in only a dozen years while improving the

product? This reduction means that as UP has improved, it has:;;}assed on substantial savings

to its customers. As Mr. Sansom witness explains, exclusively-served coal receivers are

among the beneficiaries. The marketplace, with not only intram dal competition but also

intermodal, product and source competition, leaves railroads no choice but to do that. -

UP and other railroads have prospered under the current regulatory framework

because it is designed to give railroads the opportunity to recover. the fixed costs of their

extensive physical plants. - The ICC achieved this sensible result’by. requiring shippers who
demand lower rates through regulatory intervention to show both that the railroads serving

them are not constrained by competitive factors such as transport'and source alternatives, and

s the rate that would be

that the railroads’ rate for the service the ‘customers consum_e,exé

charged by a highly efficient new railroad replacing the exist‘ing:*

test. - As the courts have found, this latter protection, maximum regulation using the

stand-alone cost test, provides complete ptotection‘agaihst the ility of monopolistic



revenues. In fact, the object of the changes is to prevent the railroads, by federal regulation,
from recovering all of the fixed costs necessary to keep their existing route networks in
business.

I urge the Board to reject such regulatory changes. If railroads cannot recover
the full costs of replacing their existing network of facilities, those facilities Will not be
replaced. Railroads will be forced to disinvest in the industry, just as they did before
deregulation. The railroad network will shrink, railroad service will decline. and not only
the railroads, but the entire national economy, will be adversely affected.‘

I want to explain what would happen if these proposals were adopted. The
first thing that would happen, of course, is that the railroads’ revenues would decline. This
would have an immedizie and direct impact on UP’s investments in rail fﬁcilities, beginning
the first day after the Board's decision. Based on the Board’s decision, wé would calculate
the lexpected lost revenue, and we would curtail our investment in physicai plant accordingly.

We wouid be forced to do this, because our capital ’mvestmém. whether
internally or extrrially geuerated, must be covered by cash flow from ongoing earnings.
Lenders and inves ;ors‘ are insistent that we eamn sufficient cash to cover their investments, or
they will not lend UP money or buy UP equity at attractive priges. As UP’s revenues
declined, our ability to generate sufficient cash to fund needed i;r_lvesunems would also
decline, so we would reduce those investments. |

We would first cut off investment dollars to_;ﬁo ;discretiona;y investment

opportunities that generate the lowest rates of return. Tha same process we use each




year in allocating investment dollars. We look at all of the opportunities available to us and
fund those that we expect to generate the highest and most cengin refurns on investment.
We do not fund those that have the lowest returns on investment or are less likely to recover
tire costs of making the investment.

In the railroad industry, one type of traffic -- intermodal traffic -- stands
out as most likely tb feel the brurt of reduced investment. Intermodal service has been a
bright spot in railroading’s reﬁinh -~ as well as environmentally friendly -- Mause it has
allowed railroads to recapture large volumes of traffic lost to thg highways during the
regulation era. But intermodal traffic is highly truck-competitive, and subject to intensely
compétitive rate pressures. It makes a hclpﬁxl but comparatively modest contribution to
railroad-fixed costs. In recent years, UP has been able to make substantial éapital expendi-

tures to improve intermodal service, such as our $20 million Lathrop facility near Stockton,

California. But éven today, we often do not fund many .eeded intermodal projects because
their earnings potential is inferior to other opportunities. Many of those involved in
intermodal transportation; including ports and shippers, complain that the raii:roads do not
invest enough in intermodal transportation. However, the rates of return do ﬁot_ justify more ‘
investment. ‘ v

The regulatory changes being considered by the Boé;d would impair our

ability to earn adequate revenues. If they were adopted, UP’s: Board of Directors could not

approve continued invest_m;-hts for this type of business. As odal facilities require

replacement, they would;not".‘be replaced, except.to supp‘drt i raffic ﬂov?s that generate ¢



strong rates of reurn. Over time, UP/SP would abandon intermodal business in those traffic
lanes and business segments that are comparatively less profitable. I have used intermodal as
an example, but other categories of traffic such as perishables and lumber generating
relatively low contributions would be similarly affected. For example, if UP had less money
to invest, we would not replace rail cars for some business that today might support new
equipment purchases.

I understand that statements such as these may sound overreactive and
extreme. They are not. My message is both urgent and realistic. As a failroad manager, 1
will have no choice but to reduce investment in our railroad if earnings ciccline. 1 do not like
that prospect any more than any shipper or the Board will like it. But the Board must under-
stand that if it curtails our ability to earn the funds to replace assets, we must slash our
investment in those a§sets so that the remaining investments can earn sust;inable returns.
The alfemative is to spend ourselves out of business. |

Some people believe that the railroads could maintain their expensive network
infrastructures under the proposals before the Board, because the proposah%, would not apply
to very many customers or because the railroads would still earn SAC~bas§d returns on: mé
so-called “bottlen=ck” segments. Both of those beliefs are wrong. A large percentage of our
shipments are served by only one railroad at one end or the. ogl;ér and could be regulated
under these proposals. And the "bottleneck” segments to an imérchange pq'mt will usually be
a short portion of the total haul. We will not be able to recover enough of} our fixed costs on

those short segments to maintain and renew all the infrastrucrure that shippérs like



MidAmerican and Central Power &::Light use, inc_luding nly our tracks but also our
Harriman Dispatching Cénter. our National Customer: Service Center, our computer
networks, our signal systems and alli other common! yuscd assets. '

The reduced ability tq: invest, especially in low-margin integmbdal‘ traffic,
would force us o scale back the investment nrogram:for the UP/SP merger. In many
respects, UP sought SP in order to develop intermod: ar For exanilplc. the I-5

Corridor between California and Seanlel'l‘aééma' intermodal opportunity. .

Similarly. we saw :%n dpgpnunily to COmpete‘iﬁea BNSF intehnodal service |
between Chicugo aﬁ;i Sdi;;\;lxem Califo‘mié by‘_l_:ip' cost, SPs lines betweef\, ‘
Kansas City and El Paso and betweer; Fl Pas&jand ¢ In the Mémphis-Southéfn
California corridor, we eipec:ed to spend weili?@ 7 i
segments, again primarjiy fo carry intennodal?‘l'msi’

reduced by the proposed fg-regulation, we wou :
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system on a large scale, because inve;tments in milroadiqg ;wéré not proﬁtébl;a. What the
shippers believe they want in this casé, and what the propiosa” ised by the Board would
accomplish, is a return to the era of disinvestment. | i

Every category of shipper_ would be hurt by the prpposed chgnges in the
regulatory environment.‘ All the benefits of deregulation and aii consoli@ion that
I discussed earlier in this statement would be turned on their head. Instead 5f expanding rail
traffic, we would be forced to contract it, which would reduc fficiency. Instead of improv-
ing earnings so that we can make more investments and carry more traffic, we would suffer
reduced earnings which W-ould restrict our ability to carry mot ‘traffic mo;'c efficiently and
safely. Instead of reducing rail rates, as we have for 15 ye‘arsi :

attempt to increase them.

Finally, the pending re-regulation proposals woiild i

The Surface Transportation Board once a‘gak‘ ] future of the railroad

industry in its hands. It is too soon after 1980 to have for disastrous experience
of regulation. No legitimate public interest can pos

try in order to gmﬂi:ého@"t




whose service and rates have been made more attractive by. the deregulaied regime they are

now attacking.

I understand the desire of shippers to pay léss 1 would rather pay less forthe.
things that I buy. But these are smmm who, in most ms , are already benefitting from
fifteen years of rate reductions and from a gréatly mproved railroad indusny. The govern-
ment should not intervene to give these shippers a sﬁort-tertn ce break ét the expense of an

entire industry and the nation’s economic well-being.
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VERIFIED STATEMENT
OF

CRAIG F. ROCKEY AND JOHN C. KLICK

We are Craig F. Rockey, Senior Assistant Vice President of the Association of
American Railroads (AAR), which has offices at 50 F Street, N.W., Washington, D.C.
20001, and John C. Klick, a Principal of Klick, Kent & Allen, Inc., an economic and

financial consulting firm with offices at 66 Canal Center Plaza, Suite 305, Alexandria,

Virginia 22314. We have previously testified before the ICC/STB on behalf of the railroad

. industry on a number of topics of industrywide importance, including Ex Parte No. 347
(Sub-No. 2), Rate Guidelines -- Non-Coal Proceedings. Mr. thk also has been heavily
involved in individual Constrained Market Pricing - Smnd—Aioﬁe C_ust adjudiéations since
those rate standards were first proposed in 1983. Bot_h of us have extensive experience
working with the Board’s Costed Waybill Sample. A detailed stai:ment of our qualifications
is attached as Appendix.A.

We have been asked by the railroad industry to provide evidence responsive to

the Board's August 27, 1996 decision in this proceeding, which outlined two possible new

methods of determining maximum reasonable rail rates. In pamcu.lar, we have been asked to

determine the railroad revenues that would be lost if either altemaﬁ;\(e were adopted.

greater than $2.4 billion,




has been how to structure maximum rate reasonableness standards to permit railroads to

recover so-called "unattributable” costs (and thereby to reco er their full economic costs)

without subjecting shippers to "monopoly prices® in markets here competition is
inadequate.! Early attempts at solvizig this problem ~inv<;1y9d the use of "fully allocated” or »
*fully distributed costs” -- essentiallyv the assignment‘of ﬁxedcosts to individual traffic
movements according to arbitrary accounting formulas. 5

Such approaches, however, fail to recoguize the:differences in the levels of

shipper demand. Demand for rail service by some smpperus imply too weak to allow a

railroad to charge rates sufficient to recoup all "fully allocated” costs. Nonetheless, it is.

sensible for rail carriers to continue serving such shippers so as they make some

contributior. to fixed and common costs. By failing to account r differences in demand,
any "fully allocated cost” aﬁproach wxll inevitably preventthermlroads from actually

e ICC conéluded that
chargin‘g a; higher markup

above variable cost for shippers with greater demand and a lower markup above vanable cost

covering their full economic costs. Recognizing this problem, 1

»

railroads must be permltted to engage in differential pncmg (_1_e_

and, therefore, are not:..
exhibit slgmﬁcant

voiumes mcreasc




for shippers with less demand) in order to achieve revenue adequacy as efficiently as
possible.? ‘
Once the ICC embraced the concept of differenﬁal pricing, it had to confront

the issue of what upper limit should be placed on a carrier’s ablhty to recover its

unattributable costs through dlffcrenna] pricing. In Coal _Rate idelines, the ICC adopted

constrained market pricing ("CMP") as its regulatory rate sténdard -~ a methodology that

encourages railroad pricing flexibility, subject to several c&i_ishgints.’ First, on a system-
wide basis, railroads are prohibited from earning total revenuesm excess of their full
economic costs. Second, rates for individual movements may not exceed stand-alone costs -
the full cost of providing transponanon service to a shipper (or gmup of sh:ppers) using the
hypothetical, most-efficient, compentxve transportation operauon serving that shipper (or
group of shippers).*

The Board has now raised the question of wheth’ér_,’;o alter fundamentally the
economic principles underlying its rate reasonableness standards. The Board currently

determines whether a railroad rate meets the minimum 180 percem revenue-to-variable cost

2All shippers are better off with differential pricing because under differential pricing
more shippers use the rail system and all shippers make the mammum contribution to the
railroads’ fixed and common‘costs. i

> Coal Rate Guideliges - Nationwide, llcczd520<1985) affd sub pom.,

pricing rales iﬁ_xpose a




("R/VC™) jurisdictional threshold by examining the rate for the full origin-to-destination
movement. Similarly, it determines the regulatory maximum rate level by célculating the
stand-alone cost of the full origin-to-destination movement. If the traffic at |ssue is an

interline movement, the divisions the railroads have negoﬁated'beéveen themselves are not

televant to the overall rate they can charge their customer.

As we understand it, some shlppers have now proposed that: (a) railroads be
forced to quote rates for the portion of a through route that is served by only one carrier (t.be
so-called "bottleneck” portion); (b) market dominance (including: the 180 percent R/VC
jurisdictional threshold) be determined by examining only the botﬂé{peck segment; and (c) the
maximum rate for the boiqeneck be determined on the basis of thé%gtand—alonez cost for the

bottleneck alone. The origin-to-destination through rate and the stand-alone cost for the

origin-to-destination through movement would not be relevant underthe shippers’ proposal.

The Board’s August 27 decision suggested a possibl V.intermediate" approach

under which it would continue to determine market dominance (mcludmg applying the 180 -

percent R/VC jurisdictional threshold) by examining the entire ongm-to—destmauon

movement and would continue to evaluate the rate for the entire origi}:—to-deszination

movement, but the Board would calculate the maximum -rcasonéble,:;a”te as the sum of (a) the

stand-alone cost for the bottleneck segment plus (b) the costs of purchasmg rail service from

another carrier for the non-bottleneck segment (if sufficient evidence of those costs were

available). The decision does not discuss how the cost of purchasing the service over the

non-bottleneck segment might be determined or what would happen:if evidence of such costs

was insufficient.
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ANALYSIS OF THE IMPACT ON RA!LROAD REVENUES

Although it was impossible to determine the preclse losses that would be

suffered by the railroad industry under either the shipper pmposal or the mtermedxate
approach, we were able to develop a range for the losses that: would result under the
"intermediate” approach. In addition, we can confidendy predict that losses under the

shipper proposal would exceed the upper end of that range.

A.  Revenue Losses Under The "Intermediaie” Approach Would Range
Between $1.5 Billion And $2.4 Billion; Losses! Under The Shipper Proposal
Would Exceed $2.4 Billion.

1. ‘The upper bound for potential losses under the
"mtermedxate" approach is appro tely $2.4 billion.

In order to estimate the upper bound of potentxal losses under the

"intermediate” approach, we relied on the fact that under that approach the 180 percent

R/VC jurisdictional threshold would continue to apply to the ﬁlu\,oggnn—to-desunauon

movement. Application of the jurisdictional threshold effectively creates a floor for origin-
to-destination rates. Thus, to establish a maximum potential revenue loss if the.
“intermediate" approach were adopted, we can calculate the amount that would be lost if all
rates for rail traffic affected by regulation were driven down to thatfloor This is not to.say

that all rates would, in fact, be driven down to the jurisdictional" tbreshold. As discussed

below, actual revenues (and revenue loss) would depend upon L length and density of

individual bottlenecks, the stand-alone cost of those bottlenecks ‘and 1 wed eamnings on the

non-bottleneck portions of movements.




In estimating the maximum potential revenue loss, we did not assume that

rates for all of the nation’s rail traffic would be driven down to the jurisdictiqnal threshold.
Much of the railroads’ traffic is exempt from rate regulation or beyond the Board’s rate
jurisdiction. In order to identify the universe of traffic that is subject to loss, we started with
the latest available Costed Waybill Sample (1994). We then exclided: (a) all traffic which
involvr:} commodities exempted from regulation;* (b) all traffic whxch moved in car types
exempted from regulation; and (c) all traffic which the 1994 Cosi,eé Waybill Sample showed
had revenue-to-variable cost ratios below 180 percent.® The traffic remaining after these
exclusions — non-exempt and contract traffic with R/VCs exceeding 180 percent -- gmerated
railroad revenues of approximately $9.4 billion in 1994,

We did not exclude as part of this process traffic that is currently moving
under contract. While contracts are exempt from economic reguléﬁqn, the rates for such
traffic would nonetheless be affected by the Board's proposed rate g%asonableness
regulations. Once a contract expires or is terminated, the trafﬁc it é:pvered woﬂd become
subject to rate reasonableness regulation, at least until a new contract could be negotiated.
This potential for reversion to regulated status and the resulting efféc; on any rafes set in a

new contract dictate that contract traffic be considered in analyzing‘ the effects of applying

*Attached as Appendix B is a comprehensive ist of all commodmes and car types that we
excluded as exempt.

SThe Board may or may not, in fact, have maximum rate _]unsdmtlon over trafﬁc with an
R/VC above 180 percent, since the railroad may or may not market dominance over the
traffic, There is, however, no-practical way at this stage to traffic for which
market dominance would be found and traffic for whick ity Accordmgly, solely
for purposes of developing our loss estimates, we assumed the )
over all of this traffic. \
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o the bottleneck, (2)

ion of the movement, -a

purchasing competiti#e se

movements that comp

bottleneck segments,

the non-bottleneck
covering v.;he fixed and ﬁ,.i :
te that ihc average R/VC

for all traffic with an R/VC ercent in the 19 aybill Sample is just.

106.3 percent. This is traffic that is mostlikéiykubgec direct rail competition.’

See Baumollleﬁg , -
This figure uiiay{j Vel s g >t directly competitive trnfﬁ :bc smoe




We expect that the revenues the railroads would: :perm.i'tted to earn on the

bottleneck segments would be higher, of course, even thngh Wwe cannot say brecisely how

high. Nonetheless, even with a relatively high bottleneck RIVCpercentage, if the length of

the bottleneck segment is only a small porﬁon of the overall: nidfréinent the total R/VC

percentage for the movement would remain at or below 180 F xample, if the bottleneck

distance were 10 percent of the movement’s length, even if the‘R!VC on the bottleneck were

500 percent and the R/VC for the non-bottleneck were 110 percen the R/VC for the entire
movement would be just 149 percent. Therefore, in those cases whete the bottleneck is a

relatively siaall portion of the entire movement, we would expe‘ct‘ under the "intermediate”

approach that the rate would be driven down to the Junsdxcuonk al threshold of R/VC equal to

180 percent. Conversely, where the bottleneck is a large pomon of e entire movement we

would not expect total arigin-to-destination revenues to be driven down to RIVC levels at or
below 180 percent.' '
Recognizing the importance of determining bottleneck lengths, we examined

the universe of traffic that could be affected by the "intemediate" pt'(;‘posal (discussed in Part

A.1.) using the 1994 Wayblll Sample in order to determine for each ovement the actual
bottleneck length as a percentage of total lenigth. The process we used to measure bottleneck
lengths is described in detail in the attached Appendix C.

In determining bottleneck lengths, we recognized that' tand-alone costs

generally are relatively lower for high density lines, such as those u  for coal movements,

!°All R/VCs used herein were necessarily determined on the: basxs the costs of the
current carrier and route for the Subject u'afﬁc
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as compared to other lines.™ In its published stand- alone‘l:
rates, the ICC found that the R/VC of the rates for the stand-alone railroad were less than
300 percent.” This is consistent with our own extensive work on coal rate issues. Indeed,

between us we have seen just one example of stand-alone costs for a coal rate approaching

300 percent. By contrast, the stand-alone cost of lower density movements could well

exceed 400 percent.”® Therefore, in order to account for the greater densities of coal

movements and their resulting lower R/VCs, we sepax"'ately‘ detexmmed thé percentage
bottleneck lengths for coal traffic and all other traffic.

In Table 1 we show revenues subject to loss (1__:;_, the revenues that the

railroads would lose if rates were rediced to an R/VC of_ 18 cent) by bottleneck lengths -

as a percent of total movement length. bosses are shown crementally and
cumulatively. As can be seen by comparing the cumulauve lo' s for bottleneck lengths at
low percents and for bottleneck lengths of 100 percent, mostiof the revenues subject to loss

for both non-coal and coal move over routes where the bo:tl':e'xi' k segment i‘epresents a

relatively small percentage of the total route. It is thus reason: c to assum'e for these

"As we testified in Ex Parte No. 347 (Sub-No. 2), in the: case of small movements of
traffic, the densuy of the line is hkely to be relatively low g

 coal rate cases it was not possible to dctenmne an RIVC"
railroad from pubhcly avaﬂable information.

the basis of the specxﬁc




TABLE1

REVENUE LOSS FROM MOVEMENTS & !
AS A PERCENTAGE OF EXISTING MOVEMENT LENGTH
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18.709,183 10,137,374 8574812 [ 1,734,504 870,968,790 863,536,131
16,712,720 11,749,901 4,962,828 A
26.821,125 8,585,234 - 891,303,924 886,734,850

13,934,924 7.606,192 6328732 | ! 98,910,116  B93,063,582

13,526,070 4916469 1,805.489,768

13,175,281 7,223,729 ,675,0 11,050,313 907,624,735

12,787,799 6,346,702 1831462841 17,307,015 914,065,832
4,837,940 183749897 22,234,055 915,263,968
5004750  5,195.603 |° . 1850 27,239,705 923,463,661

4,618,211 13,228,572 -
: 6,504,581
5447422 .
46,821
2,814,604

3,706,668 -
2,907,761

4,070,347
6,853,144
4,625,650 ] X
4815972 228,230 2 005,682,392 !

1,291,553 16: 022,204/ 1006,013,045  970,108.259
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VERIFIED STATEMENT
OF

ROBERT W. ANESTIS

My name is Robert W. Anestis. I am President of Anestis & ¢ompmy, an investment
banking and financial advisory firm based in Westport, Conncc'i:icut, which I founded in 1986.
[ have had extensive experience with financial matters involving the railroad industry.

Among other things, I provided testimony on the financial state.of the raih{oad industry in the
proceedings before Presidential Emergency Board No. 219, which led to significant reductions
in crew consists. A summary résumé of my expe:ience appears as Attachment 1 at the |

conclusion of this testimony.

I have been asked by the Association of American Railroads to discuss the current financial

condition of the railroad industry and to evaluate .{he effects on the industry’s financial
condition of substantial revenue losses which the industry wouid experience iif the Surface
Transportation Board adopts certain proposals under consideratioq in this proceeding. As
described in greater detail below, it is my opinion that such reyéque losses would have the
effect of significantly diminishing the ‘industty's access to capi@ and impairing its ability to
invest to maintain the rail transportation system. This has the ﬁdt"gntial to inflict catastrophic

damage on the railroad industry.




INTRODUCTION AND SUMMARY

A Past and Current Financial Condition of the Rail Industry -

Rail transportation requires vast quantities of capital im;(estx__ent for track, other
facilities, and equipment, as well as investment in _techn_plogy. The rail industry
requires more than twice as much investment to suppoxi; a revenue édollar as the typical
S&P Industrial company, and it has far higher capital ,rgquiremeﬂts;than trucking, its
chief competitor. In part because of its capital intensity, the industry operates with a
very narrow free cash flow. As a result, the industry is"fparticularly vulnerable to
fluctuations in cash flow. Even small reductionsy in revenue, without a commensurate
redﬁction in costs, can result in a severe impact on avdilébility of césh to the rail
industry. Such a reduction can seriously impact the industry’s abiliiy to make capital

investments and provide returns to shareholders.

The financial performance of the railroads has improved signiﬁcamtly since enactment
of the Staggers Act. In the 1960’s and 1970’s, in the period prior éo deregulation, ihe
financial condition of the railroad industry was poor. Rail carriers Qrere unable to
cover all their costs, including the cost of capital. As a result, much: of the industry
lost its access to capital. Mméem, acting on behalf of stockholders seeking

appropriate returns on their capital, curtailed investment m their rail @perations through

the 1960’s and early 1970’s and chose to diversify into non-rail businesses. By the

early 1970’s, much of the industry léy in disrepair. By th end of the 1970°s, more . -




than 20% of the industry’s route mileage was owned by compani¢s in bankruptcy or

under government ownership subsequent to bankruptcy.

The Staggers Act and the subsequent period of dqregi{lgtion have Eresulted in great
improvemehts in the financial health of the nation’s rail carriers, éroviding béneﬁté fbr
shippers and carriers alike. One of the principal objécﬁves of deregulation was to
ensure that the railroad industry would enjoy access t‘()it:(:apital.‘ As a practical matter,
this meant that rail carriers had to be provided with an.ﬁpponunity (not an assurance)

to cover all of their costs, including the cost of capital.

The freedom provided to rail carriers by derégulation has allowed them to price their
seivices competitively, 10 reduce their unit costs, and to opeérate in an environment

where they have the opportunity o earn a compensatory return on capital. This

prospect of proﬁtability in a predictable, deregulated enﬁroment Has attracted capital
and investors to the industry. This in turn has allowed fhe carriers to step up |
signiﬁcantly levels of capital investment relative to plant size and to improve
productivity. Physical plants have been brought to a much improved state of repair.
The results ?or shippers have included improved serviceieve!s and lbwer average unit

prices.

! See Pub. L. No. 96-448, § 2, 94 Stat. 1895, 1896 (1980) (ﬁniiing ings insuffi ¢|ent to generate funds

for necessary capital improvements and projecting capital-shortfall btll!on for rail mdustry)'. ﬂ §3,04
Stat. 1897 (purpose of Act "o provide for the restoration, mairit¢éha d
financial stability of the rail sysum"), id. § 101(a) (adding Rail Transpo licy at 49 U. S C. § 10101a), 94

Stat. 1897-98.
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With all these changes, Class I rail carriers have markedly improved their operating
ratios, return on investment, and cash flow in recent yeafs, In 1995, exclusive of
special charges, the average operating ratio for the Class I railroads dropped to 81.0,
and the carriers earned 9.7% on their rail investment. See pages 15-17 below. This is
as close to earning their cost of capital (determined by the Board to be 11.7% for
1995) as the railroads have been in recent memory. Cash ﬂows are stronger,
providing a pool of capital for stepped;up capital expendié;res. In short. deregulation
has been a clear success, permitting the railroads to make significant improvements in

their financial performance.

However, the financial performance of the rail_ industry cqqtinues to lag behind that of
the industries with which it competes for capital. - Retumn.on investment for the Class I -
railroads is far below that of the average U.S. industrial 'cq‘é:oration. kail stocks are
currently underperforming the broad market, and the market continues to trade rail
equities at multiples of book value and earnings below thosé of the average common
stock. There is still some distance to go before the railfin%l;jstxy reaches genuine,

sustained financial health.

B. Effects of Revenue Loss Due to Re-regulation of Ré\gs

The Board has under consideration: two possible new appmaghes for regiilation of rates

for traffic of shippers served by only one railroad. Messrs key and ézKliCk, in their

testimony in this proceeding, have calculated that if the 1 evere of these

alternatives, referred to as the "intermediate” approac opted, the railroads




S5to 524 billion per year;

all pre-tax cash flow measures.

A loss of this magnitude would result in .

retained by the railroads

ould dra“gnaticallyzdvéc i




In evaluating

extraordinary f capital intensit

capital intensityfor. profitability requirements

When compafed. with: American industry
capital intensi comparison: wi

competition, is particularly striking.




TABLE 1

CAPITAL INTENSITY IN CLASS I RAILROADS

Total Net Total Railroad ) ~+ Ratio Net
Investment® Operating Revenue Investment/Revenue
(000,000) (000,000) ;

1993 $50,312 $28,825 1.75
1994 52,746 30,809 1.71
1995 57.716 32.280 179

Average  $53.591 $30,638 1.75

As Table 1 indicates, from 1993 to 1995 the Class 1 'railroa{;l;; required an average of

$1.75 in net investment in rail assets and related working capital to produce $1.00 of

total railroad operating revenue. As shown below in Table %!I; this is 2.46 times as
much capital investment per gross revenue dollar as the trucking industry and more

than twice the average of S&P Industrials.

* Total Net | includes (a) rail property, plant and equipment less :
amortization and (b) a Board allowance for rail-related working capital. :

Unless otherwise indicated; tabular data concerning the rail industry is de
Class I railroads with the Interstate Commerce Commiission or the Surface Tra
AAR). :
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analysis reflects the fact that the railroads could lose up to $226 million in revenues for such

traffic if rates were capped at R/VCs of 180 percent.'® This: traffic is listed on the
» Additional Revemue Loss" line at the end of Table 1.
C. Calculatin, Bo e -

We calculated the bottleneck percentage bydmdmg each bottleneck length by

the total distance of the existing origin-to-destination movement. Where a non-coal
movement contained two bottlenecks, we calculated each bottleneck percentage separately
and, as discussed below, we assigned one half the potential revenue loss for that movement

to each bottleneck.

D.  Calculating Minimum Petenl_:ig Revenne;tbss

As explained in our statement, to estimate the mm.unum revenues the railroads

would lose under the "intermediate” appr6ach. we assumed that der that approach rates
would be capped at R/VCs of 180 percent only where bottleﬁee lengths of non-coal

movements were 10 percent or less of total movement length ad bottleneck lengths of coal

movements were 20 percent or less of total movement length. We calculated minimum

revenue losses by subtracting the revenues that would be eamed on this traffic under a 180

percent R/VC cap from the revenues actually earned on this trafﬁc

In order to develop this estimate, we determined revenue losses assaciated

with movemeants of different bottleneck lengths as a percentage of total movement length

"This revenue loss was mcmded in our maximum' esum, fevenues at risk, but not m
our minimum estimate of 1 revenue losses :




{e.g., the revenue losses associated with movements that have:a vottleneck length of two
percent). The results are presented in Table 1, both incrementaly and cumnulatively.
In those cases where movements had two bo ks (and thus two bottleneck
percentages),'* so that revenue losses could not be assocxated th a single bottleneck, we

assigned one half the dollar loss to each.'* Assigning theto value of the movement to

each bottleneck would have double-counted the revenﬁé‘ losses: for these movements, and

choosing between the two bottlenecks'? would have requued predict which bottleneck

the shipper would more likely challenge, which we could not do-outside the coal area.

eive stand-alone cost for' f
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VERIFIED STATEMENT OF INVESTMENT BANKERS
AND SECURITIES ANALYST

This verified statement is provided in cannection with
the Surface Transportation Board‘s proceeding to consider
proposals that would increase the regulation of rail rates for
traffic of shippers that are served by a single raiiroad. We are
investment bankers and a securities analyst with,reéponsibilities
and expertise in rail indﬁstry matters. Our positiqns and
backgrounds are described in Exhibit 1 to this statément. We
have been asked by the Association of American Railfoads to
discuss the likely conseguences if the Board were to adopt a
regulatory approach that significantly restricted the level of
rail rates for traffic to and from eXClusively-served shippers,
and had the effect of reducing the overall level of gail
revenues. '

In summary, the Board's current approach to regulating
rail rates has worked extremely well in allowing thearail
industry to function competitively and appreach genuihe financial
health. A move toward re-regqulation that‘would cause. a
substantial reduction in rail revenues would: sharply ;urtail the
railroads’ access to capital on reasonable téxms, and;would be a
most unwise and short-sighted decision. Evanuapart féom the
precise revenue impact, the sheer uncertainty ;ntroduéed by
changing the fundamental rules govgrning‘iai* ad raté regulation

is certain to impede the railroads’ acce s apital.’ The

railroads’ progress toward iﬁproved effi oy .and earﬁings




under deregulation has allowed the industry to gain increasing

access to capital on reasonable terms, permitting the rail
industry to maintain and improve its facilities and equipment,
with corresponding benefits to shippers and the public. 1If rail
rates are more heavily regulated, signific;ntly curtailing the
railroads’ ability to obtain adequate reveﬁue, the industry’s
access to capital for investment in plant and equipment will be
sharply restricted, and its cost of such limited invéstment
capital as is available will sharply increase. The ultimate
result will be that shippers and the public will suffer.

We are confident that thelsbard does not intend such a
result, and that it will choose to preserve the markét-based
regulatory approaches that have played such an important role in
restoring the vitality of the rail transportation system. We
offer the following comments to emphasize the real-world capital-
marker impacts of a regulatory change that would jeopérdize the

continuation of this success story.

BENEFITS FROM DEREGULATION OF THE RATI INDUSTRY

The Staggers .ail Act of 1980, and the market-oriented
regulatory policies implemented since that timé, have ?een
effective in moving the rail in&ustry toward financial:health.
In particular, during this period, the railroads have éained
greater freedom to §rice their services in”acco;dance with
demand, which in turn has generated opportuhities to méke rail

transportation more competitive and attract more traffic. With

!
i




Staggers Act freedoms, railroads'ha?e b le to impfoVe
historically inadequate profitability make the
investments ncsded for improved efficie d service quality.
Investors, confident thatkthe new re regime!gave
railroads the opportunity to earn a & ve retu&n on

capital, have been willing to supply, nt fund% to the

industry.

Thus, thanks to deregulation ads have been able

to acquire capital on competitive term
more difficult for most raiiroads_bef ’ taggers Act. These
investments in turn have ailowedgthe f A5 to enﬁance produch
tivity, cut costs; and, asEa result, red te Levéls overali.
At the same time, investment has allowed oads to?improve
their serxvice levels and to;attréct’m 'ic from other
transportation modes. The increasedia'il f the railroads to
invest has brought importan@ benefits to.s rs and the public.
- The market-oriented polici;s £
Interstate Commerce Commissicn and thi - Bo: including the
freedom for railroads to es#ablish réte esponse Qu market
demand, have worked;well. Teday, railt ads as: a group?are
gradually moving to&ard the ;bility to edrn returns equal to

their cost of capitél. Capital accessfo roads has improved.

try earnings a
still low in compa ith: : d in mény bthér

industries with’wh railroads compe tal. Moreover,




great deal of additional investmenp:i?i ded in oraer to put
railroads in a position to provide;high s of sérvice to ai%
shippers and to bfing the rail system. its full potential.
But the signs are'largely positive,;aﬁd stors cén look
forward to the prospect of the induéﬁr a aining‘sufficient
earnings to replace its plant over time provide_them a
competiti§e return. The results of aé Cion have given
investors confidence that they wili be;a‘ earn a competitive

rate of return from rail investments'OYe iong term.

Any'propééal to impose signifi lew restrictions on
railroads’ ability to price their services ccordance with

demand and to earn healthy reveiues entai some veryisignificaht

risks. A railroad will continue to be abl generate cash from

operations in amounts sufficient to fund in ment iﬁ the rail

system and to attract capital from outside sources only if it has

the opportunity to earn a competitiverrété ofireturn from rail
investments. To do this, a railroad mustib ee to éharge ratesi
that, in the aggregate and together with it forts tﬁ maximize
operating efficiencies, willgyiéld that xét

We understand thatithe Board_ié ering proposals .-
that, if implemented, could Have the effec rivingimany rail
rates down to a level that wﬁuld cause ays cant decline in ;
rail operating re#gnq;. If sﬁch proppéa L acceptéd, the

result would be to impair the railroads‘ .acce to capital, and
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with bottleneck lengths of 10 percent of totai movement length, even with an R/VC on the |
bottleneck as high as 700 percent, and an R/VC for the non-bottleneck as high as 120 percent
(rather than 106.3 percent, which is the average of all traffic under 180 percent R/VC), the
overall R/VC would be just 178 percent.”® For coal, as discussed above, we are unaware of
any proceeding in which a significant movement was found to have a stand-alone cost
equating to an R/VC of 400 percent. Nonetheless, for coal traffic with a bottleneck length of
20 percent of the movement's length, even assuming an R/VC of 400 percent on the
bottleneck and an R/VC of 120 percent on the non-bottleneck, the R/VC for the entire
movement would be just 176 percent.'® Thus, even assuming high bottleneck (and non-
bottleneck) rates, under the "intermediate” approach the maximum rate for these movements
would be set at an R/VC of just 180 percent.

Moreover, our minimum loss estimate is low because it does not count losses
that would result from traffic for which the R/VC for the movement would be driven below
current levels, but not all the way down to an R/VC of 180 percent. For example, traffic
currently moving at an R/VC of 210 percent could be driven down by the "intermediate”™

aﬁproach to an R/VC of 190 percent. The significant additional revenue losses that can be

For both the coal and non-coal movements, the R/VC for the entire movement wrnld
be even lower where bottlenecks are a smaller percent of total movement length.

Higher loss estimates could easily be produced if one assumed, less conservatively, that
the R/VC for the non-bottleneck would be 110 percent, instead of 120 percent. Under that
assumption, there would be additional losses of almost $64 million (for a total of $1.6
billion). If this assumption were combined with an assumption of lower R/VCs for the
bottleneck portions of the movements -- say 600 percent for non-coal and 300 percent for
coal -- total revenue loss estimates to the railroads would be increased by yet another $118
million. ’
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expected from such rate depression have not been included in our conservative estimate of

$1.5 billion."”
3. Revenue losses under the shipper proposal
would be even greater than $2.4 billion.

The primary difference between the shipper proposal and the Board's proposed
“intermediate” approach is that the former would apply a market dominance determination to
Just the bottleneck segment of each movement rather than to the total movement. Therefore,
unlike the "intermediate” approach, nnder which there is a floor to the rate for the total
movermnent of 180 percent R/VC (the jurisdictional threshold), under the shipper proposal
there is no identifiable floor to the rate for the total movement. Thus, we cannot determine a
range of losses for the shipper proposal, as we did for the "intermediate™ approach, by
determining the revenues above the jurisdictional threshold that are at risk and the particular
movements for which it is virtually certain (market dominance aside) those revenues would
be lost.

Nonetheless, we do know that the shipper proposal would result in
dramatically greater revenue losses to the railroads than the "intermediatc™ approach. First,
rate challenges could be brought against thousands of additional movements if the

jurisdictional threshold were not applied to (and thus «id not act as a rate floor for) the

Y"For example, if R/VC were capped at 700 percent and 400 percent for the bottlenecks
of non-coal and coal movements, respectively, and at 120 percent for the non-bottleneck
portions of those movements, then the railroads would lose over $210 million *1 addition to
the $1.5 billion discussed above.
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origin-to-destination movement. Second, with respect to each movement challenged,
maximum rates would be set at even lower levels than under the "intermediate™ approach.
Given the short bottlenecks we observed for large percentages of the revenuesk
at risk, it is evident that, under the shipper proposal, much of the nation’s rail traffic would,
if subject to market dominance, have rates driven down by regulation to levels well below
those yielding an R/VC of 180 percent. Under these facts, we can confidently predict that
the shipper proposal would create losses for the nation’s railroads that would greatly exceed
the entire $2.4 billion in revenues they earned in 1994 for non-exempt traffic with an R/VC

above 180 percent.

B. The Precise Losses That The Railroads Would Suffer Conld Not Be
Determined In The Time Available Because Doing So Would Have
Required Development Of Stand-Alone Costs As Well As The Costs Of
*Competitive Rail Service” For Thousands Of Movements.
Within the time available, it was not possible to develop a precise single
estimate of the Josses the nation’s railroads would suffer under the alternative rate standards
discussed in the Board’s decision. Either of the proposed alternatives would affect thousands

of movements,'® and under either approach the railroads’ revenues would depend upon both

the stand-aione cost of the bottleneck portion of the movement and the "rate” or "cost” for

*Under the "intermediate” approack, movements of non-exempt commodities above the
jurisdictional threshold (R/VC of 180 percent) would potentially be subject to challenge. In
the 1994 Costed Waybili Sample alone, there are over 54,000 such movements (representing
6.5 million carloads) that traverse over 15,000 unique origin-destination routes for different
commodities. (Of course, we cannot determine whether there is actually raarket dominance
over any of these movements.) Under the shipper proposal, which would not apply the
market dominance test to the full origin-to-destination movement, a far larger number of
movements and unique origin-destination routes would be subject to challenge.
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acquiring competitive rail service over the non-bottleneck portion of the movement.

Determining stand-alone cost for the thousands of bottlenecks at issue would, by itself, be an

overwhelming task requiring years of work. Moreover, there was no way for us to
determine the actual revenues the railroads would be permitted to earn on the non-bottleneck
segments, because the Board has not explained bow it proposes to determine those
revenues.’ In any event, it is highly unlikely that any meaningful specific costs could have
been developed in the time available for the huge numbers of non-bottleneck segments
involved.

Importantly, the Board should recognize that the industry and Board itself

would face similarly overwhelming burdens if either the shipper proposal or the

"intermediate” approach were adopted. Given the thousands of rates that would potentially
be above the new regulatory ceiling under either proposed approach, there is good reason to
expect that hundreds or thousands of new rate cases would be filed. After ail, the Board
should well remember that after the Staggers Act was adopted in 1980, and shippers were
given 180 days to challenge the reasonableness of the rates then in effect, over 800 rate
complaints were filed. Few of those rates had previously been challenged as unreasonable,
and most complaints were apparently filed without regard to whether the rates actually were
unreasonable. The shippers ultimately prevailed in only a handful of the cases, while

hundreds of claims were eventually withdrawn. This experience serves to demonstrate the

*The Board may have had existing rates or actual bids in mind. We would be extremely
concemed, however, if the Board intended to use rate comparisons -- a procedure that has
been repeatedly rejected by the courts and is now thoroughly discredited. See Burlington N,
R.R. v. ICC, 985 F.2d 589, 595-99 (D.C. Cir. 1993). See also Baumol/Willing V.S.
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voluminous and opportunistic nature of shipper rate challenges that the Board is likely to face
if it adopts either of the proposals under consideration.

Neither can the Board take comfort from the fact that in the past there have
been relatively few stand-alone cost cases. As indicated by the railroads’ continuing failure
to reach long-term revenue adequacy, one obvious reason for the dearth of challenges has
been that competition now constrains most rates to levels well below origin-to-destination
stand-alone cost. These critical economic relationships would completely change under either
the shipper proposal or the “intermediate” approach, because both would impose a regulatory
ceiling well below the stand-alone cost for the full origin-to-destination movement. Given
the tens of thousands of lpovements that would potentially be affected, the result, if either
proposal were adopted, would likely be a flood of rate challenges that would totally
overwhelm the resources of both the railroads and the Board.

CONCLUSION

Either of the possible changes to rate regulation suggested in the Board’s
decision would result in devastating revenue losses to the nation’s railroads. Although the
precise amount of those losses cannot practically be determined without conducting individual
stand-alone cost analyses for each of the thousénds of movements involved, we have
determined that the so-called "intermediate” approach would result in revenué losses of
between $1.5 billion and $2.4 billion, while the shipper proposal would cause revenue losses

far in excess of $2.4 billion.
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APPENDIX A

; Qualifications

of

Craig F. Rockey

My pame is Craig F. Rockey. I am Senior Assistant Vice President of the Policy,
Legislation and Economics (PL&E) Department for the Association of American Railroads
(AAR), with offices located at 50 F Street, N.W., Washington, D.C. 20001. The
Association’s PL&E Department, among other responsibilities, serves as a central agency of
the railroad industry for the collection and analysis of economic data related to railroads 2nd
their economic environment. One of my principal duties is conducting and supervising
economic, financial, statistical and cost studies dealing with various aspects of the rail
industry.

During my employment with the AAR, I have presented testimony before the
Interstate Commerce Commission/Surface Transportation Board, Public Service Commission
of Indiana, New York Department of Transportation, Qhio Public Utilities Commission,
Pennsylvania Public Utility Commission, West Virginia Public Service Commission and the ‘
Illinois Department of Revenue, among other public agencies and courts. 1 routinely prepare

' and provide rail industry financial and cost data and serve as the AAR’s representative on the
industry’s Cost and Economic Analysis Organization.

Preceding my employment with the AAR on April 1, 1978, I was Senior Associate

with the Washington, D.C.-based economic consulting firm of Snavely, King and Associates,
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Inc. In that capacity I was responsible for various feasibility studies, special reports, and
submissions to federal, state, and private.organizations.

1 hoid a Bachelor of Science degree in Transportation Economics for the University of
Maryland and have uildertaken related course work subsequently. I have articles published
in transportation journals, have co-authored a book entitled Small Railroads, am a member of
various professional organizations, and have consulted for railroads in Africa, Asia, and

North America.

414




M

Statement of Qualifications
of

John C. Klick

My name is John C. Klick. I am a Principal of the economic and financial consulting
firm of Klick, Kent & Allen, Inc. The firm’s offices are located at 66 Canal Center Plaza,
Suite 305, Alexandria, Virginia 22314. |

1 am a 1970 graduate of Bates College, from which I obtained a Bachelor of Science
degree in Mathematics. I also have taken graduate courses in finance and accounting, and

operations research. Since 1970, 1 have been involved continuously in the economic and

financial analysis of transportation.
Throughout my career, | have organized and directed economic and financial studies

for railroads, motor carriers, pipelines, telecommunications companies, state governments,

‘ and other public bodies dealing with transportation and reiated economic problems.
Examples of studies 1 have participated in include (1) organizing and directing traffic,
operational and cost analyses in connection with the valuation of northeastern rail property
transferred to the Consolidated Rail Corporation, (2) developing the cost of railroad handling
grain movements in multiple car and trainload service, (3) estimating the cost of unit train
operations for coal and other commodities, (4) developing the marginal, incremental costs
and standTalone costs for various services performed by a major petroleum products pipeline
company, and (5) other studies dealing with transportation by different modes of various
commodities from both eastern and western origins to various destinations in the United

States and Canada, In the course of conducting these studies, I have become familiar with
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the operating and accounting procedures utilized in the normal course of business by the
major transportation companies.

I have performed numerous cost calculations utilizing the various formulas employed
by the Interstate Commerce Commission ("ICC") for the development of variable costs for
virtually all of the nation’s Class I railroads, with particular emphasis on the basis and use of
Rail Form A and the Uniform Railroad Costing System ("URCS").

I frequently have presented both m;al and written testiruony before the Interstate
Commerce Commission, the Federal Energy Regulatory Commission, arbitration panels, and
the federal courts. This testimony has related to subjects such as the development of variable
cost of service, marginal costs, incremental costs, stand-alone costs, the economic principles
concerning the maximum and minimum level of rates, and procedures for implementing these

maximum and minimum rate principles.
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APPENDIX B

Service and Commodity Exemptions From Economic Regulation

Box car movements (AAR car type A, B,R,and L 4_, L 7 ).
Intermodal movements (AAR car type P, Q, §, U, 2)

Commodity Exemptions

STCC 01 (except 0113, 01144, 0114940)

STCC 09

STCC 141, 142, 14411, 14412, 14715

STCC 20 (except 2032, 2033, 204, 206, 208, 20911, 20914,
2092, 2093, but including 2042127, 2091425)

STCC 214

STCC 22

STCC 23

STCC 24

STCC 25

STCC 26 (except 261, 26211, 26212, 26213, 26214, 26218,
26471, 266, but including 26613)

STCC 27

STCC 28133, 2819522, 2819523, 2819527, 2819528, 2819529,
2819530, 2819568. 2819569, 2842337, 28991

STCC 29914

STCC 29915

STCC 30 (except 30111)

STCC 31

STCC 32 (except 32741, 324 from the Dacotah Cement plant, 3295, but including
3295215)

STCC 33

STCC 34 (except 346, 3491940)

STCC 35 (except 3511, 3585)

STCC 36 (except 3621, 3612)

STCC 3711, 3714

STCC 38

STCC 39

STCC 40211

STCC 41118

Non-Exempt Recyclables (averrides commodity exemptions listed above)

STCC 2051118, 22941, 2297315, 2297325 - 2297368, 22994, 24293, 303, 3220924,
33312, 33322, 33342, 33398




APPENDIX C

PROCEDURES FOR DETERMINING BOTTLENECK
LENGTHS AND ASSOCIATED REVENUE LOSSES

This appendix explains the procedure used to identify and measure
bottlenecks' and describes how we calculated the potential revenue loss associated with each
movement.

Beginning with the traffic movements m the 1994 Costed Waybill Sample that
we had identified as being affected by the rate regulation proposals discussed by the Board
(non-exempt or contract traffic moving above an R/VC of 180 percent), we calculated the
bottleneck percentage for each movement as follows: first, we identified which end (or ends)
of the movement contained a boiileseck; second, to determine the bottleneck length, we
measured the distance on the route bgtween the bottieneck endpoint and the nearest
interchange point with another railroad; and third, we divided the bottieneck length by the
total distance of the movement. For each movement with a bottleneck length that was
sufficiently small for us to be confident that the railroads’ rates for that movement would be
coustrained to an R/VC of 180 percent under the "intermediate” approach,? we calcu'ated

the railroad revenue loss by determining the difference between the actual revenues that were

'We understand for purposes of this proceeding that a "bottleneck” is generally defined
as a line segment from the facility of a shipper with exclusive railroad service to the first
junction with an alternative railroad.

?As discussed at footnote 6 of our statement, we could not determine the amount of
traffic for which market dominance would be found, so we assumed for purposes of our
estimate that market dominance exists for al: of this traffic. This assumption, however, is
not meant to imply that market dominance would, in fact, be found for all traffic with an
R/VC above 180 percent.
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earned and the revenues that would be earned if rates were constrained to an R/VC of 180
percent.
The details of each of these steps and our reasoning and assumptions are

discussed below.

Al Identifying Bottlenecks

Qur first step was to determine for each movement with an R/VC above 180

percent whether a bottleneck existed at the origin, at the destination, or at both endpoints.
Given the large number of movements involved, we could not perform an on-the-ground
study to determine whether a bottleneck exists at every movement endpoint. As discussed
below, this problem was relatively easy to overcome for coal. For all other movements,
however, bottlenecks had to be identified with the assistance of ALK Associates, Inc. (using
the 1994 Costed Waybill Sample and the Princeton Transportation Network Model) based on
an =xamination of the 6-digit SPLCs (Standard Point Location Codes) containing the
endpoints of the movement.

The SPLC database is designed to provide each point originating or
terminating freight with a unique code that identifies the point as a geographic locatio. The
SPLC system is a nesting system, where the first two digits of the SPLC code identify the
state, the second two identify the county, and the last two identify the city or subdivision.
The 6-digit SPLC is the most detailed geographic nesting system currently used by the rail

industry.> Nouoetheless, because SPLCs can encompass more than one shipper facility, even

3Using SPLCs also had the advantage of allowing us to use the ALK Network Model.
-2 -
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when a SPLC is served by multiple carriers, there may be, in fact, a bottleneck at a specific
shipper facility within that SPLC.* For example, there are probably over one¢ hundred
shippers in Oklahoma City, many of them exclusively served, yet only a single main 6-digit
SPLC covers Oklahoma City. As explained below, recognizing this limitation is important to
identifying bottlenecks for certain non-coal traffic.

For every non-coal movement, we reviewed each endpoint SPLC to determine
whether it showed only one railroad. Where we found that either the origin or destination of
a movement was at a solely-served SPLC and the other endpoint was at a SPLC served by
multiple railroads, we concluded that there was a bottleneck at the solely-served end of the
movement. Where both endpoints of a movement were at solely-served SPLCs, we treated
both ends as having bottlenecks.

Finally, where neither endpoint was located within a solely-served SPY C we
recognized that this did not actually demonstrate (1at there was no bottleneck on the
movement. As discussed above, SPLCs often cover broader geographic areas than a single
shipper facility and, therefore, will not always indicate when a shipper facility is actually
exclusively served. In fact, we know from experience that traffic almost never moves at an
R/VC above 180 percent where there is direct rail-to-rail competition for the entire
movement.® The competing carriers tend to drive each other down to much lower R/VC

percentages in such circumstances. See Baumol/Willig V.S. Thus, in situations where the

“A carrier serving a facility within a SPLC via reciprocal switching will be shown as
serving that SPLC. :

*This is confirmed by the testimony of railroad marketing officers. See, ¢.g., Anderson
V.S8; Sammon V.S; Peters V.S.
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SPLC analysis was insufficient to identify a specific bottleneck, knowing that all of this

traffic has an R/VC greater than 180 percent, we assumed that a single bottleneck did, in
fact, exist. Moreover, given ths fact that another carrier served the very same endpoint
SPLC, we determined that the bottleneck existed within the SPLC itself. For our purposes,
it did not matter whether we assumed the bottleneck was at the origin or destination,
because, as explained in Part B., we assigned a constant length to all intra-SPLC bottlenecks.

With respect to coal traffic, we were able to use a more direct approach'to
determine the location of bottlenecks for measurement. For coal shipments to utilities, we
know from experience that for traffic moving at rates resulting in an R/VC above 180
percent there is almost cex_‘tainly a bottleneck at the utility end of the movement. Thus,
rather than rely on less accurate SPLCs in this instance, we treated all coal movements to
utilities with R/VCs above 180 percent as having a bottleneck at the utility end. On the
other hand, based on our experience, we treated export coal movements as having

bottlenecks solely at the origin.®

*We identified export coal movements by reference to the following destination SPLCs:
Port of Wilmington, DE, SPLC 22100; Bayside (Curtis Bay), MD, SPLCs 234013, 234015
(half export); Consol, MD, SPLCs 234055, 234033, 234039; Lamberts Point, VA, SPLC
261021; Dominion Terminal, VA, SPLC 256800; Pier IX, VA, SPLC 256808; Shipyard,
SC, SPLCs 447851, 447857, McDuffie, AL, SPLC 479810; Burnside, LA, SPLC 645168;
Long Beach, CA, SPLCs 883660, 883020; Los Angeles, CA, SPLCs 883140, 883021;
Toledo Dock, OH, SPLC 323112 (ha!f export); Ashtabula, OH, SPLC 341231 (three-
quarters export). Where a SPLC is followed by a proportion in parentheses, in accordance
with our judgment, only that proportion of movements to the SPLC was treated as export
coal, the remainder was treated as domestic coal.

-4 -
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B. Measixring Bottleneck Lengths .

We used the Princeton Transportation Network Model to measure the lengths

 of the botlenecks (both coal and non-coal). With the assistance again of ALK Associates,

Inc., we measured the distance over the current route between the 6-digit SPLC containing
the bottleneck endpoint and the nearest AAR Rule 260 junction.” In identifying the nearest
Rule 260 junction on the current route of movement, we ignored possible interchanges
between railroads that belonged to the same corporate family (e.g., SP and DRGW) as well
as possible interchanges between a railroad and a "captive” shortline (a shortline railroad that
connects with only one railroad). Because we were using the 1994 Costed Waybill and 1994
routings. we used corporate identities as of 1994 in determining corporate families.
However, because the ALK Network Model had been "recalibrated” to include the effects of
the Uzﬁon Pacific - Chicago and North Western merger, we treated CNW as part of the UP
family.

Notably, neither the shippers® proposal nor the Board’s propos.d
"intermediate™ approach limits traffic to being interchanged at Rule 260 junction points.
This means that in actual rate cases, shippers could attempt to define bottlenecks that are

shorter than the ones we used.® Thus, our use of the nearest Rule 260 junction to define a

?A Rule 260 junction is a physical location where two railroads have agreed, at least for
some traffic, to interchange cars and that has been published as an interchange point by the
AAR as part of Freight Mandatory Rule 260.

8As the Board is aware, in recent stand-alone cost cases the shippers’ stand-alone
network configuration has included "interchange points” with the stand-alone railroad at
locations where no interchange points currently exist (for example, Donkey Creek,

‘Wyoming).
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bottleneck segment will tend to overstate the bottleneck distance for movements and therefore
understate the number of movements with short bottlenecks. (This, in tarn, may result in an
understatement of our estimated miniroum revenue losses under the “intermediate” proposal.)
Our measurement also overestimates battleneck lengths because we examined
only those Rule 260 junction points that were on the current route of movement (as shown by
the Princeton Transportation Network Model). Other Rule 260 junction points may be
closer, even though they do not lie along the exact route currently used.’
In two cases we could not use SPLCs to measure the bottleneck distances.
The first was in the case of movements between multiply-served SPLCs, where, as explained

above, we treated the movement as having a bottleneck within one of the endpoint SPLCs.

In those instances, we assigned a bottleneck length of five miles based on a conservative
estimate of the distance between the lines of two carriers both within the same SPLC.

The second case was when no Rule 260 junction point was on the current
route for the traffic. As noted above, we did not measure bottlenecks that might be created
using off-line junctions. It was too complex for us to determire where such bottlenecks
might be created or to measure those bottlenecks. Nonetheless, rates for traffic with no on-
route junction could be driven down under the "intermediate™ approach based on a junction

point off the existing route that could be used to define a bottleneck for such traffic. Our

°To take a simple example, where a movement originates in the Powder River Basin on
the northern portion of the line solely served by Burlington Northern and then moves porth,
a Rule 260 junction point might not appear on the current route for quite a distance. If,
however, the traffic were first to move south, it would soon come upon a BN-UP interchange
point. If a shipper were to challenge the rate for such a movement under either of the
proposed alternatives, the shipper would surely seek to set a route over the short bottleneck
portion south of the origin, not the far longer bottleneck portion north of the origin.
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to increase the railroads’ borrowing cos;‘,: I1f in%estors
perceived that railroads could not earn reghrns eqﬁal to their
cost of capital in the long run, investor Qénfidenqe in the rail
industry would be undermined. As avresult,;rail equity capital
could not be raised on competitive terms‘é:?it can now, and
railroad credit ratings would decline. Whi railreoads might be
able to borrow at higher spreads, as theyf beforé the Staggers
Act, this would increase their costs; aﬂd}ﬁ vier reliance on
borrowing would drive up the railroads’ deﬁt;to-equity ratios.
Even significant uncertainty as to the stébility ofiphe
regulatory regime that has allowed the raiirgads to approach
financial health would constrain the railrba?s' access to capital
and increase their costs for the limited debt and equity capital
that they could secure. ’

With reduced cash flow and restrictgd access to capitél
sources, railroads would be curtailed in théii ability to invest
to maintain and improve plant and equipment;’:Insteéd‘of the
service improvements, increasing productivftyﬁ declining rail
rates, and increased rail traffic that the economy has witnessed
thus far in the post-Staggers Actvera, servi¢é and préductivity
would deteriorate as they did in the era of‘ﬁervasivelrate
regulation, and rates would eventually rise as the railroads
became less efficient. As a result, over~ti” some shippers
would be forced to turn to other trahspor:%:;a modes,;and the

railroads would lose much of the trafficith; jained d@ring the;f

1980-19%6 period. Loss of traffic wouidwy o furthér revenu




losses and further reductions in investﬁen As history has

demonstrated, the rail industry would findjit more iand more
difficult to attract inveéstors. Shippers and the public would be
the ultimate losers. In short, the success: story of the last 15

years would be jeopardized.

Railroading is a capital-intensive industry. The
market-oriented policies that the Board andithe ICC have followed
to date have reflected a recognition thaﬁ railroads imust have the
oppo;tunity to earn a competitive rate of,réturn inlorder to
continue to attract the capital that -is the;; lifefblood. In our
view, any regulatory proposal that would reéprict the railroads?
opportunity to receive sufficient revenues t; earn such a
competitive rate of return would be short-éiéhted and dangerous.
Such a move would reverse ﬁhe railroads’ proéress toward
financial health and would severely hamper ﬁﬁeir abiiity to ﬁake
investments to maintain and improve their faé}lities%and
equipment. Shipﬁers and the public would suéfer. Oﬁ the other
hand, the current approach to rail rate regﬁlétion, which allows
railroads to price sc as to generate cash né ded to fund
continuing investment and to earn a competié ve rate of return,
gives the rail industry a réal prospect of reaching tﬁe goal of
full financial viability, and gives shippé%S the benefits of a

high-quality rail transportation system.
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coveiing shipping, shipbuilding, railroa trucking, air-
freight, logistics, warehousing and diéﬁ ;bution?industries.
Mr. Hamilton’s clients have included American Président
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testimony before the Interstate Commerge~Commission. He is

currently a contributing editor for Progressive Railroading

Magazine, writing a column on;railroadﬂf nance.

Mr. Kramer received a B.A. inEconomics from

Brooklyn College and an M.B.A. from New. York University.
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Edmond L. Lincoln is a Managing Director in the

Investment Banking Division of PaineWebb§5 Incorporated,
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He is in charge of PaineWebber’s investmeét banking activities
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Mr. Month has been personaliy involved in the f@llowing
matters involving railroad clients for which CS First Boston
has acted as financial advisors: the Union Pacific/Southern
Pacific merger; Union Pacific Corporation's acquisition of
Chicago and North Western Transportation Company; Union
Pacific Corporation’s offer to aéquire Santa Fe ?acific
Corporation; Kansas City Southern’s terminated sale to
Illinois Central; various financiﬁg and advisory assignments
for other railroad clients such as CSX and Canadian National;
and various railroad privatizations worldwide, including the
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Mr. Month received both a J.D. and an M.B.A. degree

from Harvard University in 1986.

de
James A. Runde is a Managing Director of Morgan
Stanley & Co. Incorporated, located at 1585 Broadway, New
York, New York. Mr. Runde joined Morgan Stanley’'s corporate
finance department in May 1974. 1In 1879 he was piomoted to
the position of Vice President and in 1982 to the position of
Principal. In 1985, he became a Managing Director of Morgan

Stanley. Since 1983 Mr. Runde has been the head of Morgan

Stanley’s transportation corporate,ﬁinancéﬁdepartm?nt within

the firm’s Investment Banking Division.!’




During his tenure with Morgan Stanley,: Mr. Runde has
worked on a broad range of financial transactioné for public
and private corporations. While these transactions have
involved companies in ﬁany industries; the focus of his work
has been, and continueé to be, transportation companies.

Among other matters, Mr. Runde has participated in
organization of a group of investors to buy Conrail from the
government and co-management of the initial publi& offering;
representation of Southern Railway in its merger Qith Norfolk
and Western; and advice to Burlington Northern onz
restructuring and co-ﬁanagement of ;he spin-off of Burlington
Resources.

Mr. Runde received a Bachelor of Science degree from
Marquette University in 1969 and a Masters in Business

Administration from George Washington University in 1973.
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First Boston, Mr. Ryan was employed in the corporate finance

division of Smith Barney.

Mr. Ryan holds a bachelor‘s degree from Colgate

University and an M.B.A. degree from Columbia Uhiversity!s

Graduate School of Business.
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TABLE I

AVERAGE NET ASSETS/REVENUE’

Trucking

Standard & Poor’s Industrials

As these figures confirm, railroads require high capital stment -- much greater than
industry in general and a multipie of theirtruclidnrg t.fom titors’ requi?emems. This is
a’fundamental fact of life for the railmad'indt;.;,try‘and an essential element of the
financial analysis. High capital i;wesuhem 'requ ren nts per doliar of gross revenue
mean that railroads must earn more on each re&enue : ollar (i.e., their profits must be

greater as a percentage of revenue) to'provide an adequate return on iri;vestrnent. It

also means that railroads will have high fixed costs, increasing the indtistry’s
vulnerability to downturns in the éeon‘omy. Moreover, se rail carriers compete

head-to-head with lightly capitalized truckers, inltrut:'k;cb titive markets they have

the burden of capitat intensity without the usual :correvspcimk advantaég of a barrier

to entry by competitors.

?  Data for trucking are 1ake
carriers. Data for S&P Industrials';
the latest available years. ‘N
and cvrrent maturities of lon|
comparability to the




In order to inake the capital cxpendltures

the rail system, it is essential that railroads gt stantial earnings on a

cont -uing basis. This is :eqﬁir'ed 10 gen t_é the sizable cash flows required to fund

ongoing investments. Moreoﬁer, in orde . be f having éontinuingvacc;gsg to

capital, the railroadz must be able to-earn va« e rate of retuim for their |

shareholders. The railroad industry 'must cﬁmp_ete Or access to cap%tal in the caﬁitgl i
markets, which match nsk and return. C' away from poor returns and

toward good ones, and it moves with: the impegso! unforgwmg laws of :

economics as water follows the laws’ of gravuy The verdict of the capnal markets is

harsh but clear -- if competitive returns are, not eamed €ess 10 capntal is impaired,

and, in the worst cases, ultimately denied.

Access to capital -- either internally generated cash Qi capital from outside sources --
is crucial to the long-term welfare of the rail industr
capital, they will be unable to ir!vest' in the facilities

maintain current levels of service. If service level

to switch thenr traffic to trucks or barges, resultmg i hictions in traffic and funhcr

reductions in revenue. Without the ability to invest adequately in this capital-intensive

business, the ranlroads necessarily will‘dét_eﬁofﬂté o

It should be emphasxzed that the prospect of ear of capital is not some
abstract unana b

Investors must have confidence that‘ranlro“ads*




or the fickle, impersonal capital markets will simply. flow the capital toward industries -
where the risk-adjusted return is befter. This is themmihmm acceptable average
return level that investors must anticipate over the long-term if the railroads are to

continue to attract the capital they need for investment _tdi;maintain the rail system.

B.  The Transition from Regulation to Competition

In any discussion of the financial condition of the raxlroad industry, it is important to
review the historical context. After well over .10(_) years of service thé rail industry
concluded the 1970's in a physical and financial shéinblgg The failures of the Penn
Central, the Rock Island, the Milwaukee, the Boston &‘ Mﬁine and others left more
than 20% of the country’s mainline route miles mbankruptcy or under government
ownership following bankruptcy. Under regulation, the rallroads were. simply uxiable
to earn a competitive rate of return. They were notpermmed to dispoise of or abandon
unremunerative routes. In addition, rates were- heavily ‘r;:gif')ated, leaving the railroads
unable to price their services in response to ‘market foréés; ’ Managers of rail carriers
could not justify many necessary investments in phyéicalbl%nts that could not earn a
reasonable profit. In some cases, managers looked for diireésiﬁcation oi:portunities_
that promised better returns. In many cases, the rail:dad#' i:1‘:'lverse circumstances
simply left these- entities "dead in ﬁeir tracks." Regu‘laytxiov frustrated sh;;ippers and

carriers alike.

From this crisis came the Staggers Act of 198 which: argely deregulated the railroad .

industry. ' The Staggers Act gave carriers much
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entering into contracts with shippers. It allowed camers greater flexibility to

rationalize their businesses by, for example, w1thdrawmg from money-losing routes.
The carriers were given the tools they necded to cope wnth a newly competitive

transportation marketplace.

Rail carriers now exist in a highly competitive envu'onm nt in which they must
compete among themselves, as well as with trucksan ges. The;competition has
been intense. Large shippers have used their buying éoﬁ?er to bring rail rates to ever
lower levels. At the same time, shipper service expeétat:‘éns have increased
dramatically. Desrite improvements in service and declmmg rates, the rail industry’s
share of intercity freight ,transédrtation, in terms of bothtons and re\éenues, has

continued to fall following deregulation, with only a slight recovery in revenue ton-

miles in the past few years.

The result of all this intense competitive activity has been to place great pressure on

rail rates and revenues. Since déregulation, there has been a relentless decline in
revenue per ton-mile, or "yield." Beginning in 1982, aﬁa{age freight revenue per ton-
mile (in current dollars) for the Class I railroads in the U has come: steadﬂy
downward, at a compounded rate of 2.2% per year. .as;shown in Table III. In constant

dollars, the decrease has been at a compounded rate of '5.4% per year. |

4 Note that these fi f‘guresarenotdtessmeasaprine‘

On an index basis, rail rates have also fallen sharply See;:
(AAR 1994).







The competitive nature of the business that remains to the rails is illustrated in

Exhibit A° \\’hfch shows revenue per ton-mile for the Class I railroads for the period
1985 to 1995, declining at an annual rate of 2.2% per year in current dollars and 5.4%
per year in constant dollars. Exhibit B contrasts, in constant-dollar terms, the
extraordinary reductions in unit revenues, in terms of revenue per ton-mile, with the
trend in railroad input costs (i.¢., costs of materials purchased by the railroads). TI:hc
simultaneous increase in current dollar costs (largely tracking inflation) and decrease in
both current and constant dollar unit revenues has placed continuing and significant
financial pressure on the railroads, creating a "revenue-cost gap." The only way to
close this gap on the cost side and to assure continuing profitability as unit revenues
continue to fall is through productivity improvements, that is, by reducing unit costs

through making better use of resources.

The rail carriers have responded to the competitive environment by dramatically
increasing efficiency and cutting their unit costs.  Among other things. they have
abandoned some lower-yiclding resources and sharply enhanced output and
productivity. Much of this improvement entailed changes that resulted in one-time
savings. During the period 1983 to 1993, route miles decreased from 171,000 to
125,000, a drop of 27%. Employment dropped from 322,000 in 1983 to about
188,000 in 1995, a reduction of more than 41% during a period when revenue ton-

miles increased by 57%. As a consequence, during this period the Class I rail carriers -

©  Exhibits referenced herein appear at the end of this statement.
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Revenue per eméloyee was 2.]

Revenue ton-milés per empl

traffic ard revenue.  In.

addition, théy have invested in new equlpmcn‘t (e.g., bette locombtivl ddublestaék{'

equipment, new grain cars), which in tumn-has attract

These enormous increases in proéuctivityf have been nec simply%to allow rail .
carriers to stay in this highly competitive’game. By improving efficiency and

productivity, the railroads have been ‘ablé: _ti) keep:rates low, winning shbstant,ial

Lby the cus\mmer, the real . :

y of deregbation.

railroads.  In addition; the rail industry b

it to fund: important capital investments. - Howe




average operaung ratio

1995 \

i
i

indicators of the pmf u!nl

®  Exhibit F also i

for pre-1983 and
and later. :




1983
1984
1985
1986
1987

1988
1989
1990
1991
1992
1993
1994
1995
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of capital.'

invested in those assets. ‘Anoltheroommbn fithe ﬁnanciall\ performance of a
economic entity is return on equnty, whic] ' s from g!j sources with

the entity, rail and non-rail. B‘:y‘th'is measure,

as well. However, as shown m Tablé}v below and in Exhibit G, ra;il industry retufns '

on equity continue to lag well behmd typic
those comprising the S&P Industrials.
| TABLE V

" This coluimn sho,
f retu &




Exclusrve of special charges, the
been 11.7% in 1995

lude large amounts of "Other

vestment but weng generated in

“ sales of real estate, ﬁber—optief‘ easements rents; etc
to judge the effectiveness of a managcr of

» in his charge, it is-not appropnate ir the;

with earmngs from unrelated opera_ ons (or ice
from an ongoing business, much of the "Oth Inc
ofa liquidation -~it is not sustainahle. One sold;

again.' Nevertheless, examination: of ref

Moreover, unlike'ineome
ally repre#nts the proceeds -
of land cannot be sold

cilitates colTnparison




(4)  Cash Flow
Because measures of financial performance suc
investment are somewhat abstract, it is useful to ¢

reference to cash flow -- a more tangibk

from operatidns provides rail mners with the mean! ew their lesncal plaat and

tion, Operaung
, and er ec:atxon).
s, this meaﬁure of cash

8.83 blllloTl in 1995 1

just under $3.0 billion in 1983 to $5.7 billion in 4

affect cash.




levels of pmfi

j o
V1) increased from $527:
|

Even without reducti lect speci ' available ca:%h figure
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(5) Stock Market Perfcrmance
As previously discussed, many of the large, publicly truded railroad holding companies
include a variety of businesses besides the rail carriers themselves. Therefore, even
more than the return on equity calculation previously reviewed,” any review of stock
market performance must be qualified by the fact that it is not a “pure” reftection of

the performance of the rail business.

With tha: caveat, performance of the composite of the lcading rail stocks vwhen
compared with the S&P 500 has been mixed in recent years. In mast vears, rail stocks
have underperformed compared with the market as a whole, although there was a brief
period in the caddy 1990°s when rail stock performance improved significantly. This
temporary improvement resulted primarily from the issuance of the opinion of
Presidential Emergency Board 219, which led to substantial work rule relief to the rail

industry.

This record of pcrfnmﬁmcc is graphically depicted in Exhibit Ko It shows that in the
period 1986 to 1990 rail stocks underperformed the market. In the period 1991 to
1993, largely as a reflection of the market’s anticipation of the beneficial effects of
PEB 219, the rail stocks showed above-average performance. Rail stocks have

returned to a below-average performance foilowing. the post-PEB 219 enthusiasm.

* The rewurn on equity calculation was based on only earnings from the rail entity, although those earnings
typically include well over $1.0 billion per year from non-rail gperations.

223 -
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Rail stocks have shown a cox;sistcnt disgd:’\;an' of price to book value,
compared tb the S&P SOO'average, as indica tL. In éddition, ﬂxrougf;put
all but brief intervals during ghis period, ratl stoc rienced a persistent disco,l_x?xt’
from the market average in pﬁce-m-eanﬁngs_“;ﬁulupl shown tm'E Exhibit M. Tlus j
disadvantage refiects the lower growth poter ’ .al ived cyclicality of rail |

stocks.

Essentially, these exhibits show that, even:\vith:fva‘s‘ productivity improvements and
considerable financial restructuring (e.g.; through spin-offs), stocks that do not earn

their cost of capital struggle to achieve even:an.av

(6)  Summary of Financial Performance
The financial performance of rail carriers has ihlpri;vé ibstantially ‘j‘in the period
since déregulation. From a state of serious physicé?, nd financial deterioration, the
railroads have experienced a remarkable recerry. De ation has given railroads
the ability to charge market-based rates and to make in ements m efficiency and
productivity that have driven do;vn costs. As a result, railroad eamings have
improved, and the measures of tinancial performance dxscq;scd above have reflected

the enhanced prospects of the industry.

Nevertheless, the industry is only now approaching‘aTSQate of financial health. Rail

carriers continue to face intense cio'mpgtitive, pressures: “‘_E n with the great
improvements in productivity and traffic incregSes;‘tha‘t e industry has experienced, :

measures of financial "pertbrmancc are still igélbw average, and most rai?roads are ixoﬁv 5




yet earning their cost of capital. There is still a way to go before the industry reaches

real financial heaith.

B. Incr LA to_Capital and Investme

The improvements in financial performance that the railroads have enjoyed since
deregulation have given them better access to capital. Under deregulation, the carriers
have been free to take steps to attract traffic, and have had relative freedom to set rates
to move the traffic. The ability to price in a-way that generates adequate revenues,
combined with improved productivity and decreasing cost, has resulted in imprﬁved
earnings. As is discussed in the preceding section, cash earned from rail operations

has increasingly been available to fund rail capital expenditures,

The increased cash flow available to fund capital expenditures has allowed railroads to
make substantial investments in facilities and equipment, including major <xenditures
on innovative technology. For example, rai! carriers have recently invésted substantial
sums in new locomotive technology to purchase 6000 horsepower AC traction
locomotives at $2.5 million per locomotive. Centralized dispatching, sﬁch as Union
Pacific’s Harriman Dispatching Center (a $54 million investment), and new
doublestack container facilities have led to improved productivity and thg ability to

compete for service-sensitive traffic.’ The result of this investment has:been

2l The rail carriers have directed capital investmeat toward prejects with the best returns. Much more remains
to be done to provide improved physical plant. For example, a recent article in the: Wall Street Journal (Sept. 19,
1996, at page 1) documents the significant k in rail infi at'ports: "expeits say it would cost at least
$4 billion to solve most of the missing links" at the ports. There is still a need for'very substantial capital
investments to construct facilities capable of handling the large volumes of traffic that move through these crucial
centers of commerce. Clearly, much more capital is needed in order to provide adequate .ervice levels for all
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improved service for shippers. This in turn has made it possible for railroads to attract
more traffic (and thus revenues) and to make continuing improvements in scvice

l:vels.

The willingness and ability of the rail carriers to make capital investments of this type
have been critical to their recent success and will be even more importan; in the
future. The watershed savings that came from one-time major. productivity events,
such as the post-Staggers massive route rationalization and PEBV219 crew consist
reductions, and that facilitated the rail carriers’ dramatic post-Staggers "catch-up" will
not be repeated. Further productivity improvements will be harder to come by and

will be even more dependent upon capital investment

Most importantly, the market-oriented policies followed by the ICC and the Board
have given railroads the opportunity to earn a competitive rate of return. The fact ihat
railroads are now approaching the ability to carn returns equal to their cost Yof capital
has given the industry improved access to the capital markets. The improved financial
performance of the railroads and the prospect that railroax_is will earn sufficient
amounts to maintain their plant and equipment over time have given investors reason
1o believe that, in the long run, they will be able to earn a competitive rate éf return
on rail investments. It is this improved access to capital that ensures that the rail

iadustry will be able to maintain a high-quality rail transportation system.

But iderable strides have been made.




Again, further financial progress is required for this industry to achieve stable, long-

term access to capital ~- rail carriers are not there yet. There is no opportunity to

"coast" in this business.

IV.  EFFECTS OF REVENUE LOSS DUE TO NEW RATE.REGULATION
Using 1994 data, Messts. Rockey and Klick have estimatedthat if the Board had

imposed new rate regulation under the so-called "intermeti' itc“ approach in this

proceeding, the Class I rail carriers ﬁould have experiénced :a loss in 1994 revenue
ranging from $1.5 billion to $2.4 billion.™ Such reductioﬁs_}in revenue would bring
with them no offsetting reductions in costs and so would:(except for reduction in taxes
otherwise payable) ripple right down through the income statement and:through to cash
flows, dollar for dollar. Particularly when the effect on the industry’s narrow caéh
flows (see diﬁcussion at pages 2 and 20-21 above) is considg;e&, losses of this

magnitude would be devastating to the industry. Such losses. would rev:erse much of

the progress made in recent years and interdict the flow of capital into the business.

2 Messrs. Rockey and Klick estimate that the railroads would suffer an even greater revenue los; if the Board
were to adopt the proposals put forward by the shippers in this proceeding. .
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A.

Pro Forma Effects of Revenue Loss

The pro forma effects of a revenue loss of $1.5 to $2.4 billion on the successive

elements which comprise cash flow of the industry would be as follows:

TABLE VII
PRO FORMA EFFECTS OF REVENUE LOSS®

1995 Reduction (000:000) % Reduction
Actual i
000.000 Low High Low High

Gross Revenue $32,279.5 -81,5000  -$24000 -4.6% -7.4%

Net Revenue $6,124.9 -$1,5000  -$2,400.0 -24.5% -39.2%

From Railway

Operations ] ,

EBITD $8,829 4 -$1,500.0 ~$2,400.0 -17.0% -27.2%
Free Operating $3,110.1 -$1,5000  -$2,400.0 -48.2% -11.2%
Cash Flow : )
Net Income $3,503.0 -§937.5  -$1,500.0 - 268% -42.8% A
Cash Flow $930.0 -$937.5 -$1,500.0 -100.8% -161.3%

From Rail :

Operations

As can be seen in Table VII, while the losses reduce gross revenue by 4.6% to 7.4%,
the effect on Net Revenue from Railway ‘z.rations s a reduction of 24.5% to 39.2%.
Even when buffered by the reduction in taxes that would accompany"v such a loss of

revenue, net income would be reduced by an even greater-percentage, from 26.8% to

42.8%.

3

All figures have been adjusted to climinate special charges. A 37.5% incremental tax rate has been applied
in these calculations.

Because 1995 rail revenues were significantly higher than 1994 rail reve
had used 1995 data in their analysis, they might have arrived at evén higher
this reason, my analysis in Table VI may understate the pro forma effects of:im
approach. RN

enues, if Messts. Rockey and Klick
nates of possible ue loss. For
olementing the “intermediate® )
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The effect of cuts of this magnitude is severe on virtually all measures of financial
performance, but their deeply destructive consequence is best illustrated by their
impact on the various measures of cash flow. Free operating cash:flow (line 9, Table
VI) would be cut by 48.2% to 77.2%, to levels that would bring it to $700 million to
$1.5 billion. The danger in that reduced level is obvious. Fixed charges paid by the
rail carriers in 1995 (line 10, Table VI) were just over $1.0 billion and therefore
would have consumed most if not all of the rest of free operating cash flow even

N

before payment of taxes. In fact, with the levels of capital expenditures experienced in

1995, cash flow from rail operations after interest and taxes would have been

completely eliminated in 1995 with revenue loss of this magnitude.

B. Effects on Measures of Financial Performance

The fizst order effects of revenue losses of this magnitude would include the following

effects on the measures of financial performance discussed in Part 111 above.

1) Operating Ratios
The Class I composite operating ratio, 81.0 in 1995 (before special char; ges of
$1.74 billion, or 5.4% of gross rail revenue), would increase on a pro jorma
basis by 4.6 to 7.4 points, to a range of 85.6 t10-88.4. Sucha §Mnge in this
measure would set the industry back by nine years, to operating ratio levels

attained in 1086.




(2) Return on Investment
Return on investment, which was 9.68% without special chakges (7.0% after
special charges) in 1995, would be reduced io a range of 6.3% to 7.6%,

reverting to levels achieved in 1988 (see Table IV). Obviously, with a cost of

capital of 11.7%, this relapse by the industry in its earnings capability would

cause capital to seek its returns elsewhere.

(3) Return on Equity

Return on equity, 11.7% before special charges in 1995, would be reduced by

between 3.2 and 4.8 percentage points, t0 6.9% to 8.7% on a pro forma basis,
in a world where the typical S&P Industrial stock earned a 22% return on | j

equity in 1995.

(4) Cash Flow
Table VI (line 12) shows that in 1995 the Class I rail carriers génerated $930 :
million in free cash flow (without special charges) after taxes, interest and | W’
capital expenditures. As shown in Table VII above, a loss of pre-tax operating »
income of $1.5 to $2.4 billion would reduce cash flow, after tax effects, by ;
between $937 million and $1.5 billion per year. Thus, loss of revenues even at |
the low end of the range discussed by Messrs. Rockey and Klick“_would
completely eliminate the free cash flow the industry produced from rail
operstions in 1995, leaving nothing from rail opetatiogs for dividends, which

are critical to the appeal of the common equity stocks in this induistry.
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(5) Stock Market Performance

Changes of this magnitude would dramatically and negatively affect the

standing of the rail industry in the capital markets. Because rail stocks

‘ trade to reflect an appropriate muitiple of earnings, stock market values

could be expected to drop by an amount that would at least correspond
to the 26.8% to 42.8% drop in net income. These values C(!\:ﬂd decrease
even more as the industry’s price-earnings ratio contracted further (from
its already discounted levels, see Exhibit M) to reflect this nci_av

uncertainty and diminished industry prospects.

C. Effects on the Railroads’ to ital and on Rail Industry Investment

If the railroads were to experience the magnitude of revenue loss estimated by Messrs.
Rockey and Klick, there would be serious consequences for the rail industry’s future.
Unless the railroads could find very substantial new sources of cost savings (and those
savings could be preserved for the railroads themselves, rather than paésed onto
customers), the industry’s profitability would plunge, as described in the preceding
sections. It is unrealistic to expect that such new sources of” savings could be found in
the face of severe revenue losses. Past cost reductions reﬂécting one-time savings
(such as reductions in crew consists and abandonment of inefficient routes) cannot be
repeated. Future cost reductions depend heavily on éontinuing capital investment that

will yield new productivity gains. In short, it cannot be assumed that thé revenue

losses resulting from new rate regulation will be offset by cost reductions.




In addition to and because of the first order effects described in the previous section,

the industry’s access to Cayital to maintain its system would be severely diminished.
Once it became apparent that return on investment and return on eqﬁity weie likely to
be at levels below a competitive rate of return on a long—,_term basis,i the job of rail
managers would shift to the work of withdrawingvcapitalgas quickly as possible so that
it could be redeployed to higher-return investments outside the railroad industry or
returned to shareholders. This is what occurred prior to.the Staggers Act with such
companies as Penn Central, and it would happen again if new r=gulation caused the

railroads to be seen -- accurately -- as wasting assets.

Such developments would have a devastating impact on investment in the rail

transportation system. Capital expenditures by the industry would have to be
reduced.® As an indication of the magnitude of such potential reductions, capital

expenditures were only $3 7 billion in 1987, when the industry’s operating ratio was

87.2 (approximately the level to which a revenue loss of $2.4 billion could drive the

operating taiio on pro forma 1995 figures). This is approximately half of the level of

capital spending by the industry in 1995.* With capital expenditures cut so
substantially, it is easy to foresee the spiral of reduced service quality, followed by

further reduction in freight revenue, which such a reduction would entail. Clearly,

 Recent improvements in cash flow and retumns on invested capital have elicited a sharp increase in levels of

capital expenditures. For example, capital expenditure levels increased by 58%:in.current doilars (38% in constant
doliars) just between 1990 and 1995. A reversal of the profitability and cash fiow trends would force capital
expenditure levels downward. :

25 in 1995 dollars, the 1987 level of capital expenditures equates to $3.9 billion, less than 70% of the 1995
capital expenditure level. ’
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revenue reductions of this magnitude have the potential to inflict cétastrophic damage

on the railroad industry.

Even apart from the projected iinpact of a seduction in operating profit of $1.5 to $2.4

billion, the mere uncertainty that would result from changing the governing principles

for rail rate regulation would lzad to an immediz:e significant :edtx&ion in access to
capital for the rail industry. Current expectations that railroads will be able to earn a
competitive rate of return are based in part on a settled understanding of the current
regulatory regime, under which railroads have been largely free to establish rates on
the basis of market forces. If the Board imposed new rules ‘mvolviné re-regulation of
certain rates, even if years of litigation were required to work out all the details, the
unceriainty about the effect on rail revenues and e.saings would produce an immediate
adverse reaction in the :arkets. Rail stock analysts’ judgments promptly reflect any
changes, or even possible changes, that may adversely impact the industry. The result
would be to reduce the railroads’ access to capital and to increase their costs for the

limited capital that would be available to them.

V.  CONCLUSION
Since deregulation, the railroad industry has experienced a dramatic transformation.
Rail carriers, which legally used to establish prices togéther in rate bureaus, now
compete head-to-head with each other and vigorously with other modes., The rail
industry has used all of its ingenuity to keep its market share of ton-miles barely even

with levels attained twenty-five years ago. The industry has experienced steadily
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falling average unit prices follbwing’ the §mgg§;s / Meanwhile, the costs of inpu;é
used by the rail carriers to conduct their buéin§$s ntinued '.oirise in line with '

the rate of inflation.

This phenomenon has required that the rail carr xtraordinarsf means to bring

their costs down, to close the revenue-vost gaj Exhibit B), and io improve

@

source of productivity gain is not likély't
scale in the future. E
The results of PEB 219 for crew consisp»re:
the rail carriers to reduce their employﬁjeh

improve efficiency will obviously continue,

With the benefit of these productivity improvements and lhro portant capital investment '
in plant and technology, the rail industryihas, in fact, Sio@ig ts.unit costs down very
significantly, permitting rail carriers 1o improve profitability; eve rates havé been forced

dc- by the competitivé environment.




O O DN SO

Aks‘a consequence, when corﬁpmd with the "road behind" -- the industry’s woeful financial
status of the 1960’s and 1970’s - the industry’s financial situation now is far,béner by
virtually all measures, such as operating ratio, fetum on investment and cash ﬂb\_v. The$e
improvements could not have occurred vwithout deregulation, and they have brought the rail
industry to a point where the capital markets believe that the prospect exisis for earning the
cost of capital. Although still not at levels prevailing among typical industrial companies,

financial results are better.

Still, further improvement is required. The "road ahead" must allow for returns that will
continually direct capital to the railroad industry from the myriad of alternative investment

opportunities.

The prospect of revenue reductions of the magnitude that Messrs. Rockey and Klick estimate ‘
Vwouid flow from the "intermediate" approach, which would reduce net income by between
27% and 42% and virtually ‘eliminate free cash flow \from failroad operations, would be
-deeply threatening to the industry. It is clear that cash flow limitations of such magnitude
would rcqﬁire serious curtailments in capital expenditure levels. Diminished investment
returns would require managers to redirect any available capital toward other, better earning

non-rail alternatives. Such a scenario would threaten all that has been accomplished in the era:

of deregulation.
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ROBERT W. ANESTIS

Mr. Anestis is President of Anestis & Company, a Westport, Connecticut based investment
banking and financial advisory firm. The firm provides financial advisory services to a group
of clients. throughout the United States. The firm also has originated and participated as a
principal in acquisition and restructuring transactions since its founding in 1986. Mr. Anestis |
has served on the boards of a number of companies in which he holds investment positions,
.including Champion Enterprises Inc., Major Realty Corporatlon, Acceptance Insurance
Compames and Vector Distributors, Inc

The firm has extensive involvement in the railroad industry and has provided advice to nearly
all Class I rail carriers in the United States and to the two principal Canadian rail carriers. ‘
Anestis & Company acted as financial advisor to and co-investor with the Management Group |
of CNW in connection with its management-led buyout in 1989. Mr. Anestis has provided
economic and financial testimony before nine Presidential Emergency Boards, including
Presidential Emergency Board No. 219, which directed significant reductions in crew consists.

Mr. Anestis has been active in the railroad industry for more than fifteen years as an attorney,
an executive, a financial advisor and a principal. From 1982 to 1986 he served as Executive
Vice President and Chief Planning and Financial Officer and then as President of Guilford
Transportation Industries Inc. and as a Director of Guilford and its subsidiary railroads, Maine
Central, Boston and Maine and Delaware and Hudson. In that position he was responsible for
the financing, negotiation, structuring and clearance through the ICC approval process of a
series of acquisitions which created what was then the 16th largest carrier in the U.S. with
more than $300 million in annual revenue. From 1971 to 1982 he practiced law with
Kirkpatrick & Lockhart in Pittsburgh, Pennsylvania (becoming a partner in 1977), with a
practice centered on acquisitions and mergers.

Mr. Anestis received his B.A. degree from Yale Uniﬂ'crsity in 1967 and his MBA and J.D.

degrees from Harvard University in 1971. He scrved as a Captain in the U.S. Air Force in
1973 and 1974.
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Verification

I, Robert W. Anestis, declare under penalty of perjury that the foregoing is
true and correct. Further, | certify that | am qualified and authorized to file this verified

statement. Executed on October /‘*. 1996.

Robert W. Anestis




VERIFIED STATEMENT
GF

WILLIAM J. BAUMOL AND ROBERT D. WILLIG

Our names are William J. Baumol and Robert D. Willig. William J. Baumol
is Professor of Economics and Director of the C.V. Starr Center for Applied Economics at
New York University and Professor Emeritus at Princeton University. Robert D. Willig is
Professor of Economics and Public Affairs at Princeton University, where he teaches in the .
Econemics Department and the economics program at the Woodrow Wilson Schoo!l of Public
and International Affairs. We have previously provided testimony and have written
extensively in j&umals and books on subjects related to the current proceedings. Our
qualifications are reported in more detail in Appendix A.

Summary

The proposed modifications of the Board's rules governing maximum rate
regulation would seriously undermine the benefits offered by the current system of cfficient
railroad regulation. Both of the alternative options currently under consideration would halt
the progress railroads have been making toward achieving adequate revenues and prevent
them from recouping the future investment outlays they will need for maintenance, upgrading
and modernization of plant and equipment, as well as expansion of capacity where it will be
needed to meet the changing requirements of shippers.

These new proposals appear to be inspired by a pair of suspicions: (1) that

railroad earnings on movements that utilize botileneck facilities have a discomforting

appearance of monopoly returns, and (2) that such earnings violate the valid rule for the
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pricing of end-to-end services' that forbids those prices to exceed the stand-alone costs of
those services. We will demonstrate here that neither of these suspicions has any
justification. First, we will show that so long as end-to-end prices do not exceed their stand-
alone costs’ there can be no monopoly cemponent in the earnings from a movement over a
bottleneck. Second, we will show that, in these éircumstances, the earnings attributable® to
a boutleneck service* may exceed what could be thought of as the stand-alone cost of the
bottleneck but will not exceed what would be required to secure the entry of a stand alone
bottleneck entity in an effectively competitive market. This is because, in an industry
characterized by substantial fixed and common costs, the very notio: ¢! the stand-alone cost
of an isolated component of end-io-end service is seriously misleading and, in a sense,
meaningless. The only prices that would allow a bottleneck to “stand alone™ in conjunction

with assets priced to cover their incremental costs® would be prices that covered all the fixed

! An end-to-end service is the origin-to-destination service provided by a

railroad. It is, for purposes cf economic analysis, the railroad’s final preduct.

-
2

The stand-alone cost of a service is the cost that an efficient entrant would
have io incur (per unit of auiput) to supply that service.

3 We say “the earnings arttributable to™ because the bottleneck service can be
part of an integrated end-to-end service provided by one entity and/or a separate service
offered in conjunction with non-boettleneck services provided by other entities.

4 Bottleneck services are the services of a facility owned by a single firm for
which no good substitutes are available and that can be used as the inputs of an end-to-end
service by bath the bottleneck owner and by its competitors in the supply of end-to-end
services.

s The incremental cost of a service is the (per unit) cost, including the
incremental capital cost directly imposed on the supplier firm by its provision of the service
in question. However, incrementaj cost never includes any contribution toward the fixed and
¢c-amon costs of the enterprise. That is because a piece of equipment that is needed for each
of two services, A and B, would still be required to provide service A even if B were

2.
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and common costs of both the bottleneck and the other assets required to provide the service
in question. Pricing that covers ihe overall costs of end-to-end movements also encourages
carriers voluntarily to enter into arrangements that utilize the most efficient routes and that
promote the efficiency in rail operations that is the hallmark of effecitive competition.
Nothing in the ongoing process of reforming the regulation of electric utilities and
teleccmmunication companies contradicts this analysis.
The basic misconception that seems to underlie the alternative rules under
consideration for the pricing of bottleneck services is a false analogy -- the idea that if a
stand-alone ceiling is appropriate for end-to-end service, it must he appropriate for bottleneck
services as well. This may rest on the notion that if a bottleneck service is priced above its
stand-alone cost then it will, by definition, be profitable for an efficient rival 1o enter and
offer competing bottleneck services at the same price or one that is slightly lower. Bat this
is a total misunderstanding. The bottleneck services are clearly worthless to the entrant or to
anyone else unless the remaining (competitive) route segments served by the bottieneck
remain in operation. But if the price of the end-to-end service overall is below the
compensatory level, and the costs directly associated with the bottleneck are covered, it
follows beyond any question that the competitive segments cannot be paying their way. The

rest of this sad story is obvious. Some or all of the competing providers of non-bottleneck

discontinued or had never been offered. Hence, that equipment is not part of the incremental
cost of service B, and it is not part of the corresponding cost of A for exactly the same
reason. The incremental cost of a service, which will vary over time and the circumstances

under which the service is offered, may be very different from the variable costs measured
by the Board’s Uniform Railroad Costing System.

-3-
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services will be driven out of the market. The bortleneck entrant will be threatened with an

end to its traffic, and the shippers will suffer along with the insolvent railroads.

Thus, the only viable solution, the only solution consistent with business
principles of the free market, is that the railrcads mus: be permitted compersatory rates on
end-to-end services, including coverage of the fixed and common costs as part of the stand-
alone cost of that service. Since any competitive segments of a service could contribute little
or nothing above their incremental costs if they had to be priced separaiely through
competiiion between alternative service providers,‘the bottleneck segment, if it were priced
separately, would have to make up for the shortfall. So long as the end-to-end service price
is not allowed to excee_d the stand-alone cost of the service, monopoly profits are
impossible. That is the "bottom line" of the analysis showing why the current regulatory

arrangement serves not only the interests of the nation in an efficient rail network and the
interests of the railroads themselves, but the long-run interest of shippers in keeping rail
prices at the jowest levels consistent with viability of the railroads that strve them.

Finally, it should also be emphasized from the very beginning of our analysis
that the nation’s railroads are business firms, with the responsibilitics, problems and needs of
other business firms. Their special cost structure does, however, raise problems that many
other firms do not face, and that lead to their special pricing réquiremenr.s. Along with other
business firms, they and the general public will benefit from as much freedom from

regulation as can reascnably be allowed, given their circumstances and the requirements of

the public interest.
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Totroductions’

For almost twenty years, we, as well as dozens of other economists,® have
been advocating certain basic rules of economic efficiercy that we believe should govern
regulation of the railroads and other industries in order to serve the public interest. After
passage of the Staggers Rail Act of 1980, this BoaiJ’s predecessor agency, the Interstate
Commerce Commission, adopted rules founded on those economic principles, including its
rules for measurement of adequacy of revenues, its competitive access rules, and its rules for
the regulation of maximum reasonable rates, Constrained Market Pricing (CMP).

Approximately a decade has passed since the ICC completed its basic
determinaiion of these rules of efficient pricing for railroads. Quite appropriately, this Board
has decided to review those guidelines. The Board has referred to two possible alternatives
1o the current rules governing the rates that are to be charged for services to or from points
exclusively served by cne railroad. One alternative would permit shippers to require
railroads tc .iterchange traffic at the point nearest the exclusively-served origin or destination
and to receive a rate for that part of the through movement that covered only the purported
stand-alone cost of the bottleneck service. The other would maintain the current practice of
allowing rates to be set on au end-to-end basis but change the rules governing the stanlard of
maximum reasonableness to limit the end-to-end rate to the sum of the purported stand-alone

cost of the bottleneck service and an actual or imputed "competitive” rate for the non-

s See, e.g., Ex Parte No. 393 (Sub-No. 1), Standards For Railroad Revenue
Adequacy, Economists’ Statement in Support of the Staggers Act, attached as Appendix A to

Joint Verified Statement of William J. Baumol and Robert D. Willig filed August 4, 1986 on
behalf of the AAR.

-5-
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bottleneck portion of the move. The question posed by both of these proposals is whether

it still makes sense to allow railroads to charge rates that cover up to the full economic
costs of efficient movements, or whether, in response to shipper requests, full cost
recovery should be allowed for only the bottleneck portion of the moves.

With any set of regulatory rules, it is surely desirable to reconsider their
performance from time to time and to examine whether some improvement in the
arrangements is desirable. In the case of this critical issue, we are confident that it will be
found that the proposals identified by the Board are not justified, and, indeed, would be
dainaging to the long-run interests of the general public, the railroads, and even those
shippers who may believe their interest lies in such a change in the rules.

The fact is that, since the Board’s efficient pricing rules in question were

adopted, railrcad service'has demonstrably improved. From the deteriorating core rail
network of the 1970s, parts of which were near collapse, there has been a dramatic
improvement and a transformation into an efficient and effective system for raii
transportation of the nation’s freight. After correction for inflation, average freight rates
have declined dramatically -- by over 50 percent. Simultaneously, productivity has increased
dramatically. For example, since 1983 railroad output per employee (measured in revenue
ton-miles) has increased 170 percent. While railroad earnings are not yet adequate, they
have moved toward that standard. The additional revenues have allowed the railroads to
increase their capital investment. The railroads’ annual capital investment has almost
doubled since 1983. See Verified Statement of Robert W. Anestis. ‘The Board’s efficient

pricing rules deserve a significant part of the credit, having contributed by offering the

-6-

511




appropriate incentives, and replacing forms of regulation that systematically stultified the

industry.

The beneficial role of the Board’s rules has not been not fortuitous. They
were carefully designed on the basis of rigorous analysis, in accord with the competitive
market guidelines for economic regulation and the principles for public-interest pricing. That
is, the rules were carefully designed to replicate the behavior and outcomes that would occur
in a competitive market and satisfy necessary conditions for economic efficiency.

By contrast, the outcome sought by the shippers who advocate the
abandonment of these rules would not be the same as a competitive market would bring.
They seek to use regulation to limit the rates railroads may charge to levels well below those
that would occur in a coml;etixive market. They ask the Board to limit the rates charged on
“bottleneck” segments and to force the railroads to set what they tenﬁ "competitive” rates on
“non-bottleneck™ segments.

Such rates cannot sustain these “non-bottleneck™ segments, which make up
much of the rail system and are indispensable parts of the overall railroad network.
Consequently, such rates would not occur in competitive markets except in an industry
destined for early termination by lack of need for its products or services. In competitive
markets, to the extent demand permits, rates allow firms to remain in operation, yet can rise
no higher than the stand-alone cost of providing the final product, here, origin-to-destination
rail service. If rates are not free to rise to this level, firms characterized by substantial fixed

and common costs will not enter those markets because they can never hope to recover their

cost of entry, and firms already in the markets will exit as quickly as they can. On the other
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hand, if rates were to rise above that level, firms would face new entrants whose prices

would descend to the level just sufficient to cover the cost of entry. This competitive-market
result is also attained under the present structure of rate regulation. The proposed changes in
that structure would preclude the results that competitive markets achieve and would
dramatically circumscribe the provision of efficient railroad service.

How, then, can the competitive outcome be retained?

As we have consistently emphasized here and before other agencies, we must
begin by recognizing that there is, by definition, no intramodal competition over the
bottleneck. By definition, so long as it remains a bottleneck, there cannot possibly be any
change in bottleneck pricing that can increase competition in: the bottleneck arena. The
pertinent question is how competition can best be promoted beyond the bottleneck. The '
answer, widely espoused by economists and long accepted by this Board, is to ensure that the
bottleneck carrier does not price to foreclose efficient routings. Again, this is carried out by
the Board’s current competitive pricing rules, while the proposed changes now hefore the
Board would have the effect of undermining, rather than promoting, competition by
precluding the efficient portions of the rail network from earning adequate revenues.

For these reasons, there is nothing to be gained and much to be lost from the
proposed changes in the Board’s rules. Under the current rules, we have seen the most
dramatic improvement in a regulated industry’s performance since modern economic
regulation began more than a century age. The proposed changes promise only to stifle the

ongoing process of improvement and turn the clock back to an earlier era of poor service,

disinvestment, and inadequate competition.
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We urge the Board to reject these proposals.

L The Basic Requirements for Proper Regulation of Railroad Pricing

The Board’s efficient pricing rules are designed to limit the prices of rail
services sold in markets in which competition is not strong enough to protect the public
interest. The rules are therefore designed to serve as a substitute for the forces of
competition and to replicate the results of competition as closely as possible.

That is, the rules constrain the regulated firm tc behave as it would if it were,
contrary to the facts, operating in an effectively competitive market. However, they also
leave the regulated firms with all of the freedom of decision making that would be available
to them ir an effectively competitive market. The rules follow the competitive market
standard because the workings of competitive markets serve to protect fully the interests of

consumers as well as the legitimaie interesis of rival firms.

The regulation of the pricing of bottleneck services should be in accerd with

the principles underlying these rules; in particular:

No price for an end-to-end service is to exceed the corresponding
stand-alone cost.

The price for bottleneck services (where they are separately priced) is

to be set so as not to foreclose the use of the most efficient route for
the end-to-end service.

We will show that consistency with these principles requires that the price for bottleneck

services (where they are separately priced) not preclude the ability of the network to recover

its forward-locking efficient costs.
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In competitive markets, prices for final-products (in the railroads’ case, end-to-
end services) will at times be as high or almost as high as stand-alone cost, but they cannot
exceed that level because at any higher price, by definition, entry by another firm will
become profitable and entry will therefore occur, driving prices back down to the competitive
range. Thus, under regulation, end-to-end railroad services must supply no monopoly rents
to the railroad- or railroads providing the service. By monapoly rents we mean long run
profits that are higher than the normal profits that a firm would earn in 2 competitive market.
Competitive markets, however, when demand is sufficient, will permit prices to rise to stand-
alone cost.

Regulation must allow the same result; to do otherwise would be to prevent
survival of the end-to-end s-ervice and, before its demise, to condemn the service to
deterioration of plant and equipment and markedly inefficient operétion. That would
seriously damage the efficiency of the economy and even the long-run welfare of the
complaining shippers by depriving them of the means of transportation that patently best
serves their needs.

Regulation must also ensure that the bottleneck operator does not use its
position to foreclose the ability of consumers to choose the efficient service provider beyond
the bottleneck. Since bottleneck services can be used both by the bottleneck owner and by
its competitors, the bottleneck owner must leave a level playing field in which competitive
success depends on the relative efficiency of the rival routes.

While the logic of these requirements is virtually self evident, they have in the

past been subject to misapplication -- both by those who may not fully understand the
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implications of the logic and by those who seek their own particular and short term

advantages at the expense of the public interest. Most critically, there appears to be
confusion about two issues: first, which price -- the price for the bottleneck services or the
price for the end-to-end service of which the bottleneck is a part — is the proper subject of
regulation and what is the maximum allowable level of that price; and, second, how to
ensure a level playing field for competition between routes that utilize the bottleneck. We
explore these concepts below and conclude, first, that, in the railroad industry, the proper
subject of regulation is the price of a complete end-to-end service, which should be permitted
to rise to the stand-alone cost of the end-to-end service, and no higher. Second, we conclude
that the best assurance of sustainable competition remains regulation which ensures that
bottleneck owners have every incentive voluntarily to enter into relationships with their

connections that ensure the use of the most efficient route that requires the use of the

bottleneck.

The First Specific Requirement for the Regulation of Pricing for Bottleneck

Services: Regulation Should Permit Prices To Cover All of The Costs of Efficient
End-to-End Services.

A. The Public-Interest In Sustaining Efficient Railroad Services Requires that
Maximum Price Regulation Be Limited to Prices for End-to-End Services

The most tempting misapplication of the basic rules governing railroad price
regulation is the notion that the pricing rule appropriate for the pricing‘ of final products

should be applied to the pricing of bottleneck services. In particular, it is tempting to argue
that because the revenues from end-to-end services should not be permitted to exceed their
stand-alone costs, the same should be required for the revenues atiributable to bottleneck

<11 -
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services. A little consideration of the matter shows that this conclusion is entirely

indefensible.

One reason is that such z rule would preclude financial viability of the services
in question and the railroads themselves. Let us review why this must be so, that is, why
neither the end-to-end services nor the railroads can survive financially if the price of
bottleneck services covers only the cost of replacement of the bottleneck facility. Here it is
helpful to think of the inputs of an end-te-end service as having three parts: (1) the
competitive facilities that are incremental to the service; (2) the fixed and common facilities
and (3) the bottleneck facilities. For example, the track of a railroad is iargely a fixed and
cemmon cost serving simultaneously the many types of freight the railroad carries, and is not
part of the incremental cost of any of them. It is clear that such fixed and common costs
coustitute a substantial share of rail outlays.

As is well known, with vigorous competition in the non-bottleneck portion of
an end-to-end railroad service, market forces can be relied upon to drive the prices of that
portion of the rail service toward incremental cost. If the revenues attributable to the related
bottleneck services are not permitted to cover more than the purperted stand-alone costs of
the boitleneck(s), it follows inexorably that there would be no source from which to recoup
any of the very substantial fixed and common costs of the end-to-end movement. There can

be no simpler recipe for rail insolvency and financial disaster.
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Bottleneck Services In Effectively Cumpetitive Markets

We know how the market mechanism handles such a problem. Suppose that
we are dealing with a totally unregulated industry with cost characteristics similar to those
just described, but with absolutely no cost or other impediments to rapid entry and exit.
Such an industry is said to be contestable. In our example, there is a bottlenerk and a
competitive input, but the monopoly 0wﬁer of the bottleneck is forced to operate like a

competitor by the constant threat of entry -- the threat that if price is too high a rival supplier

of bottleneck services will enter and take away the business.

Now assume first, that as a consequence of actual and potential competition,
none of any firm'’s activities is compensated sufficiently to cover more than (a) the
im:remémal costs of sciue portions of its operation and (b) the purported siand-alone costs of
a few other portions. With little or nothing left over to cover the fixed and common costs of
their services, some of the firms will inevitably be driven out of the field, and no firm will
have any incentive to enter. Eventually, there will be one or a few firms left in the field,

and the price of the final product will move to a level just sufficient to cover all costs, both
incremental and fixed and common. [f the competitive services remain competitive and
continue to cover no more than their incremental costs, as one expects in effectively
competitive markets, then the price for the bottleneck services will have to cover fully both
the costs of the supply of the bottleneck services and the fixed and common costs. That must
be so, because in this competitive scenario there is no other source of the needed revenues.
This, then, is how one expects prices to be set in industries whose

competitiveness is ensured by perfect freedom of exit and entry, but which have fixed and

-13-

518




common costs of any substantial amount. Prices will equal the stand-alone cost of the final

product. If bottleneck and competitive services are priced separately, the prices for the
bottleneck and competitive services will in total cover all fixed and common costs of the final
product.

Universally recognized economic analysis shows that exactly the same outcome
must emerge where the industry’s operations are characterized by significant economies of
scale or density, because, in any such case, if each element of a firm’s activity receives
revenues no higher than its incremental cost, the total revenue of the firm must always be
insufficient to cover its total c.ost. Therefore, in any such case, the competitive market
forces will always lead to final-product prices that cover more than the sum of incremental
costs and that do cover total costs, with bottleneck services covering the difference.

However, because of the constant possibility of entry, no individual final product of any firm
will be able to sell at a price that exceeds its stand-alone cost, thereby ensuring that the firm
earns no monopoly profit on any one or any combination of its products.

The Unavailability of Stand-Alone Bottleneck Services As
A Part of Under-Compensated End-to-End Services

It is tempting to ask why it is that, if the revenue attributable to the stand-
alone bottleneck service covers the stand-alone cost of the bottleneck service, no firm will
enter to provide just the bottleneck service. This scenario invites a serious misunderstanding
particularly threatening to rationality in rate regulation. The reason that no firm will enter
the botideneck service is because the bottleneck provider cannot survive without the
availability of a supply of the remaining components of end-to-end service. Otherwise, who

will want to buy any bottleneck service? Viability of the supply of remaining components
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can be ensured only if the end-to-end service covers all of its fixed and common costs: those

of the bottleneck; those in commeon with the other links of the production chain if the final
product is to be produced; and those of the other links. A firm will not enter as a segment
provider unless the final product is paying enough to cover all these costs; otherwise, in a
perfectly contestable market, it can expect the exit of the other firms in the joint production
chain and the failure of its investment in the ostensibly- profitable bottleneck segment.

“Stand-Alone Cost” Is Not The Competitive Entry Price For A Railroad
Bottleneck Component Of End-to-End Rail Services

The preceding discussion has another, rather startling implication. It shows
that, in general, what might be thought of as the stand-alone cost of a bottleneck portion of
an end-to-end route is not the entry price for a bottleneck railroad. Here it should be
recalled that the practical purpose of the concept is to determine the price at which it will pay
an efficient entrant to come in and compete in the supply of the item in question. However,
we have just seen that whether it will pay the entrant to do so depends, in the last analysis,
not on the price at which the entrant firm chooses to offer the bottleneck service, but on the
price of the final product (the end-to-end transport) upon which the demand for the
botileneck component depends. If the end-to-end price reduces demand or makes it

unprofitable to supply the remaining inputs that are needed to provide the final product there
may not exist any bottleneck price that permits profitable entry. That is, what might be
thought of as the bottleneck stand-alone cost is not jtself the entry price for a bottieneck
raiiroad.

Most important, under the rate regulation rules now under consideration,

limiting the price of bottleneck services to their purported stand-alone cost would prevent
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compensatory pricing of end-to-end service. Thus, the proposed rules would prevent the

bottleneck price from making it profitable to eater into the provision of bottleneck service.
In short, only end-to-end service has a stand-alone cost that can rationally be used as a

|
ceiling for railroad rates. |

The Case of Interﬁne Railroad Service

The principle we have been discussing, that railroad regulation should be
concerned only with the price of the final product (railroad end-to-end service), is readily |
acceptable where there is only one railroad providing the service. It seems less readily’
accepted in the case of interline service and, indeed, the proposals before the Board directly
atiack the idea. But under rational regulation, the same maximum rate rules apply to service
by one railroad over a single-line route as apply to service provided by two or more railroads
over a joint line route. The reason is that, in competitive markets, the prices of two end i
pruducts will be the same if their costs are the same no matter whether they are produced by
one firm or twenty firms each providing a different part of ihe end product. There may well
be negotiations over the division of that revenue among the joint producers, but there will be
no question about the overall end-to-end price. Economic efficiency clearly requires that

final product prices reflect their competitive economic costs, not the number of firms among
which the production process happens to be divided.

Once a defensible and sustainable rate is set fo; end-to-end service, the only i
proper roie for regulation to protect consumers is to ensure that the apportionment of that
rate between segments of the route is consistent with both efficient routing and the economic

survival of the efficient route. As we explain in Part III, the Board’s current regulations
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provide the proper incentives for the apportionment that resulis from free bargaining between

the interlining railroads to meet both criteria.

B. ‘The Proposals Bemg Considered By The Board Violate The Railroad End-

to-End Service Pricing Principle
The Board has sought comments on two proposed alternatives to its current
maximum rate regulations, one offered by the shippers in these cases, and one which the
Board has termed an “intermediatc approach.” Both proposals are inconsistent with the
public-interest requirement that pricing of bottleneck services be regulated under the railroad
end-to-end pricing rule. In this section we discuss why that is so and discuss the 'pemicious
effects that are likely to be caused by the failure to follow this requirement.

It is obvious that the shippers’ proposal would not regulate rates on the basis
of the price for the final-product. It is only slightly less obvious that the "intermediate”
approach suffers from the same defect.

As we understand the "intermediate” approach, the Board would calculate the
‘maximum rate for a movement by adding together the purported stand-alone cost for the
bottleneck portion of a move plus "the cost to the [bottleneck carrier] of purchasing rail
service over [the non-bottleneck] portion from a connecting carrier (if there is sufficient
evidence as to that cost).” August 27 Decision at 8. Apparently, the Board expects to

identify the lowest "competitive” rate offered by, or imputed to, a potential interline

partner.’

7 We have great concerns as to how the Board would apply the "intermediate”

approach in those cases where there is no evidence of the “competitive” rate quote from a
connecting carrier. Much can be lost for the public interest if the Board were to return to
the days of regulation by rate comparisons, an indefensible procedure that has long been
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The rate for the non-bottleneck portion will aimost certainly be beiow the

stand-alone cost of that segment. As is well understood, where there arz two {or more)
directly competitive routes, rail rates will tend towarus incremental cost, which is well below
stand-alone cost. The same result occurs where railroads are rivals for a non-bottleneck
segment of a move; the rate "offered” by the connecting carrier will approach incremental
cost. This can occur not only where the connecting carrier is a direct rival, offering an
alternative route from the bottleneck to an endpoint, but also where connecting carrier is an
indirect rival, offering a route to an aliernative endpoint (for example, a route to a different
coal mine).

Thus, like the shippers’ proposal, the "intermediate™ approach will generally
yield results that are inconsistent with revenue adequacy. Under both, the shipper will pay
for end-to-end service a rate equal to the purported “stand-alone cost” for the bottleneck

portion and a rate approaching ircremental cost for the non-bottlenieck portion.® Either

disavowed by the Board. We have described the pernicious effects of rate comparisons
elsewhere. See, e.g., Ex Parte No. 347 (Sub.-No. 2), Rate Guidelines -- Non-Coal
Proceedings, Joint Verified Statement of William J. Baumol and Robert D. Willig filed
July 31, 1987 on behalf of the AAR; Docket No. 37809, McCarty Farms, Inc. v. Burlington
Northern R.R., Joint Verified Statement of William J. Baumol and Robert D. Willig filed
August 7, 1987 on behalf of Burlington Northern Railroad; Docket No. 38239S, Amstar
Corp. v. Alabama Great Southern R.R., Statement of Robert D. Willig filed July 28, 1988
on behalf of the defendant railroads; Docket Nos. 383028 and 38376S, Unil tates
Department of Energy and United States Department of Defense v. Baltimore & Ohio R.R.,
Statement of William J. Baumol, filed July 8, 1991 on behalf of the defendant railroads.

8 The intermediate proposal would set a regulatory floor at 180 percent of
variable costs. Insofar as that ratio also operated as a ceiling, it would, like any constraint
based on variable cost, be economically arbitrary and threatening to revenue adequacy.
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proposal violates the railroad final-product pricing rule, the competitive market model

standard, and the public’s interest in the continuing viability of the railroads,

Before we discuss the effects of constraining rates in this fashion, we feei
obliged to correct a misimpression about the proposed "intermediate” approach. It may be
thought that this approach is simply a different but valid use of the Board’s stand¥alone cost
test. But such use of the rate offered by a connecting carrier over a non-bottleneck segment
yields an erroneous calculation of stand-alone cost.

Stand-alone cost is the cost that a new entrant would have to jncur if it were to
offer the service in question. This cost must be calculated over the lives of the assets, for it
is only if an entrant can expect to cover its lifetime costs that it will, indeed, decide to offer
the service.

While it is correct to conclude that where it is more efficient to do so, the
stand-alone carrier (the bottleneck carrier) will choose to purchase the remainder of service
from a connecting carrier rather than build the line itself, in calculating stand-alone cost, thé
cost of purchasing the service must be calculated pver the lives of the assets. 'lt will do our
hypothetical entrant stand-alone carrier no good if the price of the connecting carrier’s
services today is low enough to permit the entrant to recover part of its investment, but the
price of those purchased services will rise so much in the future that further recovery of

investment will be impossible. In that case, contrary to the implicit assumption, it would not
be more efficient to purchase the service rather than to duplicate the facilities itself. It will

also do our stand-alone railroad no good if the connecting carrier ceases operating altogether

because it earns insufficient revenues.
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Thus, entry into the bottleneck segment of a route may temporarily appear to

make sense if competition forces the rates of the connecting carrier down to incremental cost.

But with rates equal only to incremental costs, a railroad cannot earn sufficient revenues to
cover its costs of operating the non-bottleneck part of the line. The connecting carrier will |
be forced 1o close down or be forced to charge rates that, together with the earnings of the
bottleneck owner are, sufficient to cover the stand-alone costs of the entire route. Thus,
when stand-alone costs are correctly calculated, we arrive back at stand-alone cost for the |
service as a whole, not those for an isolated segment. \‘
C. Regulation That Ignored the Railroad End-To-End Pricing Rule Would |
Have an Immediate and Continuing Substantial Adverse Effect on the
Quantity and Quality of Railroad Services. !
The two proposals being considered by the Board would have a dramatic |
adverse effect on the quantity and quality of railroad services. The reasons are brought out |
by a simple illustration. Assume that a railroad operates a mainline that currently does not |
quite earn adequate revenues, so that if new revenue sources are not found, the line wili |
deteriorate and eventually will cease operation. One day, a new shipper appears whose
demand for rail service is very high, and who could contribute to the common costs of the
mainline, To serve this shipper, however, the railroad must build a 10-mile branch line,
which will connect with its mainline at the same point as a rival railroad connects with the
mainline. If the railroad does build the branch line, the two alternative proposals would
allow the railroad to earn the stana-alone cost of the branch line but no moré. The rate the
railroad could charge for the non-bottieneck portion of the movement would be limited to the

rate being offered by its rival, which will equal the mainline’s incremental costs. The
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railroad would not be permitted to charge a rate that would contribute one dollar to the
common costs of its mainline, even though it is clearly appropriate for the shipper to make
the contribution, and the shipper is willing to do so rather than forgo the service. With its
rates so restricted, the railroad will not build the branch line to serve the shipper (unless it
can predict with sufficient certainty that in the long run it can obtain the stand-alone-cost of
the two segments together). For the same reasons, the rival railroad cannot be expected to
build the branch line either. Thus, although it desires service, and although it is Willing to
pay for service, the new shipper may well never receive it.

- More generally, if railroads are not permitted to charge rates that help pay for
the common costs of their non-bottleneck lines, they cannot earn revenues adequate to attract
capital. Without capital, efficiencies will not be obtained or continued, variable costs will
increase, and the railroads will be forced to raise their rates to low-demand shippers to cover
variable costs. Those shippers who cannot afford those rates, will leave the railroad, leaving
the fixed and sunk costs to be borne by the remaining shippers who, presumably, are paying
as much as they can already. As revenues decline, so will service, thus driving away more
shippers. Less and lower quality rail service will result; in extreme cases, lines that could
have been sustained will be abandoned. and shippers near those lines will lose service
altogether.

Of course, this will not last forever. At some pu..t, where there are today
two rival lines, there will be only one. At that point, both market forces and the Board’s
regulations will permit the remaining railroad to set its rate at stand-alone cost (it will now

constitute a bottleneck line), and it will attempt to bring back service to the levels it once
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enjoyed. If the line has not deteriorated too badly, and if enough shippers have not closed

their facilities, that may be possible. In any event, the shippers on the other line will have
lost their service forever.

It is not clear that it will be possible to bring the line back. Rail systems are
not neatly divided into bottleneck and non-Lottleneck lines. What is a bottleneck line for one
shipper may be a non-bettleneck for another. If rates are forced lower by regulation,
inadequate revenué;s on the "non-bottleneck” segment of Shipper A’s route may force it to be
closed, thus also closing the bottleneck segment of Shipper B’s route. The loss of those
revenues may force Shipper C’s route to be closed, and so forth. The railroads are a
network and are operated as a network. When the railroads’ profits as a whole decrease,
investors will, therefore, n.ot continue to invest in those bottleneck segments that can remain
viable. Rather, they will cease investing in the railroads, because they will find safer and

better returns on their investments elsewhere.

1. Competitively-Neutral Pricing of Bottleneck Services is Always Possible and
Voluntary Negotiations Among Competing Railroads Will Tend to Yield Such
Prices :

A second misunderstanding may be invited by the current rules for the pricing
of bottleneck services. It may be feared that if the price the bottleneck-owner railroad sets
for the use of those services by competing railroads is sufficient to cover the owner’s fixed
and common costs, then the resulting (supposedly suspiciously high) price will constitute a

fatal handicap to the rivals’ ability to compete. Since that seems not to be at issue here, we

merely note the possible misunderstanding, and point out that it has been dealt with
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extensively elsewhere.® Specifically, it has been shown that there exists a price formula

(called the pariry pricing formula) for the bottleneck services supplied to competitors that is
compatible with adequacy of revenues of end-to-end services. That price is perfectly neutral
- competitively, in the sense tha: it permits the most efficient supplier of the competitive
portion of the end-to-end service to underprice any less efficient supplier, and yet cover its
costs. Thus, a railroad operating in the non-bottleneck portion of the efficient route will be
assured that, so long as prices indicate an investment can rationally be made to sustain
service, the investment will be made aver whatever portion of the line requires it. If the
non-bottleneck carrier has the more efficient route, it will be in the inu -esi of the bottleneck
carrier to pay enough to ensure that investments are nde in that route. In the absence of
ill-advised regulatory interference of the sort that used to be employed before the Staggers
Act, the competing railroads will be given the incentive by market forces to arrive at
bottleneck-service pricing that is both compensatory and ensures use of the most efficient

route.

The price formula and its analysis are summarized in Appendix B.

9

See, e.g., Ex Parte No. 445 (Sub-No. 1), Joint Verified Statements of William
J. Baumol and Robert D. Willig filed May 31, 1985, July 8, 1985, and July 18, 1985 on
behalf of the AAR; Ex Parte No. 347 (Sub.-No. 2), Rate Guidelines -- Non-Coal
Proceedings, Joint Verified Statement of William J. Baumol 2nd Robert D. Willig filed
October 6, 1986 on behalf of the AAR; Ex Parte No. 346 (Sub-No. 8), Exemption From
Regulation -- Boxcar Traffic, Joint Verified Statements of William J. Baumoland Robert D.

Willig filed September 9, 1985 and November 8, 1985 on behalf of the Atchlson, Topeka &
Santa Fe Railway, et al.
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The Requirement of End-to-End Pricing in the Railroad Industry is Entirely

Copsistent With the Progress of Regulatory Reform in the Electric Utility and
Telecommunications Industries.

As this Board knows, the state and federal agencies that regulate the electricit;r
.and telecommunications industries are considering or have adopted measures to grant “open
access” to certain facilities used in those industries. It would be a serious mistake to adopt
either of the proposals before the Board on a supposed analogy to "open access" in the
electricity or telecommunications industries.
Electricity. The electricity industry may be thought of in three sectors:
generation, transmission, and distribution. The Federal Energy Regulatory Commission
(FERC) regulates interstate wholesale sales (sales for resale) and interstate transmission, and
the states regulate retail sales (sales for ultimate consumption) and distribution. Generation
provides the product, and transmission and distribution provide the transportation.
Transmission and distribution are said to be bottieneck segments for most customers of
delivered power, and generation is increasingly competitive.
It is well known that so-called "open access™ requirements were recently
imposed by FERC with respect to unbundled transmission for wholesale sales, and that a
number of states are considering similar requirements with respect to distribution. Under
open access,'® the transmission or distribution provider must provide nondiscriminatory

access to a broad range of eligible users, which generally consist of sellers of electricity.

1° By "open access,” we are referring to the broad elements of the unbundling proposals
that FERC adopted with respect to transmission and that inay be adapted by various states

with respect to distribution. We are not by. these references arguing one way or the other as
to the merits of such actions. '
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Sellers may be either generators or power marketers (the latter buy and resell, but do aot

generate, electricity). When the transmission or distribution provider uses its.own
transmission or distribution for its own electricity sales, it is required to take service under
the same cost-based tariff that it offers to other users.

Open access in the electricity industry is not about éreating coxﬂpetition in the
transportation of electricity, or about reducing rates for uansponatgpn. or about enabling
sellers of electricity to négotiate separately with various segments of the electficity
transportation network. Opcn access in electricity is intended to foster compe;_ition beyond
the transportation bottleneck by providing generators and power marketers witil
nondiscriminatory transportation access, effectively making transmission and distribution

owners and operators into common carriers. FERC and many state regulators;:have ‘
concluded that when utilities own both transmission or distribution, on the one hand, and ,
generation on the other, they have strong incentives to discriminafe against unaffiliated sellers
of electricity. These conclusions about the incentives of integrated utilities refiect the
traditional forms of regulation that are applied in the electricity industry.

It should be evident that FERC and other electric utility regulators are striving

that is
already in place for railroads (which, indeed, have a superior systerm). Where a delivered

to put in place a regulatory system with the desirable éonsequences of the system

product utilizes both bottleneck and competitive segments, as is often true in both railroads
and electricity, the proper goals of regulation are to ensure that: end-users do not pay too

much for the final product; vertically integrated owners of bottlencck segments and owners

of efficient competing segments each have the opportunity to recover. their efficient fixed and

-25.




common costs; and vertically integrated owners of bottleneck facilities have incentives to

utilize a competing supplier when doing so is more efficient than utilizing their own facilities
in the competitive sector.

The system already in place for railroads accomplishes each of these
objectives. Stand-alone cost rate ceilings ensure that shippers 40§§not pay too much for the
origin-to-destination railroad service. When demand is adeqizate'.:y;prices can rise to cover
efficient fixed and common costs because the Board regulates only ihe origixi-to-destination
price, and does not separately regulate the bottleneck segment. And under this system, the
bottleneck carrier has the incentive to choose the most efficient route because it is allowed to

share in the greater efficiencies of the connecting raitroad. Thus,.the systemz of regulation
already in place for railroads ensures efficient competition beyond;.the bonlenéck, which is
precisely what FERC and state regulators are now struggling tn bring about m the electricity

industry.

The rail system that we have just described not only already has all of the -

good features that electricity regulators are seeking through open access; it is,‘ in fact,

superior because it leaves the bottleneck carrier with the incentives that it would have in a

competitive market to utilize the most efficient supplier of the competitive segfnem.“
Since the system already in place for railroads achieves all of the goals of

sound public policy where a delivered product requires both a bottleneck and a competitive

u We have already described the incentives of the bottleneck to use the most
efficient route. Owners of electricity transmission or distribution.do not have the same
incentives because their revenues remain the same no matter which generators use their .
systems; under cost-based, rate of return regulation they are unable to share in any portion of
the greater efficiencies of a more efficient generator, and cannot price efficiently to demand.
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component, nothing more can be gained from the proposéls of the shippers, and the analogy

tr open access in the electric utility industry provides no reason to change the present
system. In fact, as we now demonstrate, the shipper proposals would cause significant
harms in comparison with open access, making the analogy to open access all the more inapt.
As we have emphasized, the shipper proposals would preclude revenue
adequacy for railroads that own bottleneck and competitive segments. Open access, by
contrast, preserves the opportunity for revenue adequacy for electric utilities, subject to the
recovery of so-called "stranded costs,” which we discuss below. Open access assumes a
demand for transmission and distribution of electricity that will enable owners of such
systems to recover their fixed and common costs at averaged (or so-called "fully allocated™)
rates, and thereby become revenue-adequate, after a transitional period during which stranded
costs will be recovered through an additional mechanism. The last thing that proponents 6{
open access want is a failure of transmission and distribution systems to replace, modernize
and expand.
Generation, by contrast with transmission and distribution, has been deemed
by regulators and economists as not essentially integrated into a particular network, and the
most efficient new generation technologies no longer exhibit significant economies of scale,
and have few fixed or common costs. Once it has recovered its stranded costs, the vertically
integrated utility can, therefore, recev.r its capital costs for generation from prices at

incremental costs in competitive markets, and its capital costs for bottleneck transmission or

distribution from regulated rates that cover fixed and common costs.
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Notwithstanding this underlying consistency of open access with revenue

adequacy, the transition to open access will cause very large amounts of utility investment in
generation, as well as various categories of non-commercial costs that were mandated by
regulation, to become unrecoverable via competitive prices (the so-called "stranded costs"
problem)."? This fact highlights yet another fundamental difference between open access
and the shipper proposals before the Board. FERC and various states have.recognized the
stranded costs probiem, and are working toward its solution. For example, FERC has‘
authorized a mechanism whereby the utility can recover from a departing customer the lost
contribution that the utility would have earned from that customer (the "revenues lost™
approach), where that customer subsequently receives unbundled transmission services from
the utility. The shippers, however, have not even proposed a system for the recovery of
pfudent costs, or advanced a mechanism for doing so with the competitive neutrality that is
so essential for efficiency in the railroad or any other industry. The shippers thus are not
proposing the open access system that FERC is trying to create, but a system of

expropriation whose analogy in the electricity industry FERC has explicitly disavowed. "

12 Much of prudently incurred utility generation has been insufficiently
depreciated under regulation to bring its capital value in line with the lower costs of new
generating technologies. The non-commercial costs include the costs of numerous social
programs, for example, support of renewable energy sources, conservation programs not
justified by the market, R&D, and "lifeline" rates for the poor.

B It bears mention that the types of mechanisms for stranded cost recovery that
have been adopted by FERC and are under consideration by the states necessarily require
regulators to determine the size of stranded costs. If the Board were to adopt the shipper
proposals but try to preserve the present rail network by devising some substitute mechanism
for the recovery of then-unrecoverable fixed and common costs, for example, in the form of
a surcharge, the Board would become enmeshed in judgmerts about the levels of appropriate
investment in rail lines that comprise the competitive segments. That would be a gigantic
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It is not surprising, in light of the differences that we have so far identified,

that the consequences to network users of apen access in electricity, on the one hand, and,
on the other, the proposals before the Board, would be entirely different. Open access does

not harm other users of the electricity transportation network because it does not cause
efficient fixed and common

costs of electricity transportation to become stranded. By

contrast, the costs that railroads would be unable to reccver are the efficient costs of the rail
transportation system. Revenue inadequacy thus will harm other users of rail networks that
include bottleneck and competitive segments.

The proposals before the Board not only would cause the deterioration of the
existing rail network. They would distort the final prices for origin-to-destination moves that
involve bottleneck and competitive segments. This distortion would be another fundamental
point of contrast with open access in electricity. The combination of regulated rates for
transmission and distribution, and competitive prices for generation, can produce an efficient

price for delivered electricity. The combination of SAC for the bottleneck and a non-
compensatory price for the competitive segment, however, will not produce an efficient price

for the origin-to-destination railroad service.

This is so because a final product price that is efficient in the long run is one

that allows the recovery of all pertinent efficient costs, bath incremental and fixed and

commen, and no more. Where the competitive portion is close to contestable, or where

step backward toward massive regulation, substituting regulatory judgments for the private

investment decisions that have brought dramatic service improvements and rate reductions to
the rail industry since the Staggers Act.
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there are no economies of scale in the competitive segments themselves, regulation of the

o
bottleneck alone will not distort final prices.

|

That is the case for generation. The most efficient new gas-fired generators |

do not have economies of scale in that their minimum efficient scale is quite small relative to
market demand, and they are significantly contestable. With respect to the second point,

modular configurations are available, so entry can occur in stages. Open transmission access ‘

will provide tremendous siting flexibility. With respect to exit, the new technologies for
generation facilities -- combustion gas turbines -- may be redeployed in other markets at

relatively small cost.

Rail services, by contrast, are not contestable, and have significant economies

of scale and scope because they embed high fixed and common costs. For this reason,
separate regulation of the bottleneck will not produce efficient final prices for the origin-to-
destination move. Far from fostering efficient competition among shippers, as open access
does among generators and marketers, the proposals before the Board would distort such
competition-wherever rail transportation is more than a trivial part of the final delivered price
of the shipper’s productl.
Telecommunications. The Telecommunications Act of 1996 (the "1996 Act")

requires that access be provided by local exchange carriers o the individual elements of the }

local exchange network. The local exchange has been a botdeneck facility, and the 1996 Act

requires local exchange éérriers to offer network elements on an unbundied basis to .
x
competing providers of local exchange and exchange access services. In the 1996 Act, 1

Congress addressed a problem posed by the local exchange bottleneck that does not exist in
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the railroad industry. Congress’s solution, implemented in rules recently issued by the FCC,

provides no support for the proposals before the Board.

In the 1996 Act, Congress directed the unbundling of the local exchange
because there was a major economic problem in local exchange markets: the incumbent
local exchange carriers were demonstrably motivated to avoid unbundling even when it
would have been efficient, in large part from the nature of the regulation that constrained
them. Under that system, end-user prices were often cross-subsidized by other services.
Some prices to end-uSers were above stand-alone cost; others were below incremental cost.
This structure, accordingly, both encouraged inefficient entry and discouraged =fficient entry

to local exchange markets.*

Congress having mandated unbundling of the local exchange because the
economic incentives for efficient unbundling were lacking, the FCC then established
guidelines for the pricing of the unbundled elements. The FCC adopted rate principles that it
believes will in no way preclude revenue adequacy for local exchange carriers.

Before the FCC (as in this proceeding before the Board),  central issue was
the recovery of fixed and common costs. We addressed this issue in testimony before the

FCC. Qur testimony and the FCC’s decision were hoth predicated upon the recovery of all

14

We so testified before the FCC, and the FCC agreed. See FCC, In the Matter
of Implementation of the Local Competition Provisions in the Telecommunications Act of

1996, CC Dkt. No. 96-98, Comments of AT&T Corp. (May 16, 1996) ("FCC Local
Competition Proceeding™), Affidavit of William J. Baumol, Janusz A. Ordover, and Robert
D. Willig, pp. 8-9 ("Affidavit of Baumol, et al."); see also FCC 96-325, The First Report &
rder In the lementation of the Local etition Provisions in th
Telecommunications Act of 1996, pp. 324, § 662; 344, 4§ 709-10 ("FCC First Report”).
Our testimony was on behalf of AT&T, which is a potential entrant into the local exchange
and, therefore, a potential purchaser of unbundled network elements,
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efficient costs, including fixed and common costs. We noted in our FCC testimony that local

networks could rationally be broken down into aggregates along physical lines, for example
the local loop, and switching. We pointed out that both intuition and available engineering
studies indicated "that for a logical aggregation of network elements, .SAC [stand-alone cost]
does not differ significantly from long run incremental cost because there are no significant

common or shared costs among the groups of network elements, "**

Nevertheless, we stated: "Although we are skeptical that significant common
or shared costs exist, we agree that prices for individua! network elements should permit the
recavery of any significant forward-looking, efficient shafed or common costs incurred in
providing network elements."*® Thus, our proposals were designed to maintain the local
exchange carrier’s opportunity to achieve revenues adequate for the recovery of all efficient
costs.

The FCC agreed, and stated that it was preserving the opportunity of local
exchange carriers 10 recover their forward-looking fixed and common costs. First, the FCC
attempted to reduce the amount of fixed and common costs by defining the product that local

exchange carriers must offer as the network element, rather than the services that the element

15

Affidavit of Baumol, et al., pp. 4-5 n.1.

16

FCC Local Competition Proceeding, Reply Comments of AT&T Corp.
(May 30, 1996), Reply Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D.

Willig, p. 1 ("Reply Affidavit of Baumol, et al.”). We testified that any such recovery had
to be subject to an SAC ceiling, and could not exceed the implicit price for the bottleneck
that the exchange carrier was charging end-users for retail services that it was providing to
them. Our conclusion was that these constraints would allow the incumbent local exchange

carrier "to recover all of the costs that a competitive market would allow efﬁcxent firms to
recover.” 1d. (emphasis in original).
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provides, and by defining the elements at a high level of aggregation.”” Under this

approach, the FCC expects that most fixed costs will be economically assignable to a
particular network element, and, therefore, will be part of its incremental costs, and, thus,

not common costs at all.'®

Second, to the extent common costs remain, the FCC allowed their recovery

by any competitively neutral means, limited by the stand-alone cost of the element.”® The
FCC believed that demand in telecommunications is sufﬁcieﬁt to recover the fixed and
common costs of the network elements when each element is priced at SAC.*® The FCC
thus adopted unbundled cost-based pricing that it specifically designed not to preclude
revenue adequacy.

The problem. Congress addressed in the 1996 Act does not r;-xist in the railroad
industry, and the FCC’s pricing rules provide no support for the proposals before the Board.
With respect to the absence of the problem, the existing regulatory system for railroads
already creates the proper incentives for bottleneck railroads to choose efficient routes (the

analogy to efficient unbundling in the telecommunications industry). By regulating only the

17

The FCC aggregated all of the elements of local networks into just seven
elements, for example, "network interface devices,” "local loops,” and "local and tandem
switching capability.” FCC First Report, p. 177, § 366.

18

Id., pp. 330-31, § 678; 337, { 695.
Id., p. 338, ¥ 698.

1%

» Accordingly, the FCC’s pricing regulations, wiich will guide the states in
implementing the 1996 Telecommunications Act, state that the "sum of the allocation of
forward-looking common costs for all elements and services shall equal the total forward-
looking common costs, exclusive of retail costs, artributable to operating the incumbent [local
exchange carrier’s] total network, so as to provide all the elements and services offered.”
FCC First Report, p. B-30, to be codified at 47 C.F.R. § 51.505(c)(2)(B) (emphasis added).
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origin-to-destination price, and not the price for the bottieneck, the Board enables the

bottleneck carrier to attain a bargained-for share of a more efficient connecting carrier’s
efficiencies; the more efficient connecting carrier can make the bguleneck carrier better off
using the connecting line, rather than the bottleneck carrier’s own line, for the competitive
segment. The existing system also provides a remedy when a bottleneck railroad attempts to
foreclose an efficient route.?

The pricing regulation adopter by the FCC caanot bs compared to the
proposals before the Board because, unlike the FCC regulation, which was designed to allow
coverage of all costs of service, the proposals before the Board would make it impossible for
railroads with bottleneck and competitive segments to cover their costs.

~We are aware that numerous parties have filed petitions for judicial review of
the FCC’s local competition rules. We believe that much of the controversy centers on the
size of fixed and common costs. For purposes of this proceeding before the Board,
however, that fact, and the outcome of those judicial proceedings, are irrelevant. The
relevant point is that neither our testimony nor the FCC’s intended action provides an
analégy to the proposals befare the Board. or in any way supports their adoption. The FCC

defined the network elements so as to maximize the ability economically to assign fixed costs

a Where a bottleneck railroad is accused of foreclosing efficient routes, the
Board may derive the proper bottleneck price -- the price that will not foreclose efficient
routes -~ by subtracting the bottieneck carrier’s long run incremental costs from the price for
origin-to-destination service, as we describe in Appendix B. This method provides the surest
way to arrive at the price for bottleneck components that does not foreclose efficient
unbundling. The FCC could nct take this approach for a reason that is absent in the rail
industry; its guidelines had to address pricing of the bottleneck directly because end-user

prices were so distorted that they did not provide a proper starting point for the necessary
calculation. See FCC First Report, p. 344, ¢4 709-10.
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to them, thereby minimizing common costs. And it made every effort to ensure that, to the

extent that common costs remained, they would be recovered through rates for the network

elements. It took this action in the context of a structure of demand for network elements

that it believed would allow full recovery of forward-looking fixed and common costs. Such

an expectation would be out of the question for rail networks under either of the proposals
before the Board.

Finally, we note that the 1996 Telecommunications Act does not provide even
a colorable analogy between long cistance services and éompeﬂtive rail segments attached to
a bottleneck. It has been true for a decade that there are many competitors in long distance.
The FCC has found that AT&T is not a "dominant” carrier in long distance. The fixed and
common costs of long distance carriers are a far smaller proportion of their total costs than is
the case in the rail industry. Long distance carriers have shown by their decisions to enter

and expand over the past fifteen years that they consider it possible to be revenue adequate at

the rates in the competitive long distance sector,
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APPENDIX B

The Public Interest in Efficient Railroad Services Requires that the

Regulation of Bottleneck Services be Consistent with the Parity Pricing
Raule. .

If there is a shortfall between the sum of the ﬁrm’sk incrememﬁ costs and its
total cost, that shortfall must be covered, and the competitive market model tells us that the
price of bottleneck services is an appropriate way to do it. However, in many instances the
bottleneck services ars used both by the bottleneck-owner firm 1o serve its ﬁt_xal-p1~oduct
customers and by its final-product competitors. Therefore, the price charged for the

bottleneck service to those competitors must not be so high that it extracts from those rivais
1ore than the owner firm charges its own final-product custdmers for the use of its own
bostleneck services. If the competitors pay more than that, they will obviously be
handicapped in their efforts to compete with the bottleneck owner in the ﬁnaliproduct
market. On the other hand, if the price of the bottleneck service ig\posed by regulation is
less than this amount, it is the bottleneck owner who will be handiéapped in competing with
its rivais. The price of the bottleneck service therefore must be con;npetitivcly:neutral - it
must not tilt the playing field in favor either of the bottleneck owuék or its competitors.

The way to do this is for the price that is charged to ‘_competitor‘s for bottleneck
service to be exactly the same as the price the bottleneck owner "charges itself," or "charges
its final-product customers,” for use of that service. The probleni‘ ié that there is no such
directly observable price, However, as will be shown next, the;e is\;va straightfbrward pricing
rule, commonly called parity pricing or pricing that follows the qﬁiczem companent—pﬁciug'

rule (ECPR), that meets this competitive neutrality requirement. Mereove:, it is the only




pric’ag rule rhat is competitively neutral. It is the pr.cing behavior for bottleneck services
that market forces impase when markets are unregulated and effectively competitive.}

We note two critical aspects of the parity pricing rule. First, only if
bottleneck services are priced in this way ’will railroad activity be carried out efficiently.
That is, parity pricing is a nécessag requirement for economic efficiency. Sacond, as e
have already described, the competitive-mark 1 guide for regulatory decisions calls for
bottleneck prices to be set in this way; that is, competitive market forces will enforce parity

pricing of bottleneck services.

Parity pricing is necessary for economic efficiency for a straightforward and
simple reason. Suppose the bottleneck price were such as tc permit the bottleneck owner to
underprice its competitors in end-to-end transportation even though the cohxpelitors were the
more efficient suppliers of the non-bottleneck portion of the route. Then clearly, an
inefficient supplier (the bottleneck owner) could capture the business, despite its excessive

real cost and resources use. The same sort of problem would arise if inefficient competitors
~ could underprice an efficient bottleneck owner because of the prevailing price of bottleneck

service. In either case, the result, )g waste of resources and loss of economic efficiency is

' To determine the parity price for the bottleneck facilities, one begins with the directly
observable price the bottle .2ck-owner charges its customers for the final product, and then
subtracts the incremental cost 7o the bottleneck-owner of providing the non-bottleneck
service. *Vhat remain- is the amount the bottleneck-owner implicitly is charging for the use
of the bottleneck. The formula can be written as follows for the case where the incremental
costs of the rival’s use of the bottleneck are the same as those of the owner’s use of the
bottleneck:

Parity bottleneck price = the bottleneck-owner’s final-product price

MINUS the bottleneck-owner’s incremental cost
for the nou-bottleneck
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clear. But it has been shown that parity pricing {(and only parity pricing) can ensure that the
most efficient supplier of non-bottleneck service can charge the lower final-product price and
get the business. Thus, without parity pricing of botleneck service efficiency cannot be-
ensured. 1t is, indeed, a necessary requirement for efficiency in rail operations.

It has sometimes been argued that where both a bottleneck carrier and another
railroad can serve the non-bottleneck portion of the mave, allowing the bottleneck carrier to
set divisions that "soak up the rents” will drive the non-boitleneck carrier out of business.

As we have explained on several occasions in the past, this is incorrect. That is why it is
unnecessary, and indeed damaging to economic efficiency, to limit the price of bottleneck
services be}ow that under parity pricing.

A bouleneck railroad whose end-to-end price for rail service is effectively
constrained either by market forces or by regulation has every reason to encourage use of the
facilities of a more efficient connecting carrier and to make certain that the rates earned by
that car;icr are sufficient to permit it to survive and prosper in the long run. Assume, for
example, that segment A is the bottleneck and segment B c;'m be served both by the owner of

the bortleneck and by one or more other railroads. If the market allows end-to-end rates‘ of

$100 and the long-run incremental cost to the bottleneck railroad of transportation along the
non-bottleneck segment B is $40, then if the connecting carrier can carry it for $30 and
offers service at a price of $39, the bottleneck carrier’s profit will be increased by $1 per ton
for every ton that uses the connecting carrier’s facilities. Note that this is so despite the fact
that in our example the connecting carrier retains for itself virtually all of the benefits of

superior efficiency. Since a $1 per ton gain in profits is always better than zero, the
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bortleneck carrier always gains by perpetual continuation of service by the connecting carrier

For that reason, railroads, whether or not they own bottleneck facilities, have every incentive

in the absence of regulatory distortion to encourage full use of the efficient services and
facilities of connecting carriers. Thus, in the domain of the division of end-to-end rates
among joint carriers, the proper role of regulation is to encourage voluntary negotiations

among the carriers so that the incentives for the acceptance of offers for efficient joint
service are fully preserved.

Why does not regulamr}" intervention accomplish the same purpose? The
answer is that neither regulators nor university professors can calculate efficient prices as
well as the market is able to do. Voluntary negotiation provides the incentives to arrive at
price and other terms that are mutually advantageous, because otherwise the losing party

would simply withdraw. This is the basis for the famous "mutual gains from voluntary

trade” theorem that goes back to Adam Smith.

In sum, because parity pricing (or ECPR) is the rule for the pricing of

bottleneck services that ensures competitive neutrality, and because it is the only rule that

does so, it is also the only such pricing principle that is compatible with economic efficiency
and the competitive-market model. These are the reasons parity pricing was adopted as a

key component of Constrained Market Pricing, and why the public interest urgently requires

that this rule not be changed now.

B. The Proposals Being Considered By The Board Would, By Virtue of

Violating the Rule of Competitive Neutrality, Have an Adverse Effect on
Competition and Regnire Extensive Re-regulation

The alternative proposals before the Board violate this public interest criterion

of competitively-neutral pricing. At first blush, it may not appear clear why this is so. The




proposals set the same maximum rate for the bottieneck segment regardless whether the
carrier on the non-bottleneck segment is the bottleneck railroad or another carrier. This
appears to comply with the parity pricing rule. The reason the proposed alternatives do not
in fact meet this criterion can be seen clearly, however, when we examine the railroads’
incentives under the alternatives.

Under current regulations, the bottleneck raitroad will find it most profitable to
choose to use the most efficient rail route because it will make the most profits by doing so.
We showed also that this replicated the resuits that occur in contestable markets. If a
connecting carrier can provide service over the non-bottleneck portion for less than the
bottleneck carrier can provide that service for itself, the bottleneck owner will benefit by, in

effect, paying that carrier to carry the traffic: the difference between the bottleneck’s costs
angd the other carrier’s costs will be divided between the two railroads, making both better
off. This leads to Jower total costs for the route and lower rates for shippers.

These incentives are undermined by the proposed alternatives. The shippers’
proposal permits the bottleneck railroad to charge no more than stand-alone cost for the
bottleneck segment. If the traffic is carried over the non-bottleneck segment by a connecting
carrier, the bottleneck will earn the same amount regardless of the efficiency of that
connection. The bottleneck owner therefore has no incentive to invest in order to lower the

costs of the interchange. Thus, under the shippers’ proposal, the bottleneck railroad is given
little incentive to expend its resources maintaining or improving interchanges with other

railroads.

These same inefficient incentives are introduced by the intermediate approach.

Since the maximum origin-to-destination rate would depend on the rate offered by a

connecting carrier for the non-bottleneck portion of the move, it should be clear that the
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higher the costs of interlining traffic with that carrier, the higher the maximum rate will be
Thus, here too, the bottleneck carrier would no longer have an incentive to minimize the
costs of connecting service, or to upgrade an interchange or to create a new one.
It may be suggested that regardless of the railroads’ incentives, the Board can
police bottleneck carriers, perh#ps through a comprehensive system of interchange

regulation, mandatory investment programs and other intrusive policies. We cannot imagine

why. the Board would want to undertake such a program of re-regulation when, under the
current standards, there is no need to do so: the market provides the railroads with the
incentives that elicit desirable efficient decisions without regulatory intervention.

While today the Board need not oversee the railroads’ operations in all but the
most exceptional of cases, under the proposed alternatives the Board would be forced to
review complaints from shippers on a myriad of subjects relating to interline service: that
the bottleneck railroads were not acting fairly or efficiently in providing interchange service;
that they had not properly maintained the interchanges: that they have failed to upgrade their
interchanges; and even that they have failed to build new ones. Shipper: would find that it

pays to ask the Board to micro-manage both the railroads’ operations and their investment

decisions. These are exactly the types of decisions that we as economists believe are best

handled by market forces, not by government regulato-y agencies.
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routes have the frequency of service customers demand and are in the physical
condition to support that service.

The retention of numerous excess interchanges in the Northeast was
one of the major contributing factors to the eastern railroad crisis of the 1970s.
Faced with declining traffic levels, carriers did not rationalize the number of
interchange locations. This led to underutilized yards, shorter than o ...1al train
lengths, wasted terminal activity and excess staffing, none of which the financially
weak eastern carriers could afford. It took the formation of Conrail and, later, the
Staggers Act, to rationalize these interchange locatinns, which led to larger trains,
less switching, and thus a more efficient operation.

Carriers are still working to consolidate interchange points and make
the rail system more efficient. For example, Norfolk Southern originates large
volumes of finished automobile traffic, much of which terminates at Conrail points.
Previously, this 1raffic was interchanged at numerous points, including Buffalo,
Cincinnati and East St. Louis. These dispersed interchanges slowed service,
increased transit time, and added handlings and damage to lading. But in 1995,
Norfolk Southern and Conrail agreed to consolidate the interchange of finished
vehicles at Cleveland, Ohio. Each carrier agreed to forego revenue on portions of the
moves, but the customer benefited from more reliable service and reduced transit

times. This project also required railroad investment in yard facilities in Cleveland to

make the new interchange possible. Such investments in efficiency, which benefit
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both the railroad and the customer, would not be made if railroads lose control over
the point of interchange.
A new Norfolk Southern/Kansas City Southern Railway Company . ]
("KCS") run-through train between Birmingham, AL and Shreveport, LA is an even
more recent example. Until recently, each carrier was maximizing its length of haul \
by interchanging almost all traffic at New QOrleans, LA. In addition to adding nearly \
200 miles of circuity per movement, this traffic traversed the congested New Orleans |

terminal. Now, the new run-through train operates via Meridian, MS, reducing \

\
circuity, transit time, and congestion. \

The two carriers also interchange at several other Mississippi locations:
Corinth, Columbus and Hattiesburg. By concentrating the majority of the interchange
at Meridian, even though this may not be technically the shortest route for some \
traffic, Norfolk Southern and KCS were able to develop traffic density that ultimately |
benefitted customers as well as our respective rail operations. \
Allowing customers to specify imcrchange points between carriers i
solely to nptimize their individual flows would impose costs not only on railroads, but \
on rail customers as well. Traffic moving out of major flows generally takes longer ‘
and requires additional handlings, increasing costs for railroad and shipper alike. In |
the end, both partic« are less competitive as these “out of flow™ interchanges create
operational bottlenecks and fragment traffic. Inevitably, allowing customers to dictate

l
\
traffic routing would degrade the performance of the entire network. \
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STATEMENT OF ECONOMISTS

In a decision served August 27, 1996, the Surface Transportation Board has
solicited the views of interested persons on certain issues of industry-wide significance for
the Nation's freight railroads and their shippers. These issues are raised by several pending
agency complaint proceedings in which electric utilities are seeking regulatory prescription
of maximum reasonable rates for largc-volﬁmc rail shipments of coal to electric power

generating plants.

Succinctly stated, the issue posed by these cases is whether a shipper, whose
freight moves over the lines of one or more railroads to a destination that is exclusively
served by a single railroad, should be permitted to obtain regulatory prescription of a
maximum reasonable rate applicable solely to the so-called "bottleneck” portion of an end-to-
end through shipment moving to the final destination from a junction point with another
railroad. The coal shippers propose that railroads should be réquircd on demand to establish
common carrier rates to apply only to the "bottleneck” segment, whether or not the
movement of traffic over such a joint-line routing is efficient and whether or not such a
routing would result in reducing the length of the delivering carrier's haul. The shippers
contend further that ﬁc rate for transportation over such a bottleneck segment should be

independently assessed under prevailing maximum-rate standards (notably, the “stand-alone
cost" test), without regard to whether the overall through rate (or combination of rates)
applicable to the entire shipment from origin to final destination exceeds a maximum

reasonable level. The shippers thus seek to confine rate regulatory analysis to the bottleneck
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portion of the through movement, and to rely on direct rivalry between the competing
carriers serving the non-bottleneck segment to establish the rate applicable to that portion of
the overall movement. (In its decision, the Board also invited comment on a possible
"Intermediate" approach. This approach would also apply the stand-alone cost analysis only
to the bottleneck segment, while the }‘)ortion of the through rate for the non-bottleneck
segment would be based on some estimate of a "competitive” rate for that segment.)
The undersigned economists, each of whom has written and taught in the areas
of industrial organization and economic regulation affecting network industries such as
railroads, electric utilities and telecommunications, have beén asked by the Association of
American Railroads to assess these proposals. As explained below, we conclude that both
of these proposals are contrary to the public interest. They would undermine effective and
sustainable competition by denying the railroads a realistic opportunity to eam revenues
sufficient to recover their efficient long-run costs of service (including cost of capital); they
would create disincentives for continued capital investment in plant and facilities necessary
to maintain and improve rail freight service; and they would encourage inefficiencies in
railroad operations, thereby wasting society's resources devoted to the provision of rail
freight transportation.

The first and most fundamental defect in the coal shippers' bottleneck rate and
routing proposnl is that it would deny railroads the opportunity to eam revenues sufficient
to cover their long-run efficient costs of service. Under the shippers’ proposal the maximum
rate ceiling would be set at stand-alone cost only for the bottleneck segment of a through
shipment. For the non-bottleneck portion, the shippers’ approach wouid allow direct rivalry

between altemative carriers to establish the rate for that segment. Such rivalry can be

-2-
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expected to drive the "competitive” rate for the non-bottleneck segment toward the higher-

cost crrier's short-run marginal costs. Because each railroad, confronted with this situation,
would be’better off in the short run serving than not servmg the traffic if it covered such
short-run marginal (or incremental) costs and made atll;eabst_.a:_,gninimal contribution to fixed
and common costs, rivalry between the carriers serving the‘;x__g.én-bonlcneck segmer:t would
tend to force rates toward this level. Such retes would makehttlc or no contribution to the
recovery of the railroad's substantial fiv: 2 and common ;g;;s. The logical result of the
shippers’ proposal, therefore, is that the bottleneck railroad mll not be able to cover its full
€COnomic cOosts even when it is operating efficiently and eveh'.yvhen demand is sufficient to
permit full cost recovery.

If the railroad serving the non-boitleneck portion of a Eeight shipment is
prevented by regulators from charging a rate up to the level. of stand-alone cost, it will be
unable to attract the capital necessary to maintain its physical plant and continue service.
Eventually, all but one of the railroads serving the non-boﬁigﬁ;ck segment could be forced
to exit the market, thereby eliminating service for other rail sﬁippers that use (and may be
entirely dependent for rail service on) those lines. Until such exit occurs, plant maintenance
and investment of all carriers is likely to deteriorate, as they would be unable to eam
sufficient revenues. The potential adverse impact on the Nétion‘s rail industry could be
significant.

The Board’s proposed "intermediate” approaéh suffers from the same
fundamental problem, although the magnitude of the potential harm to the railroads’ overall
ability to recover their costs could be less than under the shnppers' proposal. While the

shippers' proposal would effectively yield rate levels for ﬂgg,ﬂ_gé;)-bottleneqk segment at or
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slightly above short-run marginal (or incremental) costs, the intermediate” approach wouid

apply the statutory revenue/variable cost (v/vc) jur;sdlc al th:eshold to set a floor on

agency-prescribed rates for the entire end-to-end th‘ra"ugh entatalevel nolowerthan = |

180 percent of variable costs. The resulting s ma:nmum rate could be greater than under

the shippers' proposal, which would apply the 180 t r/vc rate floor only to fkthe :

bottieneck segment of the movement. If the bqttleng_ck ortion of the through movement at

issue is a relatively small proponion of the total h al; ever, the probable result of the’

Board's "intermediate” approach would be to fix the nd rate at the 180 pércentvrlvc &

rate level. Thus, what the statute envisions as a v Jo d become 2 rate ceiling. The

adverse consequences for the railroads’ ability o J over full economiﬁ costs would be

significant, and adoption of the Board's mtermcdm
recovery by the railroads.

The bottleneck rate and routing »pﬁ‘ropo'




route, and would be encouraged in many instances.to create and use routes that would be

inefficient.
Both proposals could also create further disincentives for railroads to use - 5

efficient routes. Under the shippers' approach, the raxlro ate for the bottleneck segment:, e

would be capped at stand-alone cost. Where the bo_tgléﬁeék arrier also owns one of the non (

s fixed and common costs if itk'

bottleneck segments, it would earn greater contrib o

could induce the shipper to use its non-bottleneck nt at a rate that eicce:ded'

incremental cost by even a small amount. It Wot_ﬂi therefore prefer the use of its single-line

route even if the joint-line route were more effic railroads would have strong -

incentives to close interchanges, and to resist openin, ew interchanges, as well as to.

lengthen wherever possible the length of their bl:;'o neck segments, even when economic:

efficiency would dictate use of different routes. E ves for inefficient outcomes |

could be expected to geh;rate disputes requiring" @ggn;y solution, with all of the societal.

costs that regulation entails.

In sum, we conclude that the segmented ﬂ“tggnlene;k" rate and routing proposals -

are a bad and unnecessary idea.
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REPLY VERIFIED STATEMENT
OF

WILLIAM J. BAUMOUL AND ROBERT D. WILLIG

In this reply statement, we respond to the arguments:made by Dr. George
Borts in statements filed on behalf of Pennsylvania Powér &Lxght iCompany, MidAmerican
Energy Company, and Western Resources, Inc. As the diffeiencéé;among the three
statements are minimal, we will refer to the statement as filed on»;b’éhalf of PP&L. We also
respond to cerain arguments made by Mr. James N. Heller, in a statement ﬁled on behalf of
Western Fuels Association, about the Board’s revenue adequacy stzndard
Before we address these two statements, we wish:it_‘c;inote a fundamental
misconception that appears throughout the comments of the parus supporting revisions
of the Board’s existing efficient pricing rules. This is the not;mx':f ixat, somehow,
regulating rates as proposed in the 2'ternatives before the Board_,yould increase
competition. This notion has no basis in economic analysis. To the contrary, whereas
the existing rules provide the maximum incentive for competitioq;;etween ori among
carriers operating beyond a bottleneck, the alternatives before tl;e_s4Board would provide
anticompetitive incentives, They would, as we explained in our inig_ial statement,
mativate efforts by bottleneck carriers to discourage efficient competition beyond the
bottleneck and they would foreclose the investment that is essential to sustain such
efficient competition.
The current rules support competition to the fulhﬂ_qu most efficient
extent. By restricting end-to-end rates to levels no higher than thecosts that would be

incurred by an efficient entrant, they guarantee the lowest price j_eyéls that are




consistent with compensatory operation of the raxlroa:k Those rates tliereby encourage

and facilitate competition on every segment of every rout vgénere it is viable. Any lower

rate for end-to-end service must be destructive to the camers and can only serve to

undermine competition. The pendihg proposals by thexr very nature are sure to bring
the incentives for such competition to an end.
1
Dr. Borts makes two main arguments against d;e‘; present system of regulation
of rail rates for the through movement. First, according to Dh} Borts, the picsem system

defeats competition. Second, according to Dr. Borts, the prese é‘system inaﬁpropriately

extends regulation to the competitive segment, where it is not needed In addition, Dr. Borts
argues that rail rates would jncrease under»v.he "intermediate” p:ggpml. and that there is a
"practice” of regulating bottleneck segments in other industriés. | We address each of inese
four argﬁments in turn,

A.

In place of the present structure of rate regulation, Dr. Borts urges the Board

10 adopt what he calls the "Contestability Approach” to rate.regulation, under which the

shipper would pay no more than the sum of the rate on the competitive traffic plus the

Constrained Market Price ("CMP") on the bottleneck, where ﬂ:gt,;price is determined by

SAC. Borts V.S., pp. 4-5. This is the shipper proposal that we aﬁi{lressed in our initial

"siatement. As authors of the theory of contestable markets,' we are especially impelled to

! See William J. Baumol, John C. Panzar, Robert D. lehg, ._@E@E_Mﬂ_m
the Theory of Industry Structure (2d ed. 1989). v




correct Dr. Borts's mislabeling. The shipper proposal is not the “contestability” approach.

Dr. Borts’s arguments against the present structure of rate rg:gu‘lét n are misconceived.
As we emphasized in our opening statement, the. pre sent rules for rate

regulation "constrain the regulated firm to behave as it w&juld if it were, contrary to the

facts, operating in an effectively competi(ive market.” Whllepreventmg abuse of market

power, they "leave the regulated firms with all of the frcedo;h ecision making that would
be available 1o them in-an effectively competitive market.” Baum /Willig V.S., p. 9. Each

do not pay too much for

of the proper goals of regulation is, therefore, fulfilled: "end-us
the final product; vertically integrated owners nf bonleneck segl s and owners of efficient
competing segments each have the oppanhnity to recover their efficient fixed and common

costs; and ventically integrated owners of bottleneck facilities ha

competing supplier when doing so is more efficient than utilizing"t!;c? own facilities in the
competitive sector.” Id., pp.'25~26. 7

The present system of railroad rate regulation is the _«mhg system under
discussion for which these observations alﬁ true. It is the only systeé that derives from the
theory of contestable markets. - It brings with it the maximum ambu;gft;r; fcompeti:tion that_is
pbssible given the high fixed and common costs of railroads and theig."ilrucmre of the demand
for rail services, and any of the proposals before the Board would bﬁri": about a massive
retreat from and distortion of competition. The present system briiig;_;abouz more service
and more efficiency at the lowest susiainable rates than could cithér ofthe proposéls before
the Board. | '




In contestable markets, if the price for the co e services:cover no more
than their incremental costs, "then the price for the bottleneck :services will have to cover
fully both the costs of the supply of the bottleneck services and fixed and common costs.”

That must be so "because in this competitivé scenario there 15 10 other source pf ihc needed

revenues.” Id., p. 13. In contestable markets, prices "will & stand-aione cost of the

final product.” 1d.,p. 14. Unless prices are at that level, or ors rationally expect

prices 0 be at that ievel, the required investment will not be for
Dr. Borts never explains how the fixed and comm sts of the competitive

segment, or the costs that are ﬁxed and cdmmon across thebottlemck and the competitive

segments, would be met under what he calls the 'Comestability A roach.” Thg sum of

0

SAC for the bottleneck and 2 "competitive” price for the comp?tit segment sninply do not

add up to the total, forward-looking, efficient costs of the ena-to-end service. In calling the

shipper proposal the "Contestability Approach,” Dr. Borts wrongly assumes that in a
contestable market, a bottleneck entrant would be attracted by the prospect of chirging its

SAC. The assumption is obviously wrong where expected revenﬁes Id be insufficient to

maintain the competitive segments necessary to provide the end-to-énd?_service, which is the
final product desired by shippers and which provides the rationale foi"{i”'gwestme‘m in the
bottleneck in the first place.

We said in our opening statement that when the price,,,ﬁf:ﬂne end-to-end servics

overall is below the compensatory level, -and only the costs directl
bottleneck are covered, "the rest of this sad story is obvious. Some

providers of non-bottleneck services will be driven out of the marke




C
‘” ,
i

will be threatened with an end to its traffic, and the shippers:y

ill:suffer along with the

insolvent railroad.” Id., pp. 3-4. Dr. Borts does not offer an alternative ending 1o this

story, nor could he under any of the systems of rail rate ‘r}eg"“ n before the Board other

than the one that is now in place. Nor does he answer the | s objection that under his
approach, the incentives of the bonlcneék railroad will be to'ext N the bottleneck, thereby

diminishing rather than increasing competition.

Instead, Dr. Borts asserts that the present system,df"i nd-ro-end rate reguvlation -
"defeats the competition on the connecting segment by allowing.a higher rate for the through

move, than can be obtained by giving effect to the forces of col ion on the ‘connecting

movement.” Borts V.S., p. 12. Under the "Contestability. Aﬁpj vach," by contrast, says Dr.
Borts, the "shipper is left with the benefit of competition on the connecting movement,
consistent with national transportation policy.” Id., p. 14. A shippéy "under the statutory
scheme in effect should have a right to take advantage of the rétes“gf{ered by competitive
carriers.” Id., p. 8. .

If, by the ‘hgneﬁt of competition® for the non-bottleneck segment, Dr. Borts
means rates that approach iincrememal cost, he is correct that the shipper will not receive

such rates under the present regulatory scheme. But Dr. Borts is obvnously refemng only to

the short-run benefits of competition. In the Jong run, of course, such . competition in the

railroad industry will lead to dismvestmem, in which case both the: i ustry and shippers will

likely be seriously harmed. 'l'hat is why, as the 1CC reoognmd comestablhty is the correct

standard for ranlroads. not only in the long-mn but in the short-run as well In a contestable

market, rates for end-to-end services will rise to SAC (or revenue adgguacy) and may be
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sufficient to allow all of the current providers of nomboqmg services to remain. It is
wrong, therefore, for Dr. Borts to say that the present _system»dcprives the shipper of the

"benefit" of competition. So long as the rate is at or below the sustainable level -- the SAC

for the entire route -- the shipper is receiving all the genui \be,neﬁts of competition, that is,

all the benefits that it would receive in a contestable mark
Where a "bottleneck” railroad exnstsandthe lend-to-end service is not subject

to effective competition from product or geogmphfg thlpeﬁﬁb the Board will be required

to regulate en&-to-end rates in order to emulate the compe! itive outcome. The question is not

whether to regulate, but how. Dr. Borts’ approach -- whi_cl.vl’ wo;l:ld require the Board to set

rates for "bottleneck” portions of movements and to man@p" oﬁtings and interchanges -- is
not "competition” but regulation. As we show, it is bad feg‘hlg;ipn and is contrary to the

public interest.

The uitimate goal of competition, of course, is to maximize consumer welfare.

Consumer welfare is not maximized by deteriorating rail fgqiiitics and competition is truly
defeated when one of the competing railroads disinvests and EVQQEWIy exits. That is exactly
what would happen under Dr. Borts’s appmaich: a railroad‘woulg exit as quickly as possible
if it could not recover its fixed and common costs and would b;;kfioomed to revenue
inadequacy. Prices at levels that are insufficient to sustain-a lohgfmn supply of efficient rail
services, and draw new investment to the nstworks, wouldil‘)e' aﬁ"v""'llusoly "benefit" of the
kind of "cnmpetition" that Dr. Borts envisions. Again, in a éoi@teémble market. prices for

the end-to-end sewicés would rise to SAC (or revenue adequacy - That competitive outcome

is the only outcome that maximizes consumer welfare.
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As we stated in our opening testimony, the bg;i way to promote competition
beyond the bottleneck "is to ensure that the bottleneck carrie_i- does not price to foreclose

efficient routings.” Baumol/Willig V.S., p. 8. Thatis what resent systém does, and

what the proposed alternatives would not do. Under those al ves, the bottleneck

railroad’s incentive would be to extend the bottleneck, as we have already noted. Since the
bottleneck railroad would not benefit in-any direct way by us more efficient route, its
incentive to do so would be minimal. And, as we stated in bur ning statement and will
reiterate below, the bottleneck railroad would have no im‘zn;iijé to.invest in order to reduce

the costs of interchange with the more efficient connecting carrier.. See BauméllWillig V.S,

App. B, pp. 4-6.

Dr. Borts argues, however, thar the shipper shoule e able to choose the

connecting railroad because the bottleneck carrier will "squeg_zé?' _ competitors by charging
them a price so high that it forces them out of the market. Assen ons that the bottleneck
carrier can "squeeze” its competitors are not new. They were loqgk_k-;ago considered by the
ICC, which designed its competitive access rules (which Dr. Bo‘nsﬁ‘:;ever once xﬁentions in
his statement) precisely to deal with this possibility. Dr. Borts lo:égi%ago recognized that
regulatory intervention is never justified to preserve markét share for a railroad that provides
a less efficient movement than a competitor.” He does not now éuestion the view that under

the present system, the bottleneck railroad is enabled to identify the;mnst efficient connecting »

carrier. See Borts V.S., p. 7. He never provides a plausible midn; why a bottleneck carrier

2 Railroad Accounting Principles Board, Colloquium (June )

9, 1986), Transcript, p.
21s. :
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would have any incentive not to utilize the most effAic'ient;_routg.u; Indeed, he states that
whether the bottleneck carrier will utilize a connecting ca.'rier " »ends on the profitability®

of moving the traffic in single-line or joint service. Soris V.S., p L..9 We can think of no

better way to ensure efficient outcome:. As we have shown in.various proceedings before

the ICC, and as history confirms, the pursuit of proﬂt; by ﬁilgoaq subject to CMP does

ensure efficient routing and enhanced productivity

We need only add that the bottleneck railroad hasran- uncquwocal incentive to

facilitate continuation of a more efficient route. Contmuatlon of
requires that the more efficient connecting carrier earn sufficxem
replace its facilities. The term "squeeze" might be taken to mea

will deny the more efficient connecting @rrier adequate revenues y forcing the connecting

carrier’s share to someihing at or close to its direct variable costs..If that is Dr. Borts’s
intended meaning, he is mistaken. The bottleneck carrier will have every incentive to enable
the more efficient connecting carrier to earn the revenues that it needs to maintain, replace,

and improve its system, because that will reduce the overall costs of :;ihe botiieneck carrier

and thereby facilitate its atainment of adequate revanues.?
Dr. Borts quotes our testimony in the non-coal rate :guidelines proceeding,
where we stated: “"Competitive access’ becomes an issue only where:a carrier controlling a

"bortleneck’ segment engages in a predatory price squeeze or refusdli_to‘ deal with a more

* Thus, the bottleneck carrier does not have anything to gain'b 'squeezmg the more
efficient connecnng carrier out of the market. The 'bottleneck already able to price
its share of the move at an. efficient level, making itself better o N it uses the more

efficient route but enablin ore efficient connecting rail adcguate revenues
so that it does not exit or allow.its more efficient route to deteriorate ‘




efficient connecting carrier for the purpose of preventing the connecting carriér from

competing in the mafket." Borts V.S., pp. 9-10.* From this 1§,ta' ent Dr. Borts concludes

that we “implied" that bottleneck rates should always be regqlét:d Id. This conclusion is

the very oppasite of the meaning of the testimony that he:quotes.:'We were expressing the
d be reguiated, as should

position that only predatory behavior by the bottleneck carrie

A

_ be evident from our reference to a "predatory price squeeze or re sal to deal" Predatory
activities, of course, are those that exclude from the markef.t ﬁrms shose efficiency would

otherwise make it possible for them competitively to serve the customers in that market. The

predator must sacrifice profits it could earn through efficient -si:rv» n the hopes of

recouping its losses through monopoly pncmg once it has dnvcn |ts‘competltors out of the

market, We are back to the pomt that because of the SAC cetlmg ‘ end-to-end service, if

for no other reason, a rational bottleneck carrier dozs not havq_ any:mcemive to undertake

predation in relation to intérlining. That conclusion is fu'rtli_er supported by the Board’s
competitive access rules, which recognize that the Bottlemck,carf as an incentive to use
the most efficient route, and which, accordingly, are designed to prevent only truly predatory

activities.®

* Dr. Borts is quoting here from our testimony in Ex Parte No:. 347 (Sub-No. 2), Rate

Guidelines -- Non-Coal Proceedings, Joint Statement of Wnlham I Baumol and Roben D.
Willig filed October 6, 1986 on behalf of the AAR, at p. 4.

* Dr. Borts wisely does. not suggest that the bottleneck can' ;ght endure reduced
contribution from using the less.efficient route in the hope tha y the competitive
carrier will exit, the rail assets will be dismantled, the bottl,
entire move, and the bottleneck:carrier will then be able to
charging monopoly rates. . The lack of realism of such a
only because rail assets are long'-hved but because the limita

together with other forms of corqpetition. would preclude’ fecquiiiﬂe
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Board’s current rate regulations. Even more important, investors have had no reason to

believe that regulators would foreclose adequate earnings in the future. It is therefore not

surprising to find thar stock prices, dividends and returns on investment have increased over
this time. Again, though, the fact that the railroads are financially stronger than they were in _ {
the 1970s, when many railroads were near bankruptcy and others actually had been taken
over by the federal government, hardly suggests that the railroads have now achieved long-
term revenue adequacy. Similarly, the fact that the railroads’ earnings have at times
surpassed stock analysts’ predictions indicates only that the railroads have at times done
better than expected, not that those earnings are sufficient.

i Mr. Heller also argues that railroads must be earning adequate revenues

because they have purchased and merged with other railroads. Heller V.S., p. 1. But this ~

shows only that the railroads believ= they can improve their chances of attaining long-term
revenue adequacy by consolidating their operations and that the acquisition prices of the
railroads have been realistic. In the recent mergers approved by the Board, the railroads
have projected hundreds of millions of doliars of savings and other synergies each year. It is
likely that the possibility of achieving these savings (as well as other efficiencies) is what has
impelled the railroads to merge. This also suggests, in part, why merging railroads are
willing to pay more than the market value placed on the railroads by individual investors:
quite simply, the railroads are worth together more than the sum of their individual pars.
That the railroads have finally begun to s;trengthen their financial positions can

by no means be equated with achieving long-term revenue adequacy. The ICC rejected
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606

| I




similar arguments in the past. In refusing to replace the cost of capital with indicators that
measured only the short-term financicl condition of the railroads, the 1CC stated:

[Those indicators} were and are inappropriate as long-term indicators of
long-term revenue adequacy and are especially inappropriate as .
measures to limit rail pricing flexibility which is one of the roles the
[Staggers] Rail Act accords tc revenue adequacy findings. If we
adopted [those standards] here, we would likely in the next few years
find ourselves denying a railroad the pricing flexibility necessary to
obtain long-term revenue adequacy simply because the railroad was
making some progress towards achieving that goal. In short, we would
be zssigning the railroads the Sis: an task of working towar

revenue adequacy, and every time it came close robbing it of the very
means it had used to get there. We do not believe this is desirable nor
do_we believe it was intended by Congress. '

Standards for Railroad Revenue Adequa.y, 364 1.C.C. 803, 808 (1981).

Mr. Heller raises other arguments. He claims that the industry’s "free cash
flow" indicates the railroads’ financial condition. Heller V.S., pp. 9-10. Mr. Heller defines
"gross cash flow" as the railroads’ continuing net income plus depreciation and "free cash
flow" as that amount less dividends and capital expenditures. Gross cash flow simpiy
reflects the amount of funds available to make investments in the rail system; it does not
indicate whether a railroad should make those investments nor whether the amounts of
revenue available are sufficient to maintain, repair and replace the railroads’ assets.

Mr. Heller also examines the railroads’ return on "average total capital.”
Heller V.S., p. 10. The ICC rejected similar measures before. The return on average total
capital is a mixture of the ret:rn on the railroads’ average long-term debt -- in other words,
the railroads’ embedded cost of debt -- and the return on their average equity. One of the
many problems besetting use of the embedded cost of debt, rather than the market cost, is

that it whipsaws the rail industry. Railroads face intense competition in most of their
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markets. During those times when the embedded cost of debt is higher than the currem cost
of debt, that competition prevents railroads from earning their embedded cost. If, when the
embedded cost of debt is lower than the current cost, regulation prevents them from earning
the current cost, the railroads will never be able to make up the shortfall. In simple terms,
limiting the railroads to earning the embedded cost of debt will prevent them from covering ‘
their cost of capital over time.

Further, as already noted, determining revenue adequacy by examining the
railroads’ return on equity -- the return on the market value of their stock -- is circular and
nonsensical. The stock market is competitive and efficient. No matter how inadequate the
revenues of the firm may he (and thus no matter how inadequate the return to investors may
be initially), the price of the stock will always be at the point where the rate of return on the
new market value equals the market rate of return. This is why the 1CC rejected such
measures in the past. Regardless of the adequacy of the earnings permitted by the
regulators, the market will adjust the stock prices so as to appear to justify the earnings
restrictions."

Mr. Heller also claims that the Board’s current method of calculating the cost

of capital is incorrect for three reasons: it includes special charges as expenses; it values

" For example, if the cost of equity capital is 10%, and a firm is expéected to earn $3
per share, its stock price will be $30. If regulators constrain the prices the firm may charge
so that it is now expected to earn $1.50 per share, the price of its stock will quickly drap to
$15. The firm will appear to be paying the market rate of return, but that will be true only
with respzct to new investors; past invesiors will be earning well below that level and any
future investors will be quite leery of placing their capital at risk in such a firm.
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assets using acquisition cost when a railroad is purchased by.another; and it uses R-1 data
which are inconsistently reported by the railroads.
Regarding special charges, surely no proper r:vgnue adequacy determination

can ignore any major cost of rail service. We undersmnd't.hat t.he Board has specifically

dete:mmed that special charges are "legitimate business expe 1

directly related cost of running a railroad.” Railroad Revggu Adequacy - l98§
Determination, 6 1.C.C.2d 933, 944 (1990). As such, they.mg%t be included in any

determination of the adequacy of revenues. Heller V.S., pp. 5-8
Regarding the Board’s use of acquisition cost :q.Yalue the railroad’s assets, as

we have testified on several occasions, the only economically. proper investment base to use

in determining adequacy of revenues is the replacement cost o he milroad%s' assets. Inany

event, shippers cannot logically or consistently argue for theuseof acquisition cost where the

predecessor cost is above acquisition cast, as they did only a _fe‘v' years ago;“ but argue for

predecessor cost when acquisition cost is higher, as Mr. Heller.appears to be doing now.

Finally, regarding R-1 data, Mr. Heller claims that the railroads do not

provide the same ESU](S on the Board's R-1 reports as they pro> ide to their stockholders.

He does not give any reason, however, why the R-1 data (wthlg conform to the Board’s

accounting and reporting requirements} are "incorrect.” Fur:thc; most of the "discrepancies”

he identifies result from the R-1's exclusion of data related toh ding companies, non-rail

that proceedmg, EE

because they happen to
adopred and used, re
assuredly correct.

'ss of the results.” Ld
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subsidiaries or non~Cla§s I railroads. Thus, the stockholdg reports, which report results for
the holding companies';co_ii;_?lidated opcﬁtions, and the R-1 reports legitimately include
different data. Obviously, in determining whether the rilr |

revenues from non-rail"opet?ﬁons should not be mmidemd ! road data that have been

reported in a consistent form across railroai_ls.vas r’equiréd by.

_upon which to make revenue adequacy determinatiqns than '_e resented m shareholder

reports, which, for perfectly proper reasons, will differ among.companies.

received sxgmﬁcam s
nts, Anestis V.S., p. 18.
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