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The Honorable Anne K. Quinlan
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Re: Docket No. 42104, Entergy Arkansas, Inc. and Entergy Services, Inc
v. Union Pacific R.R. and Missouri & Northern Arkansas R.R. Co., Inc.;
F.D. No. 32187, Missouri & Northern Arkansas R R — Lease, Acquisition

and Operation Exemption — Missouri Pacific R.R. and Burlington N. R R

Dear Ms. Quinlan:

Enclosed for FILING UNDER SEAL in the above-referenced proceeding please
find a separately packaged original and ten (10) copies of Complainants’ Opening Evidence and
Argument. This filing includes onc volume of witness statements and argument of counsel, and
a separate volume of counscl’s cxhibits Each volume contains COLOR COPIES, as noted.
We also are enclosing, for FILING UNDER SEAL, disks containing electronic versions of the
materials and supporting workpapers.

We also have enclosed an original and ten copies of a REDACTED, PUBLIC
version of this Opening Evidence and Argument for filing on the Board’s public docket. We
have enclosed additional copies of each version of the filing to be date-stamped and returned to
the bearer of this filing. Thank you for your attention to this matter.

Sinccerely,

Q. £ R

Andrew B. Kolesar 111
An Attorney for Entergy Arkansas, Inc.
and Entergy Services, Inc.
Enclosurcs
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OPENING EVIDENCE AND ARGUMENT

Entergy Arkansas, Inc. (“EAI”) and Entergy Services, Inc. (“ESI”)
(collectively, “Entergy”) hercby submit this Opening Evidence and Argument in
accordance with the revised procedural schedule in effect in this case. See Entergy
Arkansas, Inc and Entergy Services, Inc. v. Union Pacific R R and Missouri & Northern
Arkansas R.R., STB Docket No. 42104, et al. (STB served May, 19, 2008) at 6.

Entergy’s Opening Evidence and Argument consists of the following

individual portions:



(D)

)

3)

@

&)

the Verified Statement of Mr. William M, Mohl, Vice
President — System Planning & Operations for Entergy
Services, Inc.;

the Verified Statement of Mr. Daniel B. Gray, Senior
Transportation Analyst for Entergy Services, Inc.;

the Verified Statement of Mr. Thomas D. Crowlcy,
President of L.E. Peabody & Associates, Inc.;

the Joint Verified Statement of Dr. John E. Kwoka, jr.
and Dr. Frederick R. Warren-Boulton of
Microeconomic Consulting & Research Associates,
Inc. (“MiCRA™); and

Entergy’s Argument of Counsel.

Through its February 19, 2008 “Verified Complaint and in the Alternative

Petition to Revoke in Part” (“Complaint™), Entergy seeks a determination from the Board

that the continued cnforcement of certain provisions of the 1992 lease agreement between

Decfendant Union Pacific Railroad Company (“UP”) and Defendant, the Missouri &

Northern Arkansas Railroad Company, Inc. (“M&NA") (“UP/M&NA Lcase™) (see

Counscl’s Exh. No. 1) constitutes an unreasonable practice.

The provisions of the lease that are at issue in this proceeding operate as a

“paper barrier” preventing M&NA from interchanging Entergy’s coal traflic with a rail

carrier other than UP. The continucd enforcement of these provisions constitutes an

unreasonable practice in violation of Title 49 and is otherwise against the public interest

and in violation of public policy.



In the alternative, Entergy petitions under 49 U.S.C. § 10502(d) that the
Board revoke, in part, the exemption noticed in Missouri & Northern Arkansas R.R. —
Lease, Acquisition and Operation Exemption — Missouri Pacific R.R and Burlington
Northern R.R., ICC Finance Docket No. 32187 (ICC served Dec. 22, 1992). Specifically,
Entergy requests that the Board revoke the exemption to the extent that it permits UP to
enforce the paper barrier provisions of the lease restricting the interchange of Entergy’s
traffic. Revocation of the exemption to this extent is necessary because application of
Title 49 is necessary to carry out the transportation policy set forth in 49 U.S.C. § 10101.

Further in the alternative, Entergy requests that the Board find that the
subject lease constitutes a pooling and/or traffic division arrangement as to which agency
authorization under Titlec 49 was not properly obtained. See 49 U.S.C. § 11322; see
Jormer 49 U.S.C. § 11342,

Since this is a case of first impression before the Board, broad discretion
exists with regard to the specific relief that the Board may impose upon a finding that the
continuation of the status quo under the lcase is an unreasonable practice or contrary to
the public interest. Entergy therefore has endeavored to develop a number of different
potential forms of relief that would be appropriate. Those specific requests for relief are

sct forth at the conclusion of Entergy’s Argument of Counsel.
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VERIFIED STATEMENT
OF
WILLIAM M. MOHL

My name is William M. Mohl. I am currently the Vice President System
Planning & Operations for Entergy Scrvices, Inc. (“ESI”). My business address is
10055 Grogan’s Mill Road, Parkwood 11 Building, Suite 300, The Woodlands, TX
77380.

I am submitting this Verified Statement in support of ESI and Entergy
Arkansas, Inc.’s (“EAI") Complaint and related Petition for Revocation of
Exemption. through which ESI and EAI seck to prevent the continued
enforcement of certain provisions of the 1992 lease agreement between Defendant
Union Pacific Railroad Company (“UP”) and Defendant, the Missouri & Northern
Arkansas Railroad Company, Inc. (“M&NA™) that operatc as a “paper barrier”
preventing M&NA from interchanging EAI’s coal traffic with a rail carrier other
than UP. See Counsel’s Exhibit No. 1. This barrier to potential interchange has
posed, and continues to posc, a significant threat to ESI and EAI’s ability to obtain
reliable coal transportation service to the Independence Electric Steam Generating
Station (“Independence”), which is located near Newark, Arkansas.

As Vice President System Planning & Operations, I have executive
responsibility for all planning, operations, fuel supply, and related commercial activities
for the Entergy System and the Entergy Operating Companies including the

procurement of coal for Entergy’s fuel and generation resources to meet the needs



of the various Entergy Operating Companies. The Entergy Operating Companies
include Entergy Arkansas Inc. (“EAI”), Entergy Gulf States Louisiana, LLC
(“EGSL”), Entergy Louisiana, LLC (“ELL"), Entergy Mississippi, Inc. (“EMI”),
Entergy Texas, Inc. (“ETI"), and Entergy New Orleans, Inc. (“ENOI™). The
Entergy Operating Companies provide electricity to more than 2.7 million
customers in Arkansas, Louisiana, Mississippi and Texas.

As part of my responsibilities I have executive responsibility for the Coal
Supply Management Group, which is responsible for planning coal purchases for
and coal deliveries to the coal-fired generating stations owned by the Entergy
Operating Companies. In total, the Entergy Opcrating Clompanies own and
operate three coal stations and have an interest in a fourth coal station. EAI has an
ownership interest in and operates the White Bluff Steam Electric Station (“White
Bluff”) located in Redfield, Arkansas and the Independence Steam Electric Station
(“Independence”) located in Newark, Arkansas. EGSL owns and operates the Roy
S. Nelson Steam Electric Station located in Mossville, Louisiana and owns a 42%
interest in Big Cajun I, Unit 3 located in New Roads, Louisiana.

The focus of my testimony in this proceeding relates to coal deliveries to
Independence, which consists of two units. EA] acts as the operator of these units
and is responsible for the management of fuels and operations for all of the co-

owners of the plant.! Unit 1 has a maximum dependable capability of

! Co-owners of Unit | are AECC 35 percent; Entergy Arkansas Inc 31.5 percent, City of Conway 2
percent; City of Jonesboro 5 percent, Enterggy Mississippi 25 percent, City of Osceola 0 § percent, and City
of West Memphis | percent  Co-owners of Unit 2 are: AECC 35%, City of Conway 2 percent; Entergy

-2.



approximately 836 MW and Unit 2 has a maximum dependable capability of
approximately 842 MW. Independence was designed to burn low-sulfur southern
Powder River Basin (“PRB") coals. Historically, the two units have consumed
approximately 6.5 million tons of coal annually. Until recently, virtually all of this
coal has been Powder River Basin (*“PRB™) coal.

Since the commencement of operations at Independence in 1983, all of the
PRB coal burned at the plant has been delivered via railroad. Nearly all of the
PRB coal that ESI and EAT have purchascd for use at Independence originates at
mines located on the PRB Joint Line. A loaded LEAI train moving on the UP
travels southeast along the Joint Linc to Shawnee Junction, Wyoming. At
Shawnee Junction, the train enters rail lines owned by UP alone. It then continues
on Union Pacific’s lines to North Little Rock. Trains bound for Independence
then head north from North Little Rock to Diaz Junction, where they are handed
off by the UP to the Missouri & Northern Arkansas Railroad (M&NA). See
Counsel’s Exh. No. 2. The M&NA then takes the Independence train from Diaz
Junction to the plant for delivery. In the last few years, ESI and EAI have routed
cmpty Independence trains northwest on the M&NA to Kansas City, where they
return to UP’s rail lines for their journey back to the PRB. See Counsel’s Exh. No.

5.

Power Inc. 14.37 percent, East Texas Electric Cooperative 7 13 percent, City of Jonesboro 15 percent,
Entergy Mississippi 25 percent: City of Osceola 0 5 percent; and City of West Memphis | percent

-3.



Importance of Reliability of Fuel Supply

More than 2.7 million customers depend on the Entergy Companics to
provide the lowest-cost electric service possible and to assure that such service is
available on a reliable and consistent basis. One of the ways that clectric utilities
assure that a reliable and economic fuel supply is avatlable is to enter into fucl
supply contracts with reliable suppliers.

PRB coal has been, and remains, one of the most cost-efficient fuels for
electric utilities. Independence was designed to burn PRB coal and, with rare
exception, PRB coal has been the only coal burned at that plant since 1983. The
Entergy Companies and their customers rely on the availability of a dependable
supply of both PRB coal and PRB coal transportation service for Independence,
which is among the lowest-cost units available on the Entergy System and is
among the first units dispatched under our economic dispatch protocols. When
coal is not available for this unit, EAI and the other Entergy Operating Companies
nced to replace the generation that is lost from the unit with alternatives that, by
definition and under current market conditions, will be higher cost. Typically,
replacement of lost coal generation is with higher-cost gas, or purchased power
from alternative energy supplicrs. While the prices of these alternatives can vary,
with rare exception coal has been the lowest-cost option.

ESI and EAI have been responsible for obtaining the shipments of coal to
Independence pursuant to long-term coal transportation agreements beginning in

1983. One of the primary functions that these contracts are supposed to serve is to
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assure that a reliable supply of coal transportation service is available to deliver
coal to Independence.

An Independent M&NA Would Serve the Public Interest
As detailed by Mr. Daniel Gray, there have been three major UP service
disruptions sincc the M&NA lease agreement became effective in 1992. These
service disruptions resulted in the Entergy Operating Companies losing ncarly {JJjj
-} tons of coal delivery deficits that were never made up — or almost {.
I worth of burn at Independence. The availability and reliability of these
coal fired generating units has been undermined in each of these instances. During
each of these criscs, ESI and EAI experienced extended curtailments at
Independence, during which coal burn was restricted and the lost coal-fired
generation had to be replaced with higher cost alternatives (i e, cither natural gas
generation or purchased power from other sources of generation). In all three
instances, M&NA could have provided much-necded assistance in the form of
supplemental coal deliveries but for its lcase with UP.

ESI and EAI believe that competition is the answer to these reliability
issues. An independent M&NA will assure that ESI and EAI will have options
available to at least mitigate the damage that is caused when UP is unable, or
unwilling. to deliver all of the coal needs for Independence. The current lease
agreement creates a fictional option where it appears that M&NA is independent

and available to provide supplemental coal, but in rcality the lease agreement is so



onerous that economic interchange of traffic with a non-UP carrier is cost
prohibitive.

As we have seen in the past service crises, UP has hidden behind this
penalty as a means of precluding any alternative carriers from interchanging with
M&NA - cven on a temporary, emergency basis. UP steadfastly stood on the
terms of its lease and effectively forced ESI and EAI to incur substantial damages
relating to replacement energy costs that far exceeded what it would have cost to
supplement coal deliverics via M&NA interchange with another carrier, even if
M&NA had been obligated to pay a reasonable rental for interchanging with a
non-UP carrier (rather than the excessive rental level in the lease).

ESI and EAI are deeply concerned that the threat of service disruptions is
not likely to fade away any time soon. The western railroads have been very
public about their concerns with regard to the timing of capacity improvements
and the need to raisc revenues in advance of capacity. They have also made clear
that deferral of these investments, in favor of “managing demand through pricing,”
was the preferred approach. See Letter from UP Executive Vice President —-
Marketing and Sales, Jack Koraleski to UP Customers dated April 15, 2004
(Exhibit WMM-1). Consistent with this preference, the western railroads have
made a dramatic departure in their contracting practices since 2004, It is no secret
in the industry that prices for rail transportation service are rising, and that the type
of service “commitment” that was oncc offered to shippers has now become

illusory.



The western railroads have shown a reluctance to make capital investments
in advance of growth in traffic. As a result, history has shown that surges in
demands, or other intervening events (whether controllable or not), can and do
cause strains on railroad capacity until the railroads’ investments in capacity
catch-up with the demand. It has thus become increasingly important, from an
clectric reliability standpoint, to have transportation options at our generation
facilities. Stations like Independence, which are captive to a single railroad — the
UP — are most at risk. The fact that Independence is also among the lowest-cost
gencration alternatives in the Entergy System increases its importance and the
need to assure that the fucl supply is not interrupted and that EAI’s customers
receive reliable power at the lowest cost.

Equally disturbing is UP’s new-found zeal for hiding its service failures
behind claims of force majeure. In the first twenty-two years (1983 - April 2005)
that UP delivered coal to Independence UP declared force majcure a total of 8
times. Only onc of these claims (relating to the 1993 Midwestcrn floods)
exceeded a few days. By contrast, in the last threc ycars of service (April 2005-
April 2008) UP has declared force majeure 27 times, including the 2005 force
majeure that lasted almost scven months. In total, UP’s claimed force majeure
events have consumed 487.1 days in the last three years. Stated another way,
during the last three years UP has claimed to be excused from its delivery
obligations to our Arkansas coal plants for approximately 45% of this time period.

This propensity to claim force majeure further underscores why many shippers,
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including ESI and EAI, are becoming increasingly concerned about the reliability
of the rail network and how it can impact on the reliability of our ability to provide
service.

Indeed, the service problems Entergy has experienced have been so severe
and the prospect of further such problems is believed by Entergy to be so
substantial that they have forced Entergy to evaluate other means of obtaining
alternate rail service at Independence. Towards that end, on February 22, 2008
Entergy submitted a Pre-{iling Notice stating its intent to file a Petition for
Exemption from the prior approval requirements of 49 U.S.C. § 10901 and 49
C.F.R. Part 1150 for the construction of a new line of railroad that would connect
Independence to BNSF ncar Hoxie, Arkansas. /n the Matter of Entergy Arkansas,
Inc and Entergy Services, Inc. — Petition for Exemption — Construction and
Operation of a Line of Railroad in Independence, Jackson, and Lawrence
Counties, Arkansas, STB Finance Docket No. 35122. Of course, the construction
of this duplicative line to allow Entergy to access alternative service from
BNSF might not be necessary if the Board grants Entergy the requested relief from
the paper barriers in the UP/M&NA lease agreement. Such relief would benefit
the public that Entergy serves in several key respects: (1) it would provide a
means to bolster the reliability of coal generation at Independence by assuring that
there is a means to obtain supplemental coal deliveries when UP is unable, or
unwilling, to deliver coal to Independence; (2) use of the existing M&NA lines

would be less costly, when contrasted to the costs of constructing an entirely new
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line; and (3) the disruptive nature of an otherwise unnecessary rail construction
project (i e, in the form of environmental concerns and other intcrests of the
communities through which the construction would traverse) could be avoided.
The Board simply cannot condone a scenario where a railroad lacks the
capability to provide dependable rail transportation services to ensure the
reliability of a coal plant, yet precludes supplemental service via another carrier
that could, at a minimum, mitigate the harm resulting from that railroad’s
inexcusable service failures. That is precisely what happened at Independence in
1993-1995, 1997-1998 and 2005-2006. Regrettably, ESI and EAI fear that absent
Board action in this proceeding, it is just a matter of time before there is another
service crisis during which UP will again rely on the anticompetitive terms of its

lease with M&NA to preclude supplemental coal deliverics to Independence,



VERIFICATION

STATE OF TEXAS }
} S8
COUNTY OF HARRIS }

WILLIAM M. MOHL, being duly sworn, deposes and says that he has
read the foregoing statement, knows the contents thereof, and that the same are
true as stated. Further, I certify that I am qualified and authorized to file this

statement.
M‘M"‘ u . /L_L

William M. Mohl
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m Customer Communications

Letter From Jack Koraleski

April 15, 2004
To Our Customers:

This is a report to provide you with current information on Union Pacific service 1ssues. Today, we
find ourselves in the position of having more business in certain geographic areas than we can
handle at this time, and the resulting pressure on our resources has caused a deterioration of
service. We recognize that we are failing to satisfy your expectations as well as our own. We know
that many of you are concerned about our ability to provide reliable transportation at a time when
your business needs are growing. in some cases rapidly.

Here Is how we got into this situation:

The problem started with a shortage of train crews. Our manpower plan going into 2003 was
developed by analyzing our historic business levels and by surveying our customers to learn their
anticipated needs for the upcoming year. We took into account that forecasted economic growth for
the prior two years had not materialized. Based on these factors, we made the decision to keep our
manpower tight. The year 2003 started out, as had the prior two years, with actual demand
substantially below our projections. This continued through the first three quarters and our decision
to keep manpower levels tight appeared to be correct. However, unlike 2001 and 2002 when the
planned recovery didn't materialize, demand turned quickly upward in the fourth quarter of 2003.

A word about manpower at the railroad. There is a very long lead time from the time an employee is
hired until he or she is qualified for train service. New employees must complete classroom and on-
the-job traiming that lasts at least 14 weeks before they can become a brakeman/conductor.
Locomotive engineers are drawn from the ranks of experienced conductors and must then compfete
an addjtional traiming program that can take six months. Both positions are subject to stringent
federal and company safety rules that imit the amount of time they can be on duty in any given 24-
hour perrod.

This time-consuming process severely limits our ability to ramp up quickly in response to sudden
increases in demand and prevents a quick fix. As a result, when the economic recovery actually
appeared in the latter part of last year, and demand surged, we could not add qualified crews fast
enough - in effect reducing the capacity of our system.

Starting just before the last quarter of 2003, demand began increasing across all our businesses at
rates well beyond the high end of our planning, and it accelerated further in the first quarter of this
year. For example, we projected that our whole-grain bustness would increase 5.6% during the first
quarter of 2004. We actually handled 9.9% more traffic while demand was up 15.0%. Similarly,
lumber shipments were projected to be up 3-4% as we put our pfan together, but first quarter
demand jumped to the 20-23% range. Our actual performance was 8.5% above first quarter 2003 -
about twice the level for which we had planned. One large customer told us to plan on an increase
of 6% for this year and its shipments are up 19%. There are many similar examples in all of our
business groups where demand was several times higher than predicted. While we are usually
pleased with increases in demand, our inability to quickly meet these new levels has become
obvlous - and 15 very frustrating.



The combination of a shortage of train crews and the dramatic increase in demand for service
created huge stress on our system. This strain manifested itself by increasing the time it takes to
recover from external problems such as winter storms and major derailments. While a fully
resourced system could recover in a few days from a severe storm such as we experienced In the
Pacific Northwest in January or those that followed in the Midwest, 1t took us several weeks. Usually
the disruption from a major service interruption 1s manageable, however, without a resilient system,
the effects are far reaching and time consuming.

With our recovery capacity reduced, our system velocity began to slow late in January. This, In turn,
makes the system less efficient and consumes more of our basic resources. crews, locomotives,
freight cars, main lines and terminal capacity. As more of these resources are consumed, the
system's ability to recover s further degraded, making recovery even more difficult.

Here is what we have done to date to restore our system:

o We are hiring and training people as fast as we can consistent with maintatning high safety
standards.
Since we began hiring last fall to meet higher demand levels, we have hired over 2,700 people for
train service and are on plan to hire an additional 1,250 people in the second quarter alone. In
fact, a total of 961 trainmen completed training in the first quarter of 2004 and an additional 397
will graduate in April. Nearly 3,700 people will complete their training and enter train service by
September, In the meantime, we also moved employees back into service from other segments of
the workforce, shifted qualified employees from surplus areas to areas with shortages, and
temporanly borrowed employees from other railroads. New conductors and switchmen are
pouring onto the system, but we need to train more conductors to be engineers. A major focus
for the next few months will be to qualify more engineers to run our trains.

e We are acquiring additional locomotlves as quickly as they are available.
Our original plan for 2004 was to acquire 150 new locomotives. In response to the increased
demand, we are taking delivery this year on an additional 120 units previously scheduled for
2005. Also, we have leased 300 more units under short-term leases. We are negotiating for an
additional 50 similar units, for a total of 620 units. If needed we have the option to pull ahead the
delivery of an additional 125 new units. This represents all of the locomotives available on the
market this year. Lastly, we are delaying the retirement of older units until we are sure they are
no longer needed.

o We are taking other steps to increase our system velocity.
We created special Customer Service Centers in the critical locations of Phoenix, AZ, and West
Colton, CA. We are building temporary transloading facilities in California and Arizona to keep rail
cars out of congested yards, and we are rebuilding a number of tracks in key rail yards to expand
their capacity. We are rebullding one of our rail yards in Los Angeles and reopening our switching
yard in Yermo, CA. These actlons are allowing us to first recover our fluidity in that region and
then to manage the increased demands for service in the West.

o We are managing the flow of ralil cars onto our network.
We are curtailing several resource intensive trains on our Sunset Corridor between Los Angeles
and the East. We are working with a number of customers on switching schedules and other
scheduling opportunities as well.

With the current demand for transportation far outstripping the available supply, the most
effective tool we have to control volume growth on our rallroad is price. As such, we are taking
pricing actions to bring supply and demand into balance.

Here is how we are also investing for the future:

+ We are Investing for capacity growth,



We plan to spend approximately $2 billion of capital this year - an increase of 8% over 2003,
including a 68% increase In capacity spending targeting key corridors. We are adding Centralized
Traffic Control on our line between Chicago and Omaha, doubletracking more of the Sunset
Route, and improving our Chicago-Texas-Mexico capacity.

We'll invest over $200 million in manifest and intermodal terminals in 2004, an increase of 35%
over last year, with projects designed to support growth in many areas of the business.

In fact, Union Pacific has spent $18 billion of capital since the UP/SP merger to replace rail and
ties, add capacity, and to invest in other assets.

Here are the current problem areas:

We confront our greatest challenges in Southern California, the Phoenix and Tucson areas, and
throughout the western part of our system, where the crew shortages are greatest. We recently
faced a new difficulty across the border in Mexico, where floods washed out a major bridge on
Ferromex, south of Eagle Pass, TX. This contributed toward some congestion in the Houston area,
although most of our Southern Region 1s in good shape. We Just finished a major track project in
Central Texas, which should improve traffic flows to and from Houston. We suffered from two major
derailments that crippled us last month in the Midwest. One shut down our Chicago-Omaha main
line in lowa, and it was followed immediately by a derailment that destroyed a bridge on our busy
line northwest of Kansas City. Those routes have largely been restored.

In conclusion, we are experiencing record demand that is negatively impacting our velocity and
service levels. We are intensely focused on the steps outlined above - hiring and training qualified
train crews, acquiring sufficient numbers of locomotives, adjusting our operating plans to reflect
increased demand, and investing for future capacity.

We will continue to provide regular updates on our situation so that you can accurately assess our
progress. Efficient and timely service is our goal and we look forward to once again achieving this
important objective,

Gt ot

Executive Vice President-Marketing and Sales
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VERIFIED STATEMENT
OF
DANIEL B. GRAY

My name is Daniel B. Gray. I am currently Administrator Coal
Transportation for Entergy Services, Inc. (“ESI”). My business address is 10055
Grogan’s Mill Road, Parkwood II Building, Suite 300, The Woodlands, TX
77380.

I have been employed by an Entergy company since 1980, when I began
my Entergy carcer with Gulf States Utilities Company (now Entergy Gulf States
Louisiana, LLC, and Entergy Texas, Inc.) as a fuel transportation coordinator. In
1983. I was promoted to Dircctor of Fuel Transportation for Gulf States. I held
that position until 1993, when Guif States became a part of the Entergy family.
Since 1993, [ have been employed by ESI in various capacities. While at ESI, I
essentially have performed the same types of transportation functions as I had at
Gulf States, although the duties were expanded from responsibility for the Gulf
States Nelson coal plant to also include responsibility for Entergy’s two Arkansas
coal-fired gencrating plants, the White Bluff Steam Electric Station (“White
Bluff”) and the Independence Steam Electric Station (“Independence™).

In my current position at ESI I am responsible for the day-to-day
administration of Entergy’s coal transportation arrangements for all of the coal
fired generating stations which it operates. These duties include involvement in

the procurement, negotiation and administration of the coal transportation



contracts for the three coal-fired generating plants operated by Entergy. I have
responsibility for scheduling deliveries, managing trainsets, and coordinating with
the railroads, the generating plants and mines to make sure that our trainsets arc
operating as efficiently as possible. I am also involved in transportation planning
activities.

In the course of my duties relating to the Independence Station I have
reviewed and become familiar with the 1992 lease agreement between the Union
Pacific Railroad Company (*'UP”") and the Missouri & Northern Arkansas Railroad
(“M&NA”) (see Counsel’s Exh. No. 1), clements of which Entergy is challenging
through its Complaint in STB Docket No. 42104 and Petition for Revocation of
Exemption in STB Finance Docket No. 32187. I am submitting this Verified
Statement to provide factual details relating to how the terms of the UP/M&NA
Lease have been a serious impediment to Entergy’s ability to obtain all of the coal
deliverics that have been needed at the Independence Station since the lease
became effective in 1992.

The M&NA/UP Lcase Agreement

Since 1983, UP has delivered PRB coal to Whitc Bluff and Independence
pursuant a series of coal transportation agreements. Initially the coal was
originated by UP and interchanged with the Missouri Pacific Railroad Company
(*MP™) at Kansas City. MP then transported the coal via its Carthage Subdivision

— which is included in the line currcntly operated by M&NA — for delivery to



Independence.’ MP continued to move the coal over this routing from 1983 until
1989, when UP — which by then had acquired control of MP — proposed a reroute
of the traffic over its own lines to North Little Rock and then over to Diaz, from
which point UP would move over a short stretch of MP trackage to the
Independence plant. Entergy agreed 1o the changed routing based on assurances
that service would not be less efficient, along with some contract concessions that
were designed to compensate Entergy for the increased mileage on its railcars.

In 1992, UP transferred virtually all of its Carthage Subdivision to M&NA.
I have personally reviewed the agreements relating to this transaction in the course
of performing my duties for ESI. In total, the line at issue was comprised of about
491 miles of track in Arkansas, Missouri and Kansas. In transferring this line to
M&NA, UP sold a 102 mile stretch located in the middle of the Carthage
Subdivision between Bergman, Arkansas and Guion, Arkansas, and entered into a
long term lease agreement covering the east and west ends. The M&NA/UP lease
agreement covers approXximately 389 miles of track. On the east end, UP leased
the track between Guion and Diaz Junction, Arkansas. On the west end, UP
leased the track between Bergman, Arkansas and Pleasant Hill, Missouri, and
some connecting branch lines.

After the sale/lease of the Carthage Subdivision to M&NA, UP asked

Entergy to consent to the use of M&NA as a subcontractor for performing all

! Prior to the execution of the 1983 Agreement, Independence coal was transported pursuant to a tanff
arrangement that involved Burlington Northem Railroad Company transporting the coal from PRB origins
to Kansas City for interchange to MP, with MP then delivering the coal to Independence
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services for UP between Newport, Arkansas and the Independence plant. By
agreement dated May 27, 1993, Entergy agreed to this request, See Counsel’s
Exh. No. 6. This agreement, however, was conditioned on Entergy’s right, on
seven days’ notice to UP, to require UP to resume performance of these services in
licu of M&NA at Entergy’s request.

From 1993 through 1998, the Independence coal continued to be routed
through North Little Rock and Diaz for interchange to M&NA. During this
period, the portion of the Carthage Subdivision west of Independence was not
utilized for cither empty or loaded coal trains. As explained below, in the Fall of
1997, M&NA moved some empty trains west from Independence to interchange
with UP at Kansas City on a temporary basis. In 1998, the carriers adopted this
routing for all Independence empties. Currently, M&NA interchanges loaded coal
trains with UP at Diaz, Arkansas, delivering the loaded coal trains to
Independence for unloading and returning the unloaded coal trains via its line to
Kansas City for interchange with the UP.

M&NA maintains interchanges with other railroads, although as others
explain and as my expericnce detailed below has confirmed, the lease contains
restrictions that render these interchanges with other carriers ineffective for
Entergy’s purposes. In particular, there are provisions in the lease that require
M&NA to pay UP a “rental” payment that is inversely related to the percentage of
traffic it interchanges with carriers other than UP, i.c., the lower the percentage of

total traffic that M&NA interchanges with UP, the higher the rent payment that
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M&NA must pay to UP. This effectively restricts the amount of traffic that
M&NA can economically interchange with carriers other than the UP. M&NA
has physical interchanges with the BNSF Railway Company (“BNSF”) at Lamar,
Aurora, and Springfield, Missouri, as well as Fort Scott, Kansas. M&NA also has
physical interchange capability with BNSF and Kansas City Southern Railway

Company (“KCS") at Kansas City, and with KCS at Joplin, Missouri.

The 1993-1995 Service Crisis

| first became aware of the restrictive nature of the M&NA/UP Lease
Agreement in connection with scrious coal delivery shortfalls that Entergy
experienced at its Arkansas coal plants in 1994-1995. UP initially blamed these
problems on inventory rebuilding following severe flooding in the Midwest that
occurred in the summer of 1993. However, it became apparent that other
significant factors also contributed to the shortfall including sharp increases in UP
coal traffic in 1994 and 1995, questions concerning adequate rail capacity to
handle the increased volumes, and difficulties associated with the UP’s integration
of the newly acquired Chicago & Northwestern Transportation Company. The
combination of these events put Entergy’s coal deliveries at significant risk
throughout 1994 and into 1995. For example, in 1994 alone, UP incurred deficit

tonnages to Entergy {| ]I tons out of a total planned annual

volume of 13 million tons.



Based on its concerns about the level of deliveries, Entergy began exploring

the possibility of supplementing coal deliveries to Independence. Specifically,

Entergy contacted { I

}.
On May 17, 1994, I personally contacted UP’s Entergy account

representative, Mr. Steven Jensen, and requested that he {_

I . ! confirmed

this request in writing. See Exhibit DBG-3. As reflected in my May 17, 1994

letter, Entergy specifically noted that {_

}.
As a result of (NN
I . Entcrgy had to curtail generation of electricity

at Independence during portions of 1994. In order to replace the generation that
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was lost during this curtailment, Entergy had to resort to purchased power at
substantially higher costs than would have been experienced had UP either
delivered all the coal that Entergy needed or allowed BNSF/M&NA to deliver
supplemental coal to replace the coals that UP was not delivering.

The 1997-1998 Service Crisis

Regrettably, history repeated itself in 1997 and 1998. During the second
quarter of 1997 Entergy began noticing that cycle times to Independence were
increasing at an alarming rate. The service problems continued through the
remainder of 1997 and 1998. Once again, Entergy experienced significant
delivery shortfalls exceeding {| BB tons.? Entergy again curtailed
generation at its Arkansas plants in an effort to conserve coal, and was faced with
the need to replace lost generation with either alternate coals or other replacement
energy sources. such as purchased powecr, at substantially higher cost to its
consumers.

I was involved in the efforts to obtain much-nceded supplemental coal
deliveries during the 1997-1998 UP service crisis. These efforts were detailed for
the Board by Mr. Charles W. Jewell, Jr., then Director of Coal Supply for ESI, in a
Verified Statement submitted on October 23, 1997 in Finance Docket No. 32760
and 32760 (Sub-No. 21) (Copy attached as Exhibit DBG-4). I reported to Mr.

Jewell in 1997 and was aware of the events Mr. Jewell describes in his statement.

2 Entergy sued UP in Federal District Court in Nebraska for breach of contract relating to these delivery
shortfalls. The District Court ruled that UP had breached the parties coal transportation agreement in
crcatmg deficit tons, and failing to make up those tons. See Entergy Services, Inc v Union Pacific R R, 35
F Supp. 2d 746 (D Neb 1999) The case was ultimately settled by the parties in the summer of 2000.
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In addition. I participated in the efforts to obtain UP’s consent 1o allow
supplemental deliveries via BNSF/M&NA.

As the service crisis dragged on into 1998, Entergy renewed its request to
UP for permission to allow BNSF/M&NA to move supplemental coals to
Independence. On April 7, 1998, Mr. Jewell asked UP to allow BNSF to use
trackage rights that it had obtaincd in the UP/SP merger so that it could reach Diaz
and then interchange trainsets to M&NA. See Exhibit DBG-5. Entergy noted that
the continuing deficits were causing curtailments and that Entergy was incurring
“very substantial additional costs for electricity generation from natural gas and
for power purchases.” Id. at 2. Even worse, Entergy noted that the delivery
shortfalls had Entergy “in a very precarious position with regard to its ability to

meet system demands for electricity this coming summer.” /d. Despite these dire

circumstances, |
3 |
1

The 2005-2006 Service Crisis
Whilc service levels were somewhat stable during 2000-2004, Entergy
began 1o see service declines going into the first quarter of 2005. By the Sccond

Quarter of 2005, the declines had once again reached the crisis point. As has been

3
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much-publicized, UP claimed that the disruptions in the dclivery chain were the
result of a claimed Force Majeure cvent relating to deterioration of track
conditions on the PRB Joint Linc. UP made clear in public statcments, as well as
in its direct communications with Entergy, that it was not going to be able to
deliver all of the coal that Entergy required under its Coal Transportation
Agreement for Independence until rehabilitative maintenance was completed on
the Joint Linc. Instead, UP announced its intention to ration coal to its PRB
shippers while it repaired its lines, and that cach shipper would be recciving
approximately 85% of its need.

In an effort to mitigate the harms that were being causcd by the UP delivery
shortfalls — shortfalls that we did not believe were the product of events beyond
UP’s control — Entergy again looked at potential alternative sources of coal to
replace the UP under-deliveries. Among the alternatives that we looked at was the
possibilily of moving foreign coals to Independence through the Illinois Central’s
Rail Marine Terminal (“ICRMT") at Convent, Louisiana. There were at least two
potential routings available from ICRMT. One involved CN/UP/M&NA, and the
other involved CN/KCS/M&NA. Given the significant service issues that UP was
experiencing on its systcm, and that Entergy was using CN/KCS to transport
foreign coal to another one of its plants, Entergy decided that it made sense to
pursue the CN/KCS/M&NA option.

Discussions with M&NA continued between March and October. {{JJl}
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the urgent need for supplemental coal, Entergy was forced to abandon discussions
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with CN/KCS/M&NA and to deal with UP for the UP/CN/M&NA move.
Unfortunately, it was not until 2007 that we were finally able to move the tons.

Our experience in 2006 with M&NA confirmed, once again, that the
absence of an independent M&NA left Entergy in a very precarious position with
regard to its ability to meet system demands for clectricity during summer peak
burn periods. Because of UPs service difficulties, Entergy again — marking the
third time since the UP/M&NA lease was cxccuted — had to curtail generation at
its Arkansas coal stations in order to conserve coal. For the period from the First
Quarter of 2005 through the Fourth Quarter of 2006, UP created deficits of
approximately {[ NN under our rail agreement. Once again, the
absence of the ability to supplement coal deliveries, in part due to the UP/M&NA
lease restriction, caused Entergy to incur substantial additional costs in order to
replace the generation that could have been produced had UP delivered all the coal
that Entergy required.’

Conclusion

As the above experience rcflects, the presence of the paper barrier in the
UP/M&NA lease has been a very effective bar to M&NA's ability to interchange
traffic with BNSF for delivery of supplemental coals to Independence Station

during UP’s various service crises. But for this restriction, Entergy could have

* UP and Entergy again found themselves in litigation — this time in State Court 1n Arkansas See Union
Pacific R R v Entergy, No CV2006-2711, In the Circuit Court of Pulaski County, Arkansas, Sixth
Division UP imtially commenced the liigation and requested a declaratory ruling that its performance was
excused because of a Force Majeure event. Entergy counterclaimed for breach of contract The litigation
was recently settled in April 2008.
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avoided, or at least minimized, the need to curtail gencration during each of these

service crises, thereby greatly reducing the costs to its consumers.
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VERIFIED STATEMENT OF
CHARLES W. JEWELL, JR.
My name is Charles W. Jewell, Jr. I am the Director,
Coal Supply for Entergy Services, Inc. ("ESI*). My office
address 15 10055 Grogans Mill Road, Suite 300, The Woodlands,
Texas 77380.
I joined ESI (in my present position) on March 31,
1997. Prior to joining Entergy, I was employed by PacifiCorp, a
large 1nvestor-owned electric utility operating in the northwest-
ern United States, as Director of Coal and Fuel Supply. I held
that position for approximately four years. Prior to joining
PacifiCorp, I worked for several coal companies, primarily in the
financial and business development areas. I have a B.S. in
Accounting from West Virginia University and a Masters in Busi-
ness Adminaistration from Marshall University.
As Director, Coal Supply for ESI, I am responsible for
the acquisition of coal and related transportation for all of the

electric utility operating subsidiaries of Entergy Corporation.
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Entergy Corporation is an investor-owned public utility holding
company registered pursuant to the Public Utility Holding Company
Act of 1935. The Entergy operating companies include Entergy
Arkansas, Inc. ("Entergy Arkansas", formerly known as Arkansas
Power & Light Company); Entergy Gulf States, Inc. (formerly Gulf
States Utilities Company); Entergy Louisiana, Inc. (formerly
Loulsiana Power & Light Company); Entergy Mississippi, Inc.
(formerly Mississippi Power & Light Company}; and Entergy New
Orleans, Inc. (formerly New Orleans Public Service, Inc.). ESI
is a wholly-owned subsidiary of Entergy Corporation, and acts as
agent for the above-named operating companies in acquiring fuel
and related transportation for their coal-fired power plants. 1In
this Verified Statement I will focus in particular on Energy
Arkansas.’

The purpose of this testimony is to provide the Surface
Transportation Board ("Board") with facts concerning the present
critical situation faced by Entergy as a result of UP’s continu-
ing and very severe service problems 1in transporting coal to
Entergy Arkansas’ two large coal-fired plants in Arkansas, the
White Bluff Steam Electric étation (*Wwhite Bluff") and the
Independence Steam Electric Station ("Independence®). I will
also demonstrate Entergy’s need for modification of the White
Bluff build-out preservation condition imposed by the Board in

granting merger authority to Union Pacific Railroad Company

! I will refer to ESI and Entergy Arkansas, Inc¢. collec-

tively as "Entergy" in my testimony.

-2.
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{"UP") and Southern Pacific Transportation Company ("SP"} in
1996. This condition, which I will refer to as the "White Bluff
condition”, is described in more detail on page 2 of Entergy's

accompanying Petition for Modification in this proceeding.

I. BACKGROUND

Entergy Arkansas produces, distributes and sells
electric power to approximately 600,000 residential, commercial
and agricultural customers located in 63 counties in Arkansas,
and alsc engages in the wholesale power market. Its White Bluff
and Independence plants collectively consist of four unats (two
at each plant), with a combined capacity of approximately 3,337
megawatts. Each plant normally burns approximately 6.5 million
tons of coal annually, or 13 million tons in total, all of which
1s produced ain the southern Powder River Basin of Wyoming, and
all of which 1s transported to the plants by rail (specifically,
by UP}. Entergy’s present ccal supply and transportation
arrangements for the Whate Bluff and Independence plants are
described at pp. 5-8 of the Verified Statement of Roy A.
Giangrosso (who was then ESI’s Director, Coal Supply) 1n Enter-
gy's Comments in this proceeding served March 29, 199%6.

Entergy’s present rail transportation contract with UP,
known as the "Interim Agreement", whose term runs through

requires that 100% of the coal

destined to White Bluff and Independence

be transported by UP. Unfortunately, the level of service

-3 =
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provided by UP in transporting coal to these plants under the
Interim Agreement is abysmal. As I will describe in more detail
below, UP is completely failing to meet the service standards set
forth in the Interim Agreement, with the result that Entergy is
unable to receive all the coal these plants need to meet their
generation requirements. Entergy has been forced to curtail burn
{and thus generation) at these plants, and either purchase more
expensive power from the grid or use more expensive gas genera-
tion.

In order to remedy the present situation, which is
growing to near-critical proportions due to UP’'s continuing
service crisis in the south-central part of the nation, Entergy
must supplement UP’s inadequate coal transportation service with
transportation by other rail carriers, in particular the Burling-
ton Northern and Santa Fe Railway Company ("BNSF") -- which also
serves the PREB mines in Wyoming -- at White Bluff.? It is for
this reason that Entergy is requesting the Board to modify the
White Bluff condition previously imposed in approving the UP/SP
merger to enable BNSF to serve the White Bluff plant immediately,
without waiting for construction of the

build-out.

2 BNSF service to White Bluff would enable UP to concen-
trate on providing service to Independence.
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The build-out involves construction of a 2l-mile line
to a connection with the former SP Memphis-Houston line at Pine
Bluff, AR. BNSF was granted trackage rights over this line as a
condition to the UP/SP merger, and the White Bluff condition will
enable BNSF to use these trackage rights to access the White
Bluff plant after the build-out is completed. It will take
approximately three years to construct the build-out, from
engineering design to final completion, so completion will not
occur until approximately the year 2001. 1In the interim, without
the relief requested herein, Entergy must rely on UP to haul coal
to its Arkansas power plants -~- a totally unacceptable situation
considering UP‘'s failure to meet Entergy’s coal delivery require-

ments.

IT. QP's CONTRACTUAL SERVICE COMMITMENTS

Entergy presently operates 18 trainsets, each consist-
ing of 115 high-capacity aluminum cars acquired by Entergy in
1995, in PRB coal service to the White Bluff and Independence
plants. The economics of acquiring and using this equipment are
dependent on an assured level of rail service. Thus, Entergy’s
Interim Agreement with UP (which became effective in 1990)
contains a service standard, under which UP has committed to
transporting coal from the PRB mines to White Bluff

"Elapsed Transit Time" (excluding specified time for
loading coal trains at the mines and unloading them at the

plants) of hours in the case of White Bluff and hours 1n

-5-
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the case of Independence. 1If UP fails to meet its
Elapsed Transit Time . it then
has a deficit, which it must make up

If UP incurs a deficit and
fails to make it up it is obligated to pay

Entergy liquidated damages

UP is also under an express contractual obligation to
exercise good faith in avoiding the creation of deficits. It as
Entergy’'s position that the make-up and liquidated damages
provisions of the Interim Agreement are not intended to be used
as substitutes for contract transit time reguirements in the
chronic, pervasive manner that UP has resorted to in recent

years.?

? vVirtuvally identical service standards are also contained
in Entergy's original rail transportation contracts with UP and
its then-partner, the Chicago and North Western (*CNW"), and with
Missouri Pacific, which were signed in 1983. These agreements
are also described in Mr. Giangrosso’s Verified Statement filed
as part of Entergy’s Comments of March 29, 1996.

-6-
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UP’'s average Elapsed

Transit Time was hours for coal trains moving to the White
Bluff plant and hours for coal trains moving to the Indepen-
dence plant. These cycle times exceeded the contractual standard
by an average of hours in the case of White Bluff and hours
in the case of Independence.

UP’'s average Elapsed Transit Times ballooned to hours
for White Bluff and hours for Independence.

these transit times soared

even further, to hours and hours, respectively. On aver-
age, UP exceeded its contractual
service standard by hours, or %. up
exceeded its service standard by an average of hours, or

%. . UP exceeded its service standard by an
average of hours, or %.

These poor cycle times resulted in deficit tonnages --
the volumes of coal by which UP fell short of the quantity it
should have transported in éhe trainsets provided by Entergy had
1t met i1ts service standard --

In
addition, UP has effectively "rolled over" deficits
, and the cumulative deficit stood at about

. We are seeing
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no improvement in UP’s cycle times
and the deficit is growing at an accelerated rate.

As a direct result of UP's dismal performance in
transporting coal te the White Bluff and Independence plants,
the inventory of coal stockpiled at the plants, which Entergy
attempts to keep at a level equal to days’ projected coal
burn, has rapidly dwindled. At present, the inventory amounts
toc only days at White Bluff and days at Independence. The
reduced inventories, with no prospect of improvement in UP's
service, have resulted in Entergy Arkansas’ curtailing burn (and
thug the generation of electricity) at these plants. As a
result, the Entergy system (which is economically dispatched) has
had to purchase more expensive power from the grid and shift more
generation to its expensive gas-fired plants. Given UP’s virtual
service meltdown south of Kansas City, which Entergy does not
expect UP to be able to remedy in the foreseeable future, the
situation is becoming critical for Entergy (and, I understand,

for other utilities particularly in Texas).

ITII. ENTERGY'S ATTEMPTS TO USE

Entergy has repeatedly informed UP of the vital impor-
tance of compliance with its service commitments under the
Interim Agreement, and of the worsening situation in terms of
inventory and reduced coal burn at the White Bluff and Indepen-
dence plants. Entergy has had several meetings and conference

calls with UP, to no avail. Finally, on September 23, 1997, I

-8~
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wrote to UP’s Senior Vice President in charge of coal marketing
and transportation, Art Peters, and informed him that the situa-
tion had deteriorated to the point where Entergy believed UP had
materially breached its contractual obligations under the Interim
Agreement. A copy of my letter to Mr. Peters is attached hereto
as Exhibit CWJ-1.

My September 23 letter also requested UP‘s permission
to waive the 100%-volume requirement of the Interim Agreement,
and sought UP’'s cooperation in making alternative transportation
arrangements with other carriers, in particular BNSF. Finally,
we reguested definitive assurances from UP as to its ability to
meet its contracted service standard in the future, and indicated
that the matter had tec be resolved by September 30, 1997.

Mr. Peters did not respond to my September 23 letter
until late on October 3, 1997 (after the lawsuit discussed below
had been filed). A copy of Mr. Peters'’ October 3 letter is
attached hereto as Exhibit CWJ-2. To say the least, his response

did not provide the kind of assurances Entergy had requested
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Equally important, Mr. Peters’ October 3 letter reject-
ed Entergy’'s request that UP waive the volume requirements of the
Interim Agreement and cooperate with Entergy in arranging alter-
native transportation service with other carriers to help Entergy

through the present crisis.

-ip-
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Given UP’s continuing service deterioration® and its
refusal to respond in a meaningful way to our requests for
cooperation in resolving the present crisis, on October 3, 1997,
Entergy filed suit in the United States District Court for the
Middle District of Louisiana alleging that UP has materially
breached both the Interim Agreement and the underlying 1983
Agreements due to its continuing failure to meet the contractual

service standards, and seeking both the right to terminate the

agreements and damages. nter rvaice c._and Enter
Arkansas, Inc. v. Union Pacific Railroad Company, Civil No. 87-

967-B-M3 filed October 3, 1997. A copy of the complaint in this
action is attached hereto as Exhibit CWJ-3.

The modified condition being sought here would remove
an impediment to Entergy obtaining effective relief through the
federal court action. With the modified condition, Entergy would
be able to make alternative transportation arrangements with

BNSF.

IVv. CONCLUSION

UP’s present service difficulties are a direct result
of its haste and failure tc plan adequately in implementing its

merger with SP, Entergy urgently needs the Board‘’s help in

® As an example of how bad things are, on September 29,
1997 one of our trains was released after unloading at the White
Bluff plant. UP then took the empty train to Durand, KS, where
it arrived on September 30. The train was then parked on a
siding and the locomotives removed. This train was finally
returned to service on October 11, but other trains either are
not moving or have been removed from service from time to time.

-12-
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obtaining substitute rail service to make up for UP’'s merger-
related inability to keep the White Bluff and Independence plants
supplied with coal.

On behalf of Entergy, I respectfully urge the Board to
modify the White Bluff build-out condition to enable BNSF to
serve the White Bluff plant directly, using its existing trackage
rights over the UP line that passes right by the plant, until

Entergy is able to construct the build-out.

-13-
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; Exhibit CWJ-1

Page 1 of 3 3 . Ine.
E t | a::mms:nwm mSu-‘le 300
n e@ 0055 Grogars Mil Road

The Woogianas TX 77380
T 281 297 1562

Charies W. Jewell, Jr.
Srecor
<98 Subty

September 23, 1997

VIA FACSIMILE AND
CERTIFIED MAIL/RETURN RECEIPT REQUESTED

Mr. Art Peters

Semor Vice President

& General Manager

Union Pacific Railroad Company
1416 Dodge Street, Room 500
Omaha, NE 68179

RE: Breach of Railroad’s Service Commutments
Dear Mr. Peters:

Entergy Arkansas, Inc. currently receives rail transportation services to its
Arkansas coal plants from Union Pacific Railroad Company pursuant to Intenm Rail
Transportation Agreement [CC-WRPI-C-0065, dated October 1, 1991, which superseded
certain provisions of Agreement ICC-UP-C-0505 and Agreement ICC-MP-C-0430. Upon
termunation of the interun agreement, the terms of Agreements [CC-UP-C-0505 and ICC-
MP-C-0430 again are applicable, subject to amendment/renegotiation.

Entergy’s coal plants in Arkansas have experienced significant shortages 1n coal
deliveries from Union Pacific. As a result of these delivery shortages and Union Pacific's
failure to meet the service standards set forth in the agreement, Entergy, among other
things, has been forced to curtail its coal bumns, seek alternate fuel sources and purchase
electric power from other sources, all to the detriment of Entergy and its ratepayers.

Based on Union Pacific’s actions and its inadequate responses to concemns
expressed by Entergy representatives, Entergy believes that Union Pacific has breached
its contractual obligations under the agreement. Specifically, Entergy believes that Union
Pacific, among other things, has failed and refused to abide by the contractual obligations
with respect to cycle times, minimum train lading weight and the good faith obligation to
avoud creanng deficit tonnages.
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Exhibit CWJ-1
Page 2 of 3

M. Art Peters
Page 2
9/23/97

While the agreement provides for deficit service payments, such payments do not
provide an adequate remedy. Union Pacific’s persistent and continuing failure to meet 1ts
cycle time commitments under the agreement, and its continued failure and refusal to
make good faith efforts to avoid deficit tonnages as required by our agreement are
unacceptable. Such failure and refusal are causing Entergy substantial and irreparable
harm, and constitute a material breach of the agreement. Among other things, and without
waiving any other alternatives available to it, given the current near-emergency situation
with respect to the coal inventory at the White Bluff and Independence plants, Entergy
will explore immediately options (1) with respect to the movement of coal to the
Independence plant via Burlington Northern Santa Fe and Missouri & Northern Arkansas
Railroads; (2) for the barge delivery of coal to the White Bluff plant, and (3) for the
movement of coal via BNSF to Pine Bluff, Arkansas, and thence via Union Pacific to the
White Bluff Plant.

Entergy expects that Union Pacific will cooperate with 1t in every respect in its
efforts to make alternative transportation arrangements with alternate providers. You are
requested to provide information with respect to any restrictions that may exist with
respect to the M&NA's delivery of coal to White Bluff in connection with BNSF, and to
waive such restrictions. You are also requested to provide Entergy with a rate for the
movement of trainloads of coal in Entergy cars between a point of interchange with
BNSF at Pine Bluff, Arkansas, and the White Bluff plant, that can be used in combuination
with a BNSF rate from the Powder River Basin mines to Pine Bluff.

Additionally, Entergy demands adequate assurances from the Union Pacific as to
its ability to meet its cycle tme commitments under the agreement from this date
forward, and as to its ability to transport all deficit tonnage that has accrued and that will
accrue so as to become completely current and remain current. In order to receive
adequate assurances with respect to these issues, it will be necessary for Union Pacific to
provide documentation sufficient to enable Entergy to perform a due diligence review of
Union Pacific’s operations with a view toward satisfying itself with reasonable certainty
as to Union Pacific’s ability to perform 1n accordance with any such assurances. Entergy
expects that Union Pacific will cooperate in making information available for tus
purpose.

WNTO0537



Exhibit CWJ-1
Page 3 0of 3

Mr. Art Peters
Page 3
9/23/97

While Entergy will be pursuing these alternatives, it in no way considers these 1o
be the only remedies available to it. Under the circumstances, Entergy intends to evaluate
all of its remedies. We plan to resolve this matter no later than September 30, 1997
Please contact me immediately so that we may discuss this matter.

Sincerely,

Cuf—

cc:  James F. Kenney

bce: Ms. Kelly Cupero
Mr. Chris Mills, Slover & Loftus

Mr. Bud Storey
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"I -o-'

UNITED STATES DISTRICT COURT
MIDDLE DISTRICT OF LOUISIANA

: .

ENTERGY SERVICES, INC. AND . fraies (.LEh-(“'“
ENTERGY ARKANSAS, INC., .
PLAINTIFFS, .

VERSUS . cv wo. Q1- Gig7- B-m3

UNION PACIFIC PAILROAD COMPANY,  +
DEFENDANTS . .
.

.ﬁ*i‘*t.*.ti....i'

o B I T

Plaintiffs, Entergy Services Inc. ("ESI") and Entergy
Arkansas, Iac. (“Entergy Arkansasg®) {collectively referred to
herein as "Bntergy"), complain of defendant Union Pacific Railrecad
Company ("UP") as follows:

Jurisdiction_and Venue
1.

This is a civil action in which the matter in controversy
exceeds the gum or value of $75.000, exclusive of interest and
costs, and is between citizens of different states. This Court has
jurisdiction of the parties and the subject matter pursuant to
28 U.S.C. § 1332,

2.

Venue 1is properly in this Court pursuant to 28 U.S.C.

§1391{a), because UP resides in chis judicial district; UP owns,

controls and operates rajlroad lines and other Ffacilities
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ORIGNAL |
(3xTol ¥ D‘}'Ll_fl-

STNTT-3 P 4: g



Exhibit cwJy-3
Page 4 of 14

approximately 13.0 million tons annually at both plants. All of
the coal burned at White Bluff and Independence is produced in the
southern Powder River Basin of Wyoming (*PRE®) and ig tranaported
to White Bluff and Independence by rail.

8.

Since August of 1984, Entergy Arkansas’ PRB coal has been
transported to its White Bluff and Independence plants pursuant to
long-term rail transportation agreements. The first of these
agreements was entered by and between Entergy Arkansas, UP, and two
UP predecessor companies, Western Railroad Properties, Incorporated
{*WRPI"} and Chicago and North Western Transportation Campany
(*CNW"), on July 22, 1983, and provided for the transportation of
coal originmating in the PRB and destined for Entergy Arkansas’
White Bluff and Independence plants (the *UP Agreement"}. A
related agreement was executed the same day by and between Entergy
Arkansas and another UP predecessor company, Missouri Pacific
Rairlroad Company (*MP*) (the “MP Agreement®). (The UP Agreement
and the MP Agreement are collectively referred to herein as the
"1983 Agreements®). The 1983 Agreements became effective upon
their approval by the Interstate Commerce Commission ("ICC")
pursuant to 49 U.S.C. § 10713, and are identified as Contract
Numbers ICC-UP-C-505 and ICC-MP-C-0403.

9.

The UP Agreement provided for the transportation of coal

between the PRB mines and Kansag City, Migsouri/Kansas; the MP

Agreement provided for the transportation of the same coal from

* ENTO0541
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Ransas City, Missouri/Rangas Lo the White Bluff and Independence
plants. Use of both agreements was necessary to provide for the
continuous rail carriage of coal from the PRE to the White Blufg€
and Independence plants.

10.

On October 1, 1993, Entergy Arkansas, Up, WRPI, CNW and Mp
entered an Interim Rajl Transportation Agreement (*Interim
Agreement”), ICC-WRPI-C-0065, which was also approved by the ICC.
The Interim Agreement ig currently in effect. A recent amendment
to the Interim Agreement provides that the parties will negotiate
market-based rates for the movement of PRB coal to White Bluff and
Independence by rail starting in the year 2000.

11.

Both the 1983 Agreements and Interim Agreement set forth the
rates, services and other terms and conditions governing
transpertation of coal by UP between PRB mine origins in Wyoming
and the White Bluff and Independence plants. The agreements
contain confidential provisions that prohibit disclosure of certain
information regarding these agreements, and Entergy has therefore
framed in general temms portions of this pPleading relating to the
agreementy,

12.

The 1983 Agreements tepresented the first agreements entered
by UP and WRPI/CNW for the Cransportation of PRE roal. The first
movements under thege agreements occurred in August of 1984, when

WRPI first instituted Service to the PRB mines from which Entergy

-5 .
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Arkansae purchagsed (and purchases) coal for use in generating
electricity at the White Bluff and Independence plants.
13.

Fursuant to the temms of the 1983 Agreements and the Interim
Agreement, Entergy Arkansas ig cbligated to ship, and up 18
obligated to transport, a certain minimum volume of coal each year.

14.
Both the 1983 Agreements and the Interim Agreement include a
number of provisions that describe UP’s commitments concerning the
service to be provided in cannection with the coatract movements to
White Bluff and Independence, including but not limited to the
following:
(a} UP has a duty to transport all coal tendered by Entergy
Arkansas within a defined average elapsed transit time.

(b) If UP fails to meet the transit time standard, and ag a
result, fails to transport the required volume of coal
during a defined time period, UP must transport (in its
own railcarsg) the shortfall to Entergy Arkansas within a
certain time thereafter. If UP fails to do so, UP must
pay a prescribed amount of liquidated damages to Entergy
Arkansasg.

(c) UP is expresaly obligated to exercise good faith efforts
to avoid creating any deficit tonnages.

15.
Among other things, che purpose of the contract provisions

described in paragraph 14, herein, is to optimize the productivity
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of Entergy Arkansas’ railcar fleet and to agsure an adequate and
continuous supply of coal to maintain electric generation at
Entergy Arkansas’ White Bluff and Independence plants. As the
parties expresaly stated in the 1983 Agreements, it was their
*"desire that the contractual arrangement promote maximum equipment
utilization and transportation efficiency and provide all parties
with economic incentives.®
l6.

In reliance on the gervice standards and other contractual
provisions described in paragraphs 14 and 15 herein (collectively
referred to herein as "the service standaxrds®"), in 1995 Entergy
Arkansas replaced jits fleet of steel railcars used for the
transportation of coal from the PRB to the White Bluff and
Independence plants with a €fleet of higher-capacity aluminum
railcars, and made certain modifications to the cocal ualcading
facilities at both plants, at a total capital cost in excess of
$100 million.

Controve
17.

In spite of the stated intent to promote maximum equipment
utilization and transportation efficiency, and cthe obligation to
make a good faith effort to avoid creating deficit tonnages, UP has
consistently ignored its contractual service commitments to Entergy
Arkansas, and has breached, and continues to breach, the service

standards by:

{a) Continually failing to meet the tranait time standard.
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(b) Continually failing to comprise trains of the required
length.
18.

Eantergy has repeatedly informed UP of the vital importance of
compliance with the service standards, and the coasequent impact of
UP's failure to meet these standards on Entergy Arkansas‘' ability
to plan and provide electric utility service to its customers.

19.

Despite Entergy’s efforts, UP has refused to either correct
the service deficiencies, or provide adequate assurances that it
would (or could) take the necessary steps to assure its ability to
comply with its contractual service commitments to the end that
Entergy is confronted with an escalating deficit in its coal supply
which has forced curtailment of power production and reduced
reserves to a critical level.

20.

Entergy Arkansas has fully complied with all of its obliga-

tions and responsgsibilities upnder its contracts with UP.
21.

Under the terms of the 1983 Agreements and the Interim
Agreement, Entergy is not free to seek alternative transportation
of coal for the White Bluff and Independence plants. Unless
Entergy is freed from this restriction. Eantergy is precluded from
taking action to ensure the reliability of its system, and as a

consequence, both Entergy and its customers may suffer irreparable

harm.
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COUNT X
BREACE OF CONTRACT
22. .

Entergy hereby realleges and incorporates by reference {{ 1-21
of this Complaint.

23.

In entering the 1983 Agreements and the Interim Agreement,
Entergy Arkansas reasonably expected that UP would substantially
perform its contractual promises relating to the service standards,
and particularly the gtated intent to promote maximum equipment
utilization and transportation efficiency and the express
commitment to exercigse good faith efforts to avoid the creation of
deficit tonnages.

24.

Rather than promote maximum equipment wutilization and
transportation efficiency and exercise good faith, UP has instead
persistently failed to meet its duty to comply with the service
standards.

25.

UP’s persistent fallure to meet the service standards has
caused, and is continuing to cause, substantial hardship to Entergy
and has substantially impaired, and will continue to impair, the
ability of Entergy Arkansas to serve it ratepayers.

| 26.
In entering the 1983 Agreements and the Interim Agreement,

Entergy Arkansas relied an UP's agreement to provide service in

ENTHS46



Exhibit CWJ-3
Page 10 of 14

accordance with the service standards and did not expect that up
would persistently fail to comply with the service standards.
217.

Entergy also reasonably relied on UP's commitment in the
Interim Agreement to exercise good faith to avoid creating deficit
tonnages, and reasonably did not expect that UP would engage in a
practice of creating and cumulating (rolling over) deficit tonpages
in lieu of meeting the contractual elapsed transit time atandard.

28.

As a direct and proximate result of UP's failure to meet the
gervice standards, Enterqy and Enterqgy Arkansas have been deprived
of maximum equipment utilization and transportation efficiencies in
entering the 1583 Agreements and the Interim Agreement.

29.

The liquidated damages remedy contained in the 1983 Agreements
and the Interim Agreement was not i1ntended to apply to chronic,
pervasive failures to meet- the railroad service standards, such as
have occurred.

30.

By persistently failing to meet the service atandarxrds, UP has

materially breached and repudiated the 1983 Agreements and the

Interim Agreement.

- 10 -
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3l1.

Entexgy has provided UP with an opportunity to cure the above-
degcribed breach and UP has exhibited an inability, or
unwillingness, to correct the same.

32,

Ag a direct and proximate result of this breach, Entergy has
incurred damages relating to, inter alia, the cost of replacement
power, the loss of sales and revenues associated with curxtailing
production from the plants in guestion, and other costs and
axpenses associated with the UP‘s failure to provide adequate rail
transportation service, in an amount in excess of $1 million.

COUNT XI
BREACH OF COVENANT OF GOOD FAITH
3.

Entergy hereby realleges and incorporates by reference 1] 1-32
of this Complaint.

34,

In entering the 1983 Agreemt_ants and the Interim Agreement, tt!e
parties stated their desire to promote maximum equipment
utilization and transportation efficiency and UP expressly
committed to exercise good faith to avoid the creation of deficit
tonnages.

is.

Under its contractual commitments to Eatergy, UP has both an

implied and express duty to cooperate with Entergy in order to

accomplish the stated objectives set forth in paraqgraph 34 herein.

- 11 -
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36.

UP has refused to comply with the gervice standards, which
were intended to ensure maximum equipment utilization and
trangportation efficiency, and ha-s been unable, or unwilling, to
correct past deficiencies in service.

7.

UPF has engaged in a practice of creating and cumulating
(rolling over) deficit tonnages, rather than fulfilling its
contractual commitment to act ia good faith to avoid the creation
of such deficit tonnages.

as.

Wnile UP has neglected to comply with its contractual service
atandardsg and refused to correct such deficiencies, UP’'s gervice to
other PRB coal shippers has, in UP‘'s words, "consisteatly exceeded
[UP’s] own performance goals and contractual performance
commitments...in recent months.® Though service to Entergy has
continued to deteriorate, UP's “performance levels* for other
customers "have reached all-time records." See Applicants’ Report

on Merger Condition Implementation, Surface Transportation Board

Docket No. 32760 (Sub-No. 21), i cific Corporation n

PCSL C the Denver and Ri W Railroad C
JOVERSIGHT] at 42 (filed July 1, 1997).

- 12 -

ENT0549



Exhibit CWJ-3
19, Page 13 of 14

In ignoring and/or refusing to comply with its duty to satisfy
the express service standards and stated intent set forth in its
contractual commitments to Eatergy, while at the same time choosing
to provide "record level" service to other PRB coal shippers, UP
has breached the covenant of good faith and fair dealing, and has
otherwise failed to act in compliance with standards of commercial
reasonableness.

40.

As a direct and proximate result of UP’s breach of the duty of

good faith and fair dealing, Entergy has incurred damages relating

to, inter alija, the cost of replacement power, the loss of Bales

and revenues agsgsociated with curtailing production from the plants
in question, and other costs and expenses assaciated with the UP‘s
failure to provide adequate rail transportation service, in an
amount in excess of $1 million; but such monetary damages may be
inadequate to fully compensate Entergy for the losgses and harm
which may be experienced by Entergy and its customers.

PRA FO E

WHEREFORE, Entergy prays for the following relief:

(a) that on the basis of Counts I and II, the Court enter a
judgment (i) declaring that UP has materxially breached the 1983
Agreements and the Interim Agreement, that because of the material
breach those agreements are unenforceable by UP, and that BEntergy

is excused from pertormance under those agreements; and (ii)

- 13 -
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ordering UP to pay damages relating to the failure to meet the

service standards set forth in those agreements;

(b} that the Court, alternatively, 'order UP to pay all
direct, consequential and incidental damages incurred by Eatergy as
a result of UP’s material breach of the 1983 Agreements and the

Interim Agreement; and

(c} that the Court award such other and further relief asg it

deems just and proper.

TAYLOR, PORTER, BROOKS & PHILLIPS, L.L.P,

ol . D00

Tom ¥. Phillipas #7532
Fredrick R. Tulley #7534
Deborah E. Lamb #18991

Jobn P. Murrill #23878

P, 0. Box 2471

Baton Rouge, Louisiana 70821
504-387-3221

WILLIAMS & ANUERSON
J. Leon Holmes, Ark. Bar #82078
Jamcs E. Hathaway IIXI, Axk,. Bar #86085
Staven W. Quattlebaum, Ark. Bar #84127
Twanty-Second Floor
111l Centar Street
Little Rock, AR 72201
501-3172-0800

SLOVER & LOFTUS
C. Michael Loftus, D.C. Bar #225730
Christopher A. Milla, D.C. Bar $449%9325
Prank J. Pargolizzi, D.C. Bar #405174
1224 Seventeanth Street, N.W.
Washington, D.C. 20036
202-347-7170

Attorneys for Entergy Arkansas, Inc. and
Entergy Services, Inc.
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VERIFICATION

STATE OF TEXAS )
) S8S:
COUNTY OF MONTGOMERY )

Charles W. Jewell, Jr., being duly swom, deposes and says that he has read

the foregoing verified statement, knows the contents thereof, and that the same are true as

stated, except as to those statements made on information and belief, and as to those, that

he believes them to be true.

( w

Subscribed and swomn to before me
this .3'2 day of October, 1997.

-

/
/
. ’%7
s 2es I//.J.’L

’

Notar'y Public for Montgomery County, Texas

My Commussion expires ¢'¥-/7 -3¢¢ /

Ginan,  JANET LOLL
: 6@ NOTARY PUBLIC
{ M State of Texas
§ \A5 e comm Exp 04-17-2001

L e e

/|
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\
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Crowley V.S.



BEFORE THE
SURFACE TRANSPORTATION BOARD

ENTERGY ARKANSAS, INC. and
ENTERGY SERVICES, INC,, Complainants

UNION PACIFIC RAILROAD
COMPANY And MISSOURI &
NORTHERN ARKANSAS RAILROAD

COMPANY, INC. Defendants [

)
)
)
)
v, ) Docket No. 42104
)
)
)
)

MISSOURI & NORTHERN ARKANSAS
R.R. - LEASE, ACQUISITION AND
OPERATION EXEMPTION - MISSOURI
PACIFIC R.R. and BURLINGTON
NORTHERN R.R.

Finance Docket No. 32187

e e g -

1. INTRODUCTION

My name is Thomas D. Crowley. I am an economist and President of L. E. Peabody &
Associates, Inc., an economic consulting firm that specializes in solving economic, transportation,
marketing, financial, accounting and fuel supply problems. I have spent most of my consulting
career of over thirty-seven (37) ycars evaluating fuel supply issues and railroad operations, including
railroad costs, prices. financing, capacity and equipment planning issues. My assignments in these
matters were commissioned by railroads, producers, shippers of different commoditie s, and
government departments and agencics. A copy of my credentials are included as Exhibit_(TDC-1)

to this opening verfied statement (“OVS").
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In December 1992, Missouri Pacific Railroad Company and RailTex, Inc., predecessors to
Union Pacific Railroad Company (*“‘UP") and Missouri & Northcrn Arkansas Railroad Company,
Inc. (“M&NA™) respectively, executed a series of agreements in which: 1) UP leased 389.27 miles
of main line and branch lines in the states of Arkansas, Kansas and Missouri to M&NA; 2) UP
assigned 30.05 miles of trackage rights over lines of Burlington Northern Railroad Company (“BN™)
to M&NA; 3) UP granted M&NA 30.3 miles of trackage rights over UP lines; and 4) UP sold to
M&NA 102 miles of mainline track from UP extending from Bergman to Guion, Arkansas (herein
after these four segments are collectively referred to as the “Carthage Line™). The Lease Agreement
provides M&NA full and exclusive use of the leased properties for common carrier rail freight
service, including the right to access and interchange traffic directly with all railroads operating at
Springfield, Joplin, Carthage, Lamar, Aurora and Necvada, MO and at Fort Scott, KS.
Exhibit_(TDC-2) in a schematic of the M&NA. The term of the Lease Agreement is 20 years, of
which morc than 15 years have now expired. At M&NA'’s discretion the Lease Agreement may be
extended three times for an additional 20 years for each cxtension.

M&NA’s right to interchange traffic with other carricrs at the locations listed in the previous
paragraph is conditioned upon an annual rental payment contained in Section 4 of the Lease
Agreement, whereby, M&NA owecs an annual rental payment to UP of up to $90 0 million. The
amount of the rental payment is dependent upon the percentage of received or forwarded traffic
M&NA interchanges with UP rather than an alternative connecting carrier.

As discussed in a subsequent section of this testimony, the Surface Transportation Board

(*STB”)decided ' to examine interchange limiting provisions such as the rental payment (which are

ISTB decision in Ex Parte 575 (Sub-No. 1), Review of Rail Access on Competitive Issues —
Renewed Petition of the Western Coal Traffic League, served October 30, 2007 (“Rail Access™).
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contained in the UP/M&NA Lcase Agreement) on a case-by-case basis to ascertain the
reasonablcness of a specific provision The standard set forth in Rail Access contemplates that
rcasonableness will be determined based upon an cxamination of the net present value (“NPV™) of
the contribution resulting from a line sale or lease transaction compared with the expected
contribution had the transaction not occurred.

I have been asked by Counsel for Entergy Arkansas, Inc (“EAI”) and Entergy Services, Inc.
(“ESI”) (collectively referred to as “Entergy™) to determine: 1) if the NPV of the strcam of revenue
contribution resulting from the Lease/Sale Transaction is greater than the NPV of the contribution
which UP would have reccived had it not entered the Lease/Sale Transaction with M&NA,; and 2)
if the rental payment included in Section 4 of the Lcasc Agreement exceeds the contribution UP
would have received had it not cntered into the Lease/Sale Transaction.

My testimony is discussed further below under the following topical headings:

II. Background

IIl. The NPV of the Revenue Contribution Resulting from the Lease/Sale
Transaction Exceeds That Which UP Would Have Received Had It Not Entered
Into The Leasc/Sale Transaction

IV. The Section 4 Rental Payments Would Overcompensate UP For the Impact of
Traffic Diversion

V. Conclusions



4.

I1. BACKGROUND

The Carthage Line extends from Kansas City, Missouri to Diaz Junction, Arkansas. The
traffic moved by M&NA on this rail line is primarily coal traffic terminating at Entergy’s
Independence Generating Station located at Newark, Arkansas and at Kansas City Power & Light's
Montrose Generating Station, located at L.adue, Missouri. Bascd on information provided by UP in
discovery, M&NA received or delivered an annual average of { } carloads of traffic from or
to UP during the ten ycar period 1998 through 2007. Of these carloads, { },ornearly { }
percent, were carloads of coal terminating at either the Independence or Montrose Stations. The
remaining { } carloads consisted primarily of {

}.

The Lease Agreement contains a rental provision which effectively creates an interchange
limiting provision or “paper barrier” through an annual rent schedule that varies with the percentage
of annual traffic that M&NA interchanges with carriers other than UP. The rental payment schedule
provides that M&NA owes no rental payment if it interchanges between 95 and 100 percent of all
traffic with UP, but charges increasing annual rental amounts to M&NA as the percentage of traffic
interchanged with UP decreases. The rental payment schedule contained in Section 4.03 of the Leasc

Agreement is set forth in the Table 1 below.



Table 1
Lease Agreement Annual Rental Payments
Percentage of the Total
Traffic That MNA Annual Rent Due UP
Interchanges with UP  (December 2002 Levels)
n 2
1 100 - 95% $ -0
2, 94 - 85% $10,000,000
3, 84 -75% $20,000,000
4, 74 - 65% $20,000,000
5 64 - 55% $30,000,000
6 54 -45% $40,000,000
7 44 - 35% $50,000,000
8 34-25% $60,000,000
9, 24-15% $£70,000,000
10 14 - 5% $80,000,000
11. 0-4% $90,000,000

As shown in the Table 1 above, if M&NA interchanges 96 to 100 percent of its traffic with a
railroad other than UP. it owes UP an annual rental payment of $90 million.? Further, according to
Section 4.01 of thc Lease Agreement, the rental payments shown in the Table 1 above apply

separately and simultaneously to the interchange locations on both the Pleasant Hill to Bergman and

The rental amounts shown in Table 1 above are subject to escalation each year in accordance
with the “Producer Price Index — Finished Goods™, pursuant to Section 4.04 of the Lease/Sale
Agreement. As of December 2007 the maximum annual rental amount under the Lease equaled
$114 million.



-6-

Guion and Diaz ends of the Carthage Line. For example, if on one end of the M&NA line 20 percent
of the eligible traffic is interchanged with UP and at the other end of the line 80 percent of eligible
traffic is interchanged with UP, then the rental payment which applies is that percentage which

produces the larger rental payment.
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III. THE NPV OF THE REVENUE CONTRIBUTION RESULTING FROM THE
LEASE/SALE TRANSACTION EXCEEDS THAT WHICH UP WOULD HAVE

RECEIVED HAD IT NOT ENTERED INTO THE LEASE/SALE TRANSACTION

In Rail Access, the STB confirmed that it will consider the reasonable nature of pre-existing
paper barriers in a lease or sale agreement among Class 1 carriers and shortline railroads. In its

discussion of the interchange limiting provisions in Rail Access, the STB stated:

“But a carrier considering a line sale or lcase of a line with traffic that makes a
revenue contribution presumably calculates the net present value of the stream of
revenue contribution from the traffic it would be forgoing and either (a) demands
an equivalent value in the sale price or rental fee, or (b) includes interchange
limiting provisions in the sale or lease. The revenuc stream resulting from the
agreement should be no more than what the carrier would have received had it not
divested or leased the rail facilities in question, or had it demanded more in the
sale price or rental fee. So long as that is the casc, the interchange limiting
provisions would not overcompensatc the carrier and may shift the risk of
unexpected traffic loss to the selling or leasing (Class 1) carrier — the party that
was more able to assume the risk™ 3

Based on the above statement, | calculated the NPV of the revenuc contribution resulting from
the Lease/Sale Transaction and detcrmined that this amount exceeds what UP would have received
had it not entered into the transaction. My examination was made using three diffcrent analyses
and in each of the analyscs, the NPV of the revenue contribution resulting from the Leasc/Sale

Transaction exceeds that which UP would have reccived had it not entered the agreements with

M&NA.

SRail Access at 10-11.
4As shown below this holds truc cven when 100 percent of traffic is interchanged with UP and

no rental payment is owed UP.



The three analyses that I conducted are: 1) UP*s October 1992 analysis of the NPV of cash flows
associated with the Leasc/Sale Transaction, § }%; 2) UP’s October
1992 analysis { }; and 3) the NPV of the cash flows
associated with the actual historic traffic that has moved under the Lease/Sale Transaction through
2007. Each of these analyses is discussed below.

A. UP’S OCTOBER 1992
ANALYSIS, {

r
Inresponsc to Entergy’s discovery requests, UP provided an economic analysis of the after- tax
NPV of cash flows based on its expectations of the going concern value of continuing to move the
traffic itself compared with the cash flows from entering the Lease/Sale Transaction. UP’s analysis
assumed that {
}.§ UP’s analysis shows that at the time of the transaction, UP expected the NPV of cash flows

from the Lease/Sale Transaction, {

3

*This analysis was performed by UP in Oclober 1992, when evaluating whether or not it should
enter the Lease/Sale Transaction. UP’s analysis was provided in response to Entergy’s discovery
requests.

*The Lease Agreement provides that UP can choose to serve the Independence plant directly via
trackage rights over the leased line rather than interchanging the traffic to the M&NA for delivery
to the destination. Under this option, UP 15 obligated to pay M&NA an annual trackage rights fee
of $60,000.

"UP’s analysis, shown on discovery document UP-HC-0000304, is included as Exhibit_(TDC-3)
to this OVS.



B. UP’S OCTOBER 1992
ANALYSIS, {

H

As stated above, UP’s analysis of the NPV of cash flows {

}.! Todemonstrate the value of the Lease/Sale Transaction as implemented
by the parties. I have revised UP’s analysisto { }. My calculations rely on
UP revenue and cost information for Entergy’s traffic which UP provided in discovery in this
proceeding and UP"s economic model.’

This analysis shows that at the time of the transaction, the NPV of cxpecied cash flows from
the Lease/Sale Transaction. {
}, which exceeded UP’s expected contribution from continuing to move the traffic of {
}.IO
In addition, the annual rental payment (i.e.. the interchange limiting provision) contained in the

Lease Agreement of up to $90 million is {

%As demonstrated in the previous section of this OVS, {

1.
*

}.
WExhibit (TDC-4) provides a description of the development of the NPV of UP"s cash flows
from the Lease/Sale Agreement and UP’s contribution had it not entered into the Lease/Sale
Agreement.
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}'"' UP would have expected to earn in the first year had it not entered into the Lease/Sale
Transaction with M&NA.

C. NPV ANALYSIS BASED
ON ACTUAL HISTORIC

TRAFFIC (12/92 - 2007)

Both of the above analyses examinc the NPV of cash flows based on information that was
available to UP at the time UP entered into the Lease/Sale Transaction with M&NA. The analysis
contained in this section of my OVS examines the NPV of cash flows using actual historic traffic
levels. Specifically, I determined the NPV of UP’s cash flows based on the actual traffic that moved
over the M&NA during the December 1992 through 2007 time period. This analysisis based on the
traffic and revenue data provided by UP in discovery for all traffic moving over the M&NA during
this period. Using UP’s traffic data, 1 identified carloads and UP’s net revenue from traffic
intcrchanged with M&NA for cach year during this historical fifteen year period I then developed
UP's URCS cost of serving this traffic.'? Using UP's economic model as a framework, I then
determined the NPV of UP’s actual cash flows from the Leasc/Sale Transaction."

The NPV of UP’s cash flows from traffic interchanged with M&NA during December 1992

through 2007 time period equals { M {

"Exhibit_(TDC-4), Attachment 1, page 3, line 15.

12The traffic and revenue data provided by UP contained numerous omissions and deficiencies.
For example, nearly 75 percent of the movement records for the five year period 1993 through 1997
contained very limited movement charactceristics. The missing movement charactcristics had to be
estimated from the characteristics available from other complete movement records in the traffic data
provided by UP. Exhibit (TDC-5) to this OVS provides a description of the process utilized to
estimate the missing movement data and to develop UP’s costs of serving this traffic.

BExhibit_(TDC-4) also includes a description of the development of the NPV of UP’s cash
flows using the actual historic data.

“Exhibit_(TDC-4), Attachment 1, page 5, line 11
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3§ }. In both instances the NPV of

cash flows already achieved by UP substantially exceeds UP’s expected contribution from this

traffic.

Table 2 below compares the NPV of cash flows for both UP going concern values and from the

Lease/Sale Agreement to the NPV of actual cash flows using UP historical data.

Table 2
Net Present Value of Cash Flows

From Traffic Moving on the M&NA

(dollars 1n thousands)

{
Item } { 1
(1) (2) (3
I Going Concern Value { yY { ¥
2. Lease/Sale ~ 1992 Perspective { Y { y¥
3 Lease/Sale — Actual historic data { y¢ { ¥

¥ Exhibit_(TDC-3), UP Analysis — document UP-HC-0000304
Exhibit_(TDC-4), Attachment 1, page 3, Line 22, Column (2)
¥ Exhibit_(TDC-4), Attachment 1, page 4, Line 11, Column (2)
¥ Exhibit_(TDC-4), Attachment I, page S, Line 11, Column (2)
¥ Exhibit_(TDC-4), Attachment 1, page 6, Line 11, Column (2)

e

SExhibit_(TDC-4), Attachment 1, page 6, line 11.
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IV. THE SECTION 4 RENTAL PAYMENTS WOULD
OVERCOMPENSATE UP FOR THE IMPACT OF TRAFFIC DIVERSION

In Rail Access, STB stated:

“The revenue stream from an agrecment should be no greater than what the
carrier would have received had it not divested or leased the rail facilities
in question, or had it demanded more in the sale price or rental fee. So long
as that is the case, the interchange limiting provision would not
overcompensate the carrier...” '

As summarized in Table 2 above, UP’s cash flows from the Lease/Sale Transaction exceed
thosc UP would havc received had it not entered into the Lease/Sale Transaction, even though
M&NA has interchanged virtually 100 percent of all traffic with UP. Stated differcntly, M&NA has
never made a rental payment 1o UP.

To further examine the reasonableness of the annual rental payment amounts, | calculated the
cash flows assuming thrce different scenarios which hypothesize situations where M&NA
interchanges a portion of the traffic to a carrier other than UP and thereby incurs a rental payment
specificd in the Lease Agrcement. These three scenarios are: 1) all Entergy traffic is received by
M&NA from a railroad other than UP; 2) all KCPL traffic is received by M&NA from a railroad
other than UP; and 3) all non-unit coal train traffic currently interchanged with UP where UP is a
bridge or overhead carrier is diverted to a carrier other than UP.'” As shown below, the cash flows

(including the associated rental payments) resulting from each of these scenarios exceed those UP

would have received had it not entered into the Lease/Sale Transaction. The results of each of theses

18Rail Access, at p.10.

"Each of the three scenarios is examined based on information available to UP in 1992 when
the Lease Agreement was drafted and executed rather than based on actual traffic sincc December
1992,
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three scenarios are not additive because the resulting rental payment from each scenario is not
additive. For example, if both Entergy and KCPL traffic were diverted to a railroad other than UP,

the larger of the two resulting rental payments would apply rather than the sum of both rental

payments.
A. ENTERGY
TRAFFIC

The first scenario assumes that all of Entergy’straffic is received by M&NA in intcrchange from
a carrier other than UP. To calculate the cash flows associated with this scenario, I removed from the
cash flow mode] UP’s revenues and “off-branch’ cost associated with the Entergy traffic and inserted
into the cash flow model the resulting rental payment M&NA would have paid to UP.

Pursuant to Scction 4.03 of the Lease Agreement, the rental payment is based on the percent of
eligible traffic interchanged with UP at interchange locations “separately and simultaneously” on both
the Pleasant Hill to Bergman and Guion to Diaz ends of the Carthage Line. The Entergy traffic is
interchanged to M&NA at Newport, Arkansas which 1s located on the Guion to Diaz end of the
Carthage Linc. Based on the UP 1993 traffic data, { } carloads were interchanged between UP
and M&NA at Newport, { } of which were carloads moving to Entergy. The remaining
{ } carloads, or {  } percent of the total carloads interchanged on the Guion to Diaz end of
the rail line, would continue to be intcrchanged with UP under this scenario.

The resulting annual rental payment M&NA would incur based on this scenario is {

}."* See Table 1 above.

"If the Entergy traffic were diverted in 2007, the M&NA would incur an annual rental
obligation of { }. Basedon UP’s 2007 wraffic data, { } carloads were interchanged
between UP and M&NA at Newport, { } of which were moving to Independence and { }
or { } percent werc moving to or from other locations, thus triggering the base annual rental
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Under the Entergy scenario, the NPV of UP’s after-tax cash flow would equal { }
which excecds the NPV of the afler-1ax cash flow UP would have reccived by { } million had
UP not entered into the Lease/Sale Transaction."

B. KCPL

TRAFFIC

The second scenario assumes M&NA receives all of KCPL’s traffic in interchange from a
railroad other than UP. To calculatc the cash flows based on this assumption, the revenues and off-
branch costs associated with the KCPL traffic were removed from the cash flow model and the annual
rental payments M&NA would incur were inserted into the model.

The KCPL traffic is interchanged from UP to M&NA on the Pleasant Hill to Bergman end of

the rail line. According to UP’s traffic data, { } carloads of KCPL Montrose traffic out of a
total of { } carloads interchanged from UP to M&NA on the Pleasant Hill to Bergman cnd of
the rail line in 1993, Assuming the remaining { }carloadsor{  } percent of eligible carloads

continued to be interchanged between UP and M&NA, MN&A would incur an annual rental payment

of { } under this scenario in December 1992 dollars.

obligation of { }. The basc annual rental obligation is adjusted annually based on the
changc in the Producer Price Index — Finished Goods. The change in this index, applied to the base
annual rental is as follows: { }.

"The calculation of the { } is shown on page 1 of Exhibit_(TDC-6). The expected
contribution (including Entergy’s traffic) had UP not entered into thc Lease/Sale Transaction equals
{ } (Attachment 1 to Exhibit_(TDC-4), page 3). The difference equals {

#The cash flow model used in this analysis is based on information known by UP at the time
of the transaction and the revenue and off-branch cost information used is that derived from UP’s
document UP-HC-0014325. { 4
which is the basis for UP’s analysis and therefore used in my analysis.
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Under the KCPL scenario, the NPV of UP’s after-tax cash flow would equal § }
which exceeds the NPV of the afier-tax cash flow UP would have received had it not entered into the
Lease/Sale Transaction by { |

C. UP BRIDGE
TRAFFIC

The final scenario assumes that traffic, which is not originated or tcrminated by UP (i.e. non-
unit coal train traffic where UP acts as bridge or overhead carrier and interchanges with both M&NA
and a third carrier) would be diverted to interchange with a carrier other than UP. The traffic data
provided by UP in discovery shows that in 1993 M&NA moved atotal of { } carloads of traffic
in interchange with UP that were not Entergy or KCPL coal shipments. Of thesc carloads, { }
or{ } percent were bridge traffic to UP. Of the remaining non-unit coal train carloads, { }
carloads moved 1o interchange on the Pleasant Hill to Bergman end of the line and } carloads
moved to interchange on the Guion to Diaz end of the line.

Assuming M&NA continued to interchange with UP all non-unit train carloads which originated
or terminated on UP and also interchanged all of Entergy’s and KCPL’s carloads with UP, then
M&NA would interchange {  } percent ** of carloads eligiblc for interchange on the Pleasant Hill

t23

to Bergman end of the line withUPand {  } percent  of the carloads eligible on the Guion to Diaz

A1The calculation of the { } 1s shown on page 2 of Exhibit_ (TDC-6). The expected
contribution (including Entergy’s traffic) had UP not entered into the Lease/Sale Transaction equals
{ } (Attachment 1 to Exhibit (TDC-4), page 3). The difference equals {

}.

2% } KCPL carloads plus { } non-unit train carloads originating or terminating on
UP) - { } total carloads available for interchange at Pleasant Hill end of line equals {  }
percent. See electronic workpaper “cars by intcrchange.xls”.

3§ } Entergy carloads plus { } non-unit train carloads originating or terminating on
UP) —{ } total carloads available for intcrchange at the Diaz end of the line equals { }

percent. See electronic workpaper “cars by interchange.xls™.

}
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end of the line with UP. As the Lease Agreement specilies that the rental payments apply “separately
and simultaneously™ to both ends of the line, the annual rental payment incurred by M&NA under this
scenario would equal the higher of the rental amounts based on the interchange percentages for the

Pleasant Hill end of the line and the Guion to Diaz end of the line. Since both percentages triggera

rental amount of { } that would be the annual rental amount.
The NPV of UP’s after-tax cash flows under this scenario would equal § } which
exceeds the NPV of the after-tax cash flow UP would have received by { } had UP not

cntered into the Lease/Salc Transaction.**
Table 3 below summarizes the amount that the afler-tax cash flows, including the annual rental
payment, resulting from each of the three hypothetical traflic diversion scenarios cxceeds UP’s after-

tax cash flow assuming UP had not entered into the Lcasce/Sale Transaction

#The calculation of the { } isshown on page 3 of Exhibit_(TDC-6). The expected
coninbution (including Entergy’s traffic) had UP not entered into the Lease/Sale Transaction equals
{ } (Attachment 1 to Exhibit_(TDC-4), at page 3). The difference equals {

}.
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Table 3

NPV of UP After-Tax Cash Flows
Resulting From Traffic Diversion Scenarios

(dollars in millions)

M&NA, A
Railroad Other UP Cash Flow Of
Than UP and Going Concern
Diversion Scenario Rental Payment Value Y Difference ¥
(N () 3) 4
1. Entergy { 3 { } { }
2. KCPL { } y { } { }
3. UP Bridge Traffic { } ¥ { } { }

Y'Table 2, Line 1, Column (3)

Z Column (2) minus Column (3)

¥ Exhibit_(TDC-6), page 1, Line 11, Column (2)
¢ Exhibit_(TDC-6), page 2, Line 11, Column (2)
¥ Exhibit_(TDC-6), page 3, Line 11, Column (2)

Asexplained by UP Witness Warren Wilson, {

32

} the NPV of after-tax cash flows including the annual rental payments

substantially exceeds UP’s cash flows on a going concern basis for each of the scenarios analyzed.

25{
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V. CONCLUSIONS

The NPV of UP’s after-tax cash {lows resulting from the Lease/Sale Transaction is greater than
the NPV of the contribution which UP would have received had UP not entered into the Leasc/Sale
Transaction. This statement holds true based on UP’s own analysis performed prior to the execution
of the Lease/Sale Transaction and also holds truc when UP’s analysis is revised to incorporate its
revenue and cost associated with Entergy’s traffic. Further, the NPV of the after-tax cash flows UP
has actually realized since the execution of the Lease/Sale Transaction cxceeds the NPV of the after-
tax cash flows from the traflic that UP would have rcalized had it not entered into the Lease/Sale
Transaction.

In addition, the NPV of the after-tax cash flows including the annual rental payment, assuming
each of the three ditYerent hypothetical traffic diversion scenarios, exceeds the NPV of the after-tax

cash flows which UP would have received had it not entered into the Lese/Sale Transaction. {
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STATEMENT UALIFICATIONS

My name is Thomas D. Crowley. I am an economist and President of the economic
consulting firm of L. E. Peabody & Associates, Inc. The firm's offices are located at 1501 Duke
Street, Suite 200, Alexandria, Virginia 22314, and 10445 N. Oracle Road, Suite 151, Tucson,

Arizona 85737.

I am a graduate of the University of Maine from which | obtained a Bachelor of Science
degree in Economics. I have also taken graduate courses in transportation at George Washington
University in Washington, D.C. I spent three years in the United States Army and since February

1971 have been employed by L. E. Peabody & Associates, Inc.

I am a member of the American Economic Association, the Transportation Research Forum,

and the American Railway Engineering and Maintenance-of-Way Association.

The firm of L. E. Peabody & Associates, Inc. specializes in analyzing matters related to the
rail transportation of coal. As aresult of my extensive economic consulting practice since 1971 and
my participating in maximum-rate, rail merger, service disputes and rule-making proceedings before
various government and private governing bodies, I have become thoroughly familiar with the rail
carriers that move coal over the major coal routes in the United States. This familiarity extends to
subjects of railroad service, costs and profitability, railroad capacity, railroad traffic prioritization
and the structure and operation of the various contracts and tariffs that historically have governed

the movement of coal by rail.
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STATEMENT OF QUALIFICATIONS

As an economic consultant, I have organized and directed economic studies and prepared
reports for railroads, freight forwarders and other carriers, for shippers, for associations and for
state governments and other public bodies dealing with transportation and related economic
problems. Examples of studies I have participated in include organizing and directing traffic,
operational and cost analyscs in connection with multiple car movements, unit train operations for
coal and other commodities, freight forwarder facilities, TOFC/COFC rail facilities, divisions of
through rail rates, operating commuter passenger service, and other studies dealing with markets
and the transportation by different modes of various commodities from both eastern and western
origins to various destinations in the United States. The nature of these studies enabled me to
become familiar with the operating practices and accounting procedures utilized by railroads in

the normal course of business.

Additionally, I have inspected and studied both railroad terminal and line-haul facilities used
in handling various commodities, and in particular unit train coal movements from coal mine
origins in the Powder River Basin and in Colorado to various utility destinations in the eastern,
mid-western and western portions of the United States and from the Eastern coal fields to various
destinations in the Mid-Atlantic, northeastern, southeastern and mid-western portions of the United
States. These operational reviews and studies were used as a basis for the determination of the
traffic and operating characteristics for specific movements of coal and numerous other

commodities handled by rail.
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STATEMENT OF QUALIFICATIONS

I have frequently been called upon to develop and coordinate economic and operational
studies relative to the acquisition of coal and the rail transportation of coal on behalf of electric
utility companies. My responsibilities in these undertakings included the analyses of rail routes,
rail operations and an assessment of the relative efficiency and costs of railroad operations over
those routes. I have also analyzed and made recommendations regarding the acquisition of railcars
according to the specific needs of various coal shippers. The results of these analyses have been
' employed in order to assist shippers in the development and negotiation of rail transportation

contracts which optimize operational efficiency and cost effectiveness.

I have developed property and business valuations of privately held freight and passenger
railroads for use in regulatory, litigation and commercial settings. These valuation assignments
required me to develop company and/or industry specific costs of debt, preferred equity and
common equity, as well as target and actual capital structures. I am also well acquainted with and
have used the commonly accepted models for determining a company's cost of common equity,
including the Discounted Cash Flow Model ("DCF"), Capital Asset Pricing Model ("CAPM"), and

the Farma-French Three Factor Model.

Moreover, I have developed numerous variable cost calculations utilizing the various formulas
employed by the Interstate Commerce Commission (“ICC”) and the Surfacc Transportation Board
(“STB") for the development of variable costs for common carriers, with particular emphasis on

the basis and use of the Uniform Railroad Costing System (“URCS”) and its predecessor, Rail
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STATEMENT OF QUALIFICATIONS

Form A [ have utilized URCS/Rail form A costing principles since the beginning of my career

with L. E. Peabody & Associates Inc. in 1971.

I have frequently presented both oral and written testimony before the ICC, STB, Federal
Energy Regulatory Commission, Railroad Accounting Principles Board, Postal Rate Commission
and numerous state regulatory commissions, federal courts and state courts. This testimony was
generally related to the development of variable cost of service calculations, rail traffic and
operating patterns, fuel supply economics, contract interpretations, economic principles concerning
the maximum level of rates, implementation of maximum rate principles, and calculation of
reparations or damages, including interest I presented testimony before the Congress of the
United States, Committee on Transportation and Infrastructure on the status of rail competition
in the western United States, I have also presented expert testimony in a number of court and
arbitration proceedings concerning the level of rates, rate adjustment procedures, service, capacity,

costing, rail operating procedures and other economic components of specific contracts,

Since the implementation of the Staggers Rail Act of 1980, which clarified that rail carriers
could enter into transportation contracts with shippers, I have been actively involved in negotiating
transportation contracts on behalf of coal shippers. Specifically,1have advised utilities concerning
coal transportation rates based on market conditions and carrier competition, movement specific
service commitments, specific cost-based rate adjustment provisions, contract reopeners that

recognize changes in productivity and cost-based ancillary charges. I have also reviewed,
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STATEMENT OF QUALIFICATIONS

analyzed and evaluated both UP’s Circular 111 and BNSF 90068 rate levels and other terms and

conditions on behalf of coal shippers.

I have been actively engaged in negotiating coal supply contracts for various users throughout
the United States. In addition, [ have analyzed the economic impact of buying out, brokering, and
modifying existing coal supply agreements. My coal supply assignments have encompassed
analyzing alternative coals to determine the impact on the delivered price of operating and

maintenance costs, unloading costs, shrinkage factor and by-product savings

1 have developed different economic analyses regarding rail transportation matters for over
sixty (60) electric utility companies located in all parts of the United States, and for major
associations, including American Paper Institute, American Petroleum Institute, Chemical
Manufacturers Association, Coal Exporters Association, Edison Electric Institute, Mail Order
Association of America, National Coal Association, National Industrial Transportation League,
North America Freight Car Association, the Fertilizer Institute and Western Coal Traffic League.
In addition, T have assisted numerous government agencies, major industries and major railroad

companies in solving various transportation-related problems.

In the two Western rail mergers that resulted in the creation of the present BNSF Railway
Company and Union Pacific Railroad Company and in the acquisition of Conrail by Norfolk
Southern Railway Company and CSX Transportation, Inc., I reviewed the railroads’ applications

including their supporting traffic, cost and operating data and provided detailed evidence supporting
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requests for conditions designed to maintain the competitive rail environment that existed before the
proposed mergers and acquisition. In these proceedings, I represented shipper interests, including

plastic, chemical, coal, paper and steel shippers.

I have participated in various proceedings involved with the division of through rail rates. For
example, I participated in ICC Docket No. 35585, dkron. Canton & Youngstown Railroad
Company, et al v Aberdeen and Rockfish Railroad Company, et al which was a complaint filed
by the northern and mid-western rail lines to change the primary north-south divisions. I was
personally involved in all traffic, operating and cost aspects of this proceeding on behalf of the

northem and mid-western rail lines. I was the lead witness on behalf of the Long Island Rail Road

in ICC Docket No. 36874, Notice of Intent to File Division Complaint by the Long Island Rail Road
Company.
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VERIFIED STATEMENT

John E. Kwoka, jr.
Frederick R. Warren-Boulton

Introduction and Summary

1. My name is John E. Kwoka, jr. I am the Neil F. Finnegan Distinguished Professor of
Economics at Northcastern University. I received an A.B. from Brown University in 1967 and a
PhD in Economics from the University of Pennsylvania in 1972. [ have taught at George
Washington University and at the University of North Carolina at Chapel Hill, been a visiting
faculty member at Harvard University and Northwestern University, and served in various
capacities at the Federal Trade Commission, the Antitrust Division of the Department of Justice,
and the Federal Communications Commission. 1 have also previously served as President of the
Industrial Organization Society, Editor of the Review of Industrial Organization, Vice-President
of the Southern Economic Association, and member of the Editorial Boards of scveral academic
journals. ] am presently a Research Fellow of the American Antitrust Institute, a member of the
Board of Directors of the Industrial Organization Society, and a member of the Editorial Board
of the Review of Indusirial Organization. 1have written, consulted, and testificd on various
issues 1n industrial organization, regulation and antitrust policy. My full curriculum vitae is

attached at Exhibit A.



2. My name is Frederick R. Warrcn-Boulton. I am an economist and Principal with
MiCRA, an economics consulting and research firm with offices at 1155 Connecticut Avenue,
N.W., Washington, D.C. I received a B.A. degree from Yale University, a M.P.A. from the
Woodrow Wilson School of Princeton University, and a Ph.D. in Economics from Princeton
University. From 1972 to 1983, | was an Assistant and then Associate Professor of Economics at
Washington University in St. Louis. From 1983 to 1989, I served as the chief economist for the
Antitrust Division of the U.S. Department of Justice, first as Director of its Economic Policy
Office and then as Deputy Assistant Attorncy General for Economic Analysis. Since leaving the
government, | have served as a Resident Scholar at the American Enterprisc Institute, a Visiting
Lecturer of Public and International Affairs at the Woodrow Wilson School at Princeton
University, and as a Research Associate Professor of Psychology at the American University. |
have served as an expert witness or consultant on a number of antitrust matters, including as an
expert witness for the Department of Justice in United States v AT&T, for the Federal Trade
Commission in FTC v Staples and Office Depot, and for the States and the Department of
Justice in United States v Microsofi. My full curriculum vitae is attached as Exhibit B.

3. Counsel for Entergy have asked us to provide expert economic testimony regarding
the competitive effects of the “paper barriers” governing the operation of the Missouri and
Northern Arkansas Railroad Company (“M&NA"), a shortline railroad that presently serves
Entergy’s Independence Station electricity generating plant in Newark, Arkansas The “paper
barriers” at issue strongly discourage the M&NA from interchanging traffic with any carrier
other than the Union Pacific Railroad Company (“UP”). from which the M&NA acquired its
trackage. We have been spccifically asked to analyze the proper economics-based policy

limitations that should apply to the paper barners, and the remedy that should be employed in the



event that the Surface Transportation Board (“STB” or “Board”™) determines that it would be
unreasonable to permit the continued enforcement of the paper barriers affccting the M&NA.

4. The purpose of paper barriers is to protect the income stream of the trunk line railroad
when it sells or leases a line to a tenant shortline railroad. Our analysis shows that paper barriers
imposed on shortlines preserve or even increase the allocative inefficiency (that is, the degree to
which prices diverge from incremental cost) associated with the trunk line’s operation, cven as
the sale or lease itself encourages cost savings. The challenge for policy is to preserve this
mechanism for cost savings while avoiding further harms to allocative efficiency, to socially
desirable reorganizations of rail service, to shorilines, and to shippers. Appropriate balancing of
these interests would appear to be the objective that the STB set forth in Ex Parte No. 575,
Review of Rail Access and Compelition Issues - Renewed Petition of the Western Coal Traffic
League (STB served October 30, 2007) (“Ex Parte No. 575). There the Board noted that, “to
assess the public interest, we must weigh the benefits of a particular intcrchange commitment
against its potential for harm” (p. 8).

5. We also note that the standard under which paper barriers would be evaluated in
antitrust would neither trcat them as always procompetitive nor condemn them as per se illegal.
Indeed, the Department of Justice, in a Scptember 27, 2004 letter from Assistant Attorney
General William E. Moschella responding to an inquiry from the House Judiciary Committee, '
explained that “[i]f paper barricrs were subject to the antitrust laws, thcy would be evaluated
under scection 1 of the Sherman Act. The Department would examine whether the restraint is
ancillary to the salc of the trackage — i.e., whether the restraint is reasonably necessary to achieve
the pro-competitive benefits of the sale ” September 27, 2004 Letter from William E. Moschella,

Assistant Attomey General, United Stated Department of Justice, to The Honorable F. James



Sensenbrenner, Jr., Chairman, Committee on the Judiciary, U.S. House of Representatives (see
Counscl’s Exh. No. 18),at 2

6. In this Statement, we discuss the M&NA paper barriers, analyze paper barriers
generally, and propose a method for dealing with paper barriers that have been found to be
unrcasonable that has both substantive and procedural advantages over other policy options. Our
proposal—Shipper Right of Approval-is an administratively simple approach that would avoid
economically inefficicnt barriers while permitting those that creatc benefits to all parties. The

facts of the Entergy case illustrate how this method would realize such benefits.

M&NA Paper Barriers and Their Operation

7. We begin with a brief review of the M&NA and the paper barriers that govern its
existence and service to Entergy. M&NA was created in 1992, when it acquired trackage from
UP by both purchase and lease. UP presumably entered into this arrangement in the belief that it
was cheaper to pay M&NA some fraction of the total revenues on the line (the so-called
“division™) than to operate the line itself. The lease contains several provisions--the paper
barricrs--that effectively prevent M&NA from interchanging traffic with carriers other than UP,
especially with the BNSF Railway Company (“BNSF”’), with which the M&NA interconnects.
BNSF serves the origin mines in the Powder River Basin from which Entergy buys coal to burn
at Independence Station. BNSF and M&NA thus jointly pose a viable alternate to UP-direct
service by which Entergy could reccive coal at Independence Station, but the paper barriers
prevent usc of this alternative.

8. Three provisions of the Lease are particularly relevant. Section 4.01 imposes rent of

$90 million a year (subject to inflation) on the M&NA, but this rent is reduced to the extent that



M&NA interchanges traffic only with UP. The M&NA owes no rent so long as it interchanges
at least 95% of its traffic with UP. Section 3.01 of the Lease allows UP to take over servicing
the Independence Plant directly by trackage rights upon seven days’ notice in exchange for a
payment of $60,000 per year. This provision gives UP additional leverage against M&NA in
any renegotiation of the division of revenues between UP and M&NA from Entergy service on
the line. Finally, Section 15.01 provides that the paper barricr restrictions continue throughout
the duration of the lease. With an initial term of 20 ycars plus as many as three extensions, the
Lease could run for a possible total of 80 years. This section (15.01(f)) also allows UP to
terminate the lease if a court or other body determines that the rental provisions are unlawful or
improper.

9. Our understanding is that the M&NA papcr barriers have been effective. M&NA has
exchanged only limited traffic with any carrier other than UP,! M&NA has never paid any rent
to UP under the lease, and UP has ncver sought to exercise its trackage rights under the lease.
We further understand that M&NA has never interchanged Entergy traffic with BNSF, despite
the fact that there have been several periods of time in which UP was unable to meet Entergy’s
coal needs at Independence and BNSF was prepared to provide such transportation in

conjunction with M&NA.

Economics of Paper Barriers
10. It will be helpful to analyze papcr barricrs using an economic framework that
highlights the relevant elements. We do so as follows: Suppose that an incumbent trunk line

railroad owns and operates a line from point X to point Z that serves a captive shipper at

! We understand that UP has waived the 95% traffic requircment at times to accommodate non-
Entergy traffic, including origins and/or commodities that UP could not effectively serve itself.



destination Z. The captive shipper, while disadvantaged by the absence of competition, must
purchase services from the trunk line since it has no feasible alternative for obtaining the needed
product. Along one portion of the line, there is a second trunk line railroad. That portion is the
higher density segment from the origin X to some intermediate point Y. Further, the original
trunk line wishes to sell or lease the lower-density segment of the line (YZ) to a shortline In
what follows, we focus on lcasc rather than sale since it is simpler and conforms more closely to
UP/M&NA arrangement.

11. Figure 1 depicts the initial circumstance and the change that results from leasing the
segment to a shortline. Operating the segment itself, the incumbent trunk line railroad sets price
P on quantity Qy of services, and earns profit given by area PoABCp. Co denotes 1ts own unit
cost. The gap between price and unit cost is a measure of market power, that is, the degree of
misalignment of market price and underlying cost, known in economics as allocative
inefficiency. The trunk line will enter into a lease on segment YZ if and only if it benefits by an
amount at [east as great as 1t earns from continucd ownership and operation Those benefits will
be greater to the extent that the shortline’s unit costs arc lower than its own, and the trunk line
can structure the arrangements to benefit from the shortline’s lower costs, The shortline’s costs
would be lower, for cxample, if the shortline has lower input costs, equipment better suited to
low-density traffic, closer proximity to customers, better managerial focus, etc. The resulting
cost reduction—shown in Figure 1 as C;—represents a gain in production cfficiency in the
amount CoBDC,;. That production efficiency represents a socially desirable outcome.

12. The key issue concerns what happens to price when unit cost falls. Under certain
market conditions, some fraction of the cost reduction may be passed through to the final

customer. In other circumstances, however, no pass-through occurs and the entire gain in



production efficiency accrues to the trunk line railroad. This latter scenario can occur for any of
several reasons. Rail regulation, for example, may constrain the initial price Py to be less than the
profit-maximizing price In Figure 1, the profit-maximizing price might be that shown as P*,
above the regulatory maximum price Py. In such a case a cost reduction (at least up to some
point) will not be passed-through at all, but instead will simply be pocketed by the incumbent
railroad. Another set of circumstances resulting in no price effect would arise if the shipper had
access to an alternative supplier that set an effective upper bound on price that the incumbent
railroad could charge, an upper bound less than P*. Much as shown in the previous example, the
incumbent railroad, constrained by that price from maximum profitability, would not pass any
cost savings through but again simply boost its profits by the amount C;BDC,

13. We view the no-pass-through case as likely in the current railroad and regulatory
setting. The reason is that pricing is constrained by the stand-alone cost test and jurisdictional
pricing to something less than full monopoly price to a captive shipper. The analysis therefore
implies that the trunk line can and will set lease terms that ensure that it obtains all of the new
and greater profit from shortline operation of the YZ segment. Those terms can take thc form of
an annual fee, a per-unit fee, or some combination of the two.? Regardless, the outcome involves
full control of the benefits by the trunk line, none to the shortline (beyond the minimum needed
to induce entry into the lease), and none to the shipper. Despite this imbalance of benefits, the
outcome meshes the trunk line’s private interest in greater profitability with the social interest in

efficient production: It is socially desirable to have the shortline take over operation of the YZ

? The incumbent might also obtain indirect benefits from divesting operation to a shortline. Sale
or leasc frees up scarce management and capital resources to concentrate on the higher-volume
and higher-profit parts of its traffic network. “Unit cost” should therefore be interpreted to
include the opportunity cost of devoting rcsources 1o service on the YZ segment.



segment, since it can produce at lower cost. And it is profitablec for the trunk linc to let that
happen since it can set lease terms that capture all or most of the benefits for itself.

14, At this point, howcver, the parties’ interests diverge. The shortline (and the shipper)
would like to interchange with the second trunk line on the XY segment and thereby avoid the
remaining monopoly control exercised by the trunk line. This would allow the shortline to create
an alternative to the trunk line’s monopoly in serving the captive shipper, where the trunk line
retains the right to serve the shipper over the XY segment or can require the shortline to provide
service to the shipper over XY in conjunction with the trunk linc on terms favorable 1o the trunk
line. Since this would drive down price and lower profitability, the trunk line has no interest in
allowing the second trunk carrier to serve the XY segment. As a result it will lease out secgment
YZ to the shortline only on terms that prevent the shortline lessee from interchanging with
anyone other than itself.

15. Thosc tcrms are, of course, the essence of paper barriers. They make it prohibitively
expensive for the shortline to interchange with the alternative trunk railroad and provide
competitive through service on XZ to the shipper. As a result, the shortline must interchange
with the trunk line on terms that result in no gain to either the shortline (beyond the minimum
needed to induce it to assume the risks of the operation) or the shipper. The existence of the
potential rival to direct service by the incumbent trunk line, despite its efficiency benefits, is
without effect in the market.

16. If the central business fact is that trunk line has the motivation and the ability to
oppose use of its YZ segment in this manner, the central policy issuc is how to preserve the
socially beneficial use of production facilities without harming competitive opportunities and

allocative efficiency. We next consider methods of pursuing this objective.



Alternative Treatments of Paper Barriers

17. Entergy has requested that we develop a proposal for relief should the Board
determine that paper barrier restrictions in the UP/M&NA Lease are unreasonable. The
following discussion assumes that a Board decision precluding the continued enforcement of the
UP/M&NA paper barriers leaves unaffected UP’s right to terminate the lease arrangement. Our
proposal further assumes that UP, after such a lcase termination based upon the Board’s rcjection
of the rental provision under Section 4.01 (and UP’s direct service rights under Section 3.01),
seeks to enter into a new lease of the linc.

18. Regulatory approaches to paper barriers could in principle take any of several forms.
The Board could continue to permit paper barriers on new and existing spinoffs, with the proviso
that shippers could contest rates on the basis of stand-alonc costs. Another approach would be to
promulgate rules on term length and other conditions in an cffort to balance costs and benefits.
These methods involve substantial regulatory and other adminustrative costs, uncertainty about
outcomes, and the obvious risks of potential errors. Such limitations of conventional methods
prompt interest in identifying a superior alternative in terms of both substance and procedure.

18. That superior alternative for achieving the efficient usc of the resource consisting of
the YZ rail segment derives from underlying economic principles. The Coase Theorem® in
cconomics teaches that, absent transaction costs, the efficient allocation will occur regardless of
which party to a transaction initially holds the property rights to an asset. The reason is that the

assel will inevitably end up in its highest valued use either because (a) it by chance begins there

or morc likely (b) the party to whom the asset is most valuable will be willing to pay more to

? The Coase Theorem was presented in the seminal work. Coase, Ronald H., The Problem of
Social Cost, Journal of Law and Economics 3:1-44 (1960). In 1991, Coase received the Nobel
Prize in Economucs for this work as well as earlier work on the nature of the firm.



acquirc it than the asset is worth to someone else who happens initially to have it. Coase noted
that transactions costs can alter this conclusion since such costs create frictions that impede assct
reallocation.

19. In the present context the Coase Theorem would imply thai, absent transactions
costs, the YZ segment will end up in its highest valuc use whether rights to it are initially held by
the trunk {ine railroad or the shortline or for that matter the shipper or a non-rail entity. Each wili
have an incentive to reach the same outcome Bul transactions costs are significant when
railroads contract for sale of track or leasc track segments. Contracts are costly to ncgotiate,
write, administer, and enforce, and thesc costs are nontrivial. As a result. the ordinary process of
bargaining cannot be relied upon to produce the optimum allocation of resources. Rather, since
resources are likely to be “stuck™ where they are initially allocated, some modification of the
initial allocation of property rights can overcome the transaction costs and help improve the final
allocation.

20. If the property right is to be modified, it could simply be granted to the party that
valucs the asset the most or, if there are two (or more) parties similarly situated, to the one facing
the higher transaction costs in acquiring the right. Assignment to the party that values it the most
directly ensures optimum allocation, of course, but the choice of optimum allocation is not
always so clear. Assignment to the party (among those with similar likely efficiency properties)
facing the highest transactions cost of securing the asset will help “steer” the asset in the
direction of its higher value use at minimum transactions cost.

21. In the present case the parties to the transaction include the UP, the shoriline M&NA,
and the captive shipper Entergy. Of thesc, it is likely to be the shipper that has the highest

transaction cost of securing the asset for its best use. After all, the UP engages in such
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transactions repeatedly, whereas the shipper does so once or at most a very few times. This
asymmetry likely implies a transactions cost handicap to Entergy. In addition, the UP's apparent
higher valuation represents in part its monopoly rent on the XZ route. To that extent, its
willingness to pay more than other parties does not reflect 1ts higher social value but the existing
allocative inefficiency in the market.

22. There is therefore good economic rcason either to allocate the property right for the
XY segment to the captive shipper rather than to the incumbent, market-dominant railroad, or
altemnatively, as we propose, to allocatc to the captive shipper a corollary right in the prospective
use of the XY segment. Such a corollary right might work as follows: Suppose that a shortline
leases segment YZ from trunk railroad. The latter can structure the lease so that the captive
shipper is no better off than without the shortline. Our proposal 1s simply to grant the captive
shipper the right to approve such an arrangement, without which approval the transaction cannot
occur in the form proposed by the trunk line and the shortline.

23. This Shipper Right of Approval (SRA) does not permit the shipper to require the
trunk linc to enter into a sale or lease, and thus this does not simply reallocate the right to the
asset from one party to another. Rather, it requires joint approval and hence mutual benefit from
use of the asset. Clearly, the shipper will withhold its approval from those transactions that do it
no good, as when the transaction is simply a mechanism by which the trunk linc increases its
profit by allowing the lower-cost shortline to opcrate the segment YZ. The shipper will also be
unlikely to approve transactions that have prohibitive pcnalties from interchanging, that run for

excessive periods of time, or that are unreasonablc in scope.! Assignment and exercise of the

* We note Vice-Chairman Mulvey’s repeated objections to paper barriers, especially to those that
run in perpetuity: “What 1s particularly troublesome to me is that these [paper barrier)
restrictions on the short lines® ability to interchange with other carriers, and thereby offer
shippers a competitive option, go on in perpetuity. Just as new cntrants have been the source of
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SRA will help ensure the socially optimum allocation of the asset. Of course, the SRA could
take different forms depending on the circumstances. For example, it might be efficient in some
cases for the shipper(s) to participate in the development of the arrangements, but in others it
might be sufficient to allow shippers to comment after an agreement between the trunk line and
the shortline has been filed with the STB. The basic principle is that the relevant shipper(s)
would need to have an opportunity to approve the proposed arrangement.

24. This benefit of SRA can be illustrated by reference to Figure 2. Figure 2 reproduces
the initial cost Cy, the reduced level of cost Cy, and the initial regulated price Po. As before, the
cost reduction results in a production efficiency on quantity Qg in the amount C¢BDC,, but
competition between the incumbent and the shortline-plus-other-trunk line will lower the price to
some level such as P;. To the extent that demand is at all clastic, that will, in turn, increase
quantity sold to Q,, reduce thc gap between price and unit cost, and increase allocative efficiency
by the amount indicated as area AEGD. Thus, without jeopardizing the production efficiency,
SRA has increased the social benefit derived from this market.

25. One important advantage of SRA, relative to alternativcs, is its administrative
simplicity. It does not require regulatory scrutiny of filings by sclf-interested parties, especially
those with asymmetric access to information. It does not requirc regulatory intervention into
private decision-making. It does not involve outsiders’ judgments about the appropriate length
or scope of the restriction. It does not require agency prescription of the level of compensation.
It would avoid endless debate about which barriers may be reasonable and which arc not. The

parties with the best knowledge and greatest interest in the outcomes resolve the matter

competition for legacy carriers in the airlinc industry, so too could these new carriers become the
source of competition in the rail industry in the future.” Written Testimony of Vice Chairman
Mulvey (dated Scptember 20, 2007), to the House Committee on Transportation and
Infrastructure dated September 20, 2007 (Counsel’s Exh No. 10), at 6. We concur.
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themsclves, with the SRA ensuring movement of the asset toward (if not neccssarily all the way
to) the optimum allocation. In effect, the SRA would permit and facilitatc a market-efficient
outcome.’

26. While the SRA principle 1s sound, it is appropriate to note that on some track
segments there may be more than a single captive shipper. In such cases therc must be a method
for aggregating the interests of the multiple shippers into a single vote to approve or disapprove
any newly proposed leases. However, this consideration docs not appear to amount to a major
complication in the case of the M&NA. We understand that Entergy alone accounts for {|JJJJjj
-
;. Altemnatively, we understand that another shipper and Entergy collectively account
for {Jl} of the M&NA'’s traffic. Their combined vote should thus be sufficient for the sound

exercise of the SRA.

Application to the M&NA Paper Barriers

27. Against this background, it is our belief that the paper barriers in the M&NA Lease
are excessive. There are four reasons for this conclusion. First, there is cvery indication that
Entergy has becn in the no-pass-through circumstance, so that the cost savings from shortline
operation result in no benefit to the captive shipper but simply accrue to UP. As we explain, this
outcome implies a failure 1o utilize the rail segment assct to any social or even private advantage
other than that of the incumbent rail monopoly. Second and related to the above, it appears that

the rent provision in the Lease compensates UP based on its lost revenues, not merely on the

* That said, we do not mean to preclude consideration of all other approaches, especially in any
particular instance. Instead, our objective is to present a new approach and to note its
advantages.
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value of its future stream of profits or contribution (revenues less costs).® This standard seems
likely to leave UP better off if M&NA actually pays rent than if M&NA performs by
interchanging 95% of its traffic with UP.’ Further corroborating this, we understand that UP
conducted an analysis before entering into the M&NA transaction (see Counsel’s Exh. No. 7)
that demonstrated that the transaction would make a positive contribution to 1ts going concern
value, that is, make it “more than wholc” by the standard that the STB articulated for reviewing
paper barriers in Ex Parte No. 575.% Third, and also relatcd, UP’s option under Section 3.01 of
the Lease to take back the right to exclusive service to Entergy on seven days notice, for only
$60,000 per remaining contract year, further negates any potential for M&NA to serve as a

competitive option.? As previously noted, that provision provides UP with additional leverage

© {

}

7 Indeed, the rental provision would appear to fix a price even in excess of the efficient
component pricing rule (ECPR), which suggests price based on the incremental profit, not the
larger incrcmental revenue.

® As the STB stated in Ex Parte No. 575 at 10-11 (footnote omitted):

But a carrier considering a line sale or lcase of line with traffic that makes a
revenue contribution presumably calculates the net present value of the strcam of
revenue contribution from the traffic it would be forgoing and either (a) demands
an equivalent value in the sale price or rental fee, or (b) includes interchange
limiting provisions in the sale or lease. The revenue stream resulting from the
agreement should be no more than what the carrier would have received had it not
divested or leased the rail facilities in question, or had it demanded more in the
sale price or rental fee. So long as that is the case, the interchange limiting
provision would not overcompensate the carrier and may shift the nsk of
unexpected traffic [oss to the selling or leasing (Class I) carrier -- the party that
was morc able to assume the risk.

°* However, the portion of that provision granting Entergy the option of having UP resume direct
service to Independence is pro-competitive and should be retained to avoid creating the
“successive monopoly” problem that would arise if M&NA or some successor shortline had the
right to scrve Independence exclusively.
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over MENA, { I
I

28. A fourth troublesome feature of the UP/MNA Lease is that the paper barriers run for
the duration of the Lease, which has an initial term of 20 years plus the potential for three
additional such intervals. While it is difficult to determine the precise appropriate length, cighty
years is very nearly perpetuity in this and most businesses, and indecd even 20 years is a quite a
long time. If the purpose of the lease term is to ensure adequate compensation for the UP, such a
lengthy period seems excessive in comparison to other “pay-back” horizons cstablished as
policy, e.g., the 20-year life of a patent.

Conclusion

29, Paper barriers represent impediments to competition, to efficient organization of
production, and to interests other than incumbent monopoly railroads. These adversc effects are
clear in the casc of Entergy’s clectricity generating plant, which has been denied opportunities to
access alternative service since 1992. From a practical standpoint, the question is once a paper
barrier has been determined to be unrcasonable, what type of remedy should be afforded beyond
denying enforcement of the paper barricr. We have proposed a Shipper Right of Approval as a
potential remedy that would () advance societal welfare, (b) protect the legitimate interests of
the incumbent shortline and trunk line, (c) rely on market forces to the extent possible, and (d)
relieve the Board (and the parties) of the administrative burden of analysis and decision on the
reasonableness of paper barriers.

30. We believe that the paper barriers in the case of UP/MN&A illustrate these various
adversc effects, as well as the potential for improvement by use of the SRA approach. We urge

consideration of SRA as a remedy in the event that the Board finds that the paper barriers
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presently constraining MN&A arc unreasonable and UP then seeks to establish new lease terms

that include interchange restrictions.
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1987.

The Japanese Automobile Industry by Michael Cusumano, in Journal of Economic
History, June 1987.

Industrial Organization by Kenneth Clarkson and Roger Miller, in Antitrust Law and
Economics Review, 1985 (No. 3).

Power and Market: Government and Economy by Murray Rothbard, in Southern
Economic Journal, October 1978.

Monographs:
“Industry Restructuring, Mergers, and Efficiency: Evidence from Electric Power,” with
M. Pollitt, Northeastern University Department of Economics Working Paper 07-001

“Restructuring the U.S. Electric Power Sector: A Review of Recent Studies,”
Northeastern University Department of Economics Working Paper 06-005

“The Role of Competition in Natural Monopoly Industries: Costs, Public Ownership, and
Regulation,” Northcastern University Department of Economics Working Paper 06-001, January
2006



“Eliminating Potential Competition: Mergers Involving Constraining and Prospective
Competitors,” Northeastern University Depariment of Economics Working Paper 05-007, June
2005

“The Federal Trade Commission and the Professions: A Quarter Century of
Accomplishments and Some New Challenges,” Amcrican Antitrust Institute Working Paper 04-
04, October 2004

“Electric Power Distribution: Economies of Scale, Mergers, and Restructuring,”
Northeastern University Department of Economics Working Paper 04-005, Sept. 2004

“The Attack on Antitrust Policy and Consumer Welfare: A Response to Crandall and
Winston,” Northeastern University Department of Economics Working Paper 03-008, June 2003

“Dynamic Adjustment in the Higher Education Industry, 1955-1997,” with Christopher
Snyder, Northeastern University Department of Economics Working Paper 03-007, May 2003

“Unilateral Withholding' Market Power and California’s Electricity Crisis,” GWU Center
for Economic Rescarch Discussion Paper 01-01, May 2001

“Price Caps for Postal Service: Some Lessons and Somc Limits,” GWU Center for
Economic Research Discussion Paper 00-03, April 2000

“The Industrial Organization and Small Business,” with L. White, GWU Center for
Economic Research Discussion Paper 00-02, March 2000

"Reform of the Electric Power Sector in Britain," GWU Center for Economic Research
Discussion aper 96-02, December 1996.

"The Origins and Purpose of Public Enterprise," GWU Center for Economic Research
Discussion Paper 96-01, December 1996

"Privatization, Deregulation, and Competition: A Survey of Effccts on Economic
Performance,” World Bank PSD Occasional Paper No. 27, September 1996.

"Vertical Integration and Its Altematives for Achieving Cost Efficiencies in Electric
Power," GWU Department of Economics Discussion Paper D-9601, March 1996.

"The Price Effects of Buying Rings: Evidence from 'Knockouts' in Real Estate
Auctions," GWU Department of Economics Discussion Paper D-9503, March 1995.

"Public vs. Private Owncership and Economic Performance: Evidence from the U.S.
Electric Power Industry," Harvard Institute of Economic Rescarch Discussion Paper 1712,



February 1995.

"Ownership, Competition, and Price Performance of Elcctric Utilities," GWU
Department of Economics Discussion Paper D-9408, October 1994,

"Lengthening and Strengthening the Product Lifc Cycle: The Case of Minivans," GWU
Department of Economics Discussion Paper D-9212, November 1992.

"The Sales and Competitive Effects of Styling and Advertising Practices in the U.S.
Automobile Industry,” GWU Department of Economics Discussion Paper D-9109, March 1991.

"Policy and Productivity in the U.S. and U.K. Telecommunications Industries,” GWU
Department of Economics Discussion Paper D-9004, April 1990.

"Regulation American-Style: Heavy-Handed, Light-Handed, and (Sometimes) Off-
Handed,” March 1990.

"Unleashing Market Forces: Lessons from Deregulation of U 8, Industry," February
1990.

"Accounting for Losses: The Great Detroit Newspaper War," GWU Department of
Economics Discussion Paper D-8809, February 1988.

"Antitrust Policy and Foreign Competition," GWU Department of Economics Discussion
Paper D-8711, November 1984.

"Efficiencies, Failing Firms, and Alternatives to Merger: A Policy Synthesis," with F.
Warren-Boulton, Department of Justice, Antitrust Division Discussion Paper EAG 86-14.

"Market Segmentation by Product Quality: Some Evidence from Automobiles," GWU
Department of Economics Discussion Paper D-8603, May 1986.

"Industrial Contraction and Sunk Costs as Constraints on Concentration," GWU
Department of Economics Discussion Paper D-8502, Junc 1985.

"Market Power from Horizontal Mergers and Joint Ventures," GWU Department of
Economics Discussion Paper D-8413, January 1985.

"Cooperation vs. Rivalry: Price-Cost Margins by Linc of Business,"” with D. Ravenscraft,
Federal Trade Commission Bureau of Economics Working Paper No. 127, June 1985.

"More on Market Share Distribution and Industry Performance," GWU Department of
Economics Discussion Paper D-8210, September 1982.



"Advertising and the Price and Quality of Optometric Services," GWU Department of
Economics Discussion Paper D-8209, September 1982.

"Behavior of an Auto Firm Under the Fuel Economy Constraint," FTC Bureau of
Economics Working Paper No. 28, June 1980.

"Output Under Second-Degree Price Discrimination,” FTC Bureau of Economics
Working Paper No. 21, October 1979.

“Does the Choice of Concentration Ratio Really Matter?” FTC Bureau of Economics
Working Paper No. 17, October 1979.

"The Diversity of Firm Size Distributions in Manufacturing Industries," FTC Bureau of
Economics Working Paper No. 12, February 1978.

"The Effects of Market Shares and Share Distribution on Industry Performance," FTC
Bureau of Economics Working Paper No. 2, March 1977.

Other:
Principle organizer, Chair of Local Organizing Committee and Finance Committee,
Intcrnational Industrial Organization Conferences, Northeastern University, 2003, 2006.

Award for Meritorious Service, Federal Trade Commission, 1980
"Antitrust Analysis and the 'Cooperative Core": It's the First Two Market Shares That

Count,” interview by Charles Mueller, Antitrust Law and Economic Review, 1983 (No. 4) and
1984 (No. 1).

Mcmbership in: American Bar Association
American Economic Association
European Association for Research in Industrial Economics
Industrial Organization Society
Southern Economic Association
June 2008
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MiCRA Microeconomee Consulting & Research Assoctates, Inc

FREDERICK R, WARREN-BOULTON, Ph.D.
PRINCIPAL
Microeconomic Consulting & Research Associates, Inc. (MiCRA)
1155 Connecticut Avenue, N.W., Suite 900
Washington, DC 20036

www micradc com

Direct: (202) 467-2504 rwb@micradc.com Fax: (202) 296-1915

CURRICULUM VITAE
Education

1975 Ph.D., Economics, Princeton University

1969 M.A., Economics, Princcton University

1969 M.P.A., (Master of Public Affairs) Woodrow Wilson School of Public &
Intemational Affairs, Princeton University

1967 B A., Economics, Yale University, cum laude with High Honors in
Economics

Expericoce

Principal, MiCRA: Microeconomic Consulting and Rescarch Associates, Inc.,
Washington, D.C.; August 1991 - present.

Visiting Lecturer of Public and International Affairs, Woodrow Wilson School of Public
and International Affairs, Princcton University, Princeton, NJ; Spring Semester,
1991.

Resident Scholar, American Enterprisc Institute for Public Policy Research, Washington,
D.C.; May 1989 - April 1990, Adjunct Scholar from May 1990.

Semor Vice President, ICF Consulting Associates, Inc., Washington, D.C., November
1989 - August 1991

Research Associate Professor of Psychology, The American University, Washington,
D.C.; September 1983 - 1990.

Deputy Assistant Attomey General for Economic Analysis, Antitrust Division, U.S.
Department of Justice, Washington, D.C.; October 1985 - May 1989.



Director, Economic Policy Office, Antitrust Division, U.S. Department of Justice,
Washington, D.C.; September 1983 - September 1985.

Research Associate, Center for the Study of American Business, Washington University
in St. Louis; July 1978 - June 1985,

Associate Professor, Department of Economics, Washington University in St. Louis; July
1978 - June 1985. Chairman, Graduate Committee, 1978 - 1980. Chairman,
Undergraduate Commitiee, 1980 - 1983.

Assistant Professor, Department of Economics, Washington University in St. Louis;
Scptember1972 - June 1978.

Assistant in Instruction, Woodrow Wilson School of Public and International Affairs,
Princeton University, Princeton, N J.; 1969 - 1971.

Research Consultant, Ford Foundation, Kingston, Jamaica, W.I ; Summer 1969.

Fields Taught

Graduate: Industrial Organization, Economic Development and Planning,
Microeconomic Theory, International Trade, International Finance, Economic
Theories of Behavior, Applied Microeconomics.

Undergraduate: Government and Business, Industrial Orgamzation, International Trade,
Intcrational Finance, Economic Development, Intermediate Microeconomic
Theory, Intermediate Macroeconomic Theory, Introductory Microeconomic
Theory, Introductory Macroeconomic Theory.

Grants

National Science Foundation. Grant title: "Income Maximizing in Choice and Rate
Effects,” 1988 - 1991.

National Science Foundation. Grant title: "Application of Economic Theory to Operant
Schedule Effects,” 1985 - 1987.

National Science Foundation, Grant title: "Income and Choice,” 1983 - 1985.

Professional Activitics

Rcferee, American Economic Review, The Bell Journal of Economics/Rand Journal,
Economic Inquiry, Industrial Organization Review, Journal of Industrial



Economics, Journal of Law and Economics, Journal of Political Economy,
Quarterly Journal of Economics, Southern Economic Journal

Member, Editorial Boards, /nternational Journal of the Economics of Business, Journal
of Forensic Economics

Mcmber, American Bar Association, American Economic Association, Southern
Economic Association, Western Economic Association.

Languages

French, German

Publications

“On Loss Aversion in Capuchin Monkeys,” Journal of the Experimental Analysis of
Behavior, 40-2 (March 2008) with A. Silberberg, P. Roma, M. Huntsberry, T.
Sakagami, A. Ruggiero and S. Suomi.

“The Contribution of the Merger Guidelines to the Analysis of Non-Horizontal Mergers,”
20" Anniversary of the 1982 Merger Guidelines: The Contribution of the Merger
Guidelines to the Evolution of Antitrust Doctrine, May 21, 2002, on

http-//www.usdoj.gov/atr/hmerger. htm#papers.

“Staples and OfTice Depot An Event-Probability Case Study,” Review of Industrial
Organization, 19 469-481, 2001, with Serdar Dalkir.

“Optimizing in Choice When a Token Deposit is the Operant,” Journal of the
Experimental Analysis of Behavior, 2002, with J, J. Widholm, Alan Silberberg,
S.R. Hursh, and A.A. Iman,

“Market Definition and the Pricc Effects of Mergers: Staples-Office Depot (1997),” in
The Anturust Revolution Economics, Competition and Policy, John E. Kwoka
and Lawrence J. White, eds., Oxford University Press, third edition, 1999, with
Serdar Dalkir,

“Unilateral Price Effccts: Staples and Office Depot,” in The M&A Lawyer, June 1998,
Vol. 2, No. 3, with Serdar Dalkir. Available in rcvised form as “How Do You
Know an Office Superstore? Staples and Office Depot,” on

http-//www antitrust.org/cases/,

"Resale Price Maintenance Reexamined: Monsanto v. Spray-Rite (1984)," in The
Antitrust Revolution: Economics, Competition and Policy, John E. Kwoka and
Lawrence J. White, eds.; Oxford University Press, third edition, 1999.



“Exclusionary Bchavior in the Market for Operating System Software: the Case of
Microsoft,” in Opening Networks to Competition the Regulation and Pricing of
Access, David Gabel and David F. Weiman, eds.; Kluwer Academic Publishers,
1998, with Kenneth C. Baseman and Glenn A. Woroch.

"Riding the Wave: Exclusionary Practices in Markets for Microprocessors Used in [BM-
Compatible Personal Computers," Conference and Festschrift in Honor of Merton
J. Peck, Yale University, September 30, 1994, and International Journal of the
Economics of Business 2-2 (July 1995), pp. 241-262, with Robert W. Wilson.

"The Economics of Intellectual Property Protection for Sofiware The Proper Role for
Copyright,” American Council on Interoperable Systems, Washington, D C., June
1994, and StandardView ACM Perspectives on Standardization 3-2 (June
1995), pp.68-78, with Kenneth C. Baseman and Glenn A. Woroch.

"Microsoft Plays Hardball: Use of Nonlinear Pricing and Technical Incompatibility to
Exclude Rivals in the Market for Operating Software," The Antitrust Bulletin 40-
2 (Summer 1995), pp-265-315, with Kenneth C. Baseman and Glenn F. Woroch.

“Copyright Protection of Software Can Make Economic Sense,” The Computer Lawyer,
12 (February 1995), pp. 10, 18-28, with Kenneth C. Bascman and Glenn A.
Woroch.

"Exclusionary Practices in Iligh-Technology Industries," The St Louis Bar Journal, 16
(Summer 1994), pp 28-34

"Monsanto v Spray-Rite: Resale Pricc Maintenance Reexamined,” in The Antitrust
Revolution The Role of Economcs, John E. Kwoka and Lawrence J. White, eds.;
Scott, Foresman and Company, Glenview, Illinois, second edition, 1994.

"A Commentary on the 1992 U.S, Merger Guidclines," International Merger Law, 22
(June 1992), pp. 14-19.

“The Use of Stock Market Retumns in Antitrust Analysis of Mergers," Review of
Industrial Organization, 7-1 (1992), pp. 1-11, and Economic Analysis Group
Discussion Paper #88-1, January 1988, with Robert H. McGuckin and Peter
Waldstein.

"Implications of U.S Experience with Horizontal Mergers and Takeovers for Canadian
Competition Policy," in The Law and Economics of Competition Policy, Frank
Mathewson, Michael Trebilcock and Michael Walker, eds.; The Fraser Institute,
Vancouver, B.C., 1990.

"Maricopa and Maximum-Price Agreements Time for a New Legal Standard?” Journal
of Health Fconomics, 7 (June 1988), pp. 185-190.



"Maximizing Present Value: A Model to Explain Why Moderate Response Rates Obtain
on Variable-Interval Schedules," Journal of the Experimental Analysis of
Behavior, 49 (May 1988), pp. 331-338, with Alan Silberberg and Toshio Asano.

"Sources of the *Crisis’ in Liability Insurance: An Economic Analysis,” in Yale Journal
of Regulation, 5 (Summer 1988), pp. 367-395; Economic Analysis Group
Discussion Paper #88-2, February 1988; and An Update on the Liability Crisis
Tort Policy Working Group, U.S. Government Printing Office: 181-487:60075,
March 1987, with Richard N. Clark and David D. Smith.

“State and Federal Regulation in the Market for Corporatc Control," The Antitrust
Bulletin, 32 (Fall 1987), pp. 661-691, and Economic Analysis Group Discussion
Paper #86-4*, January 1986, with Margaret E Guerin-Calvert and Robert H
McGuckin

“Income and Choice Between Different Goods," Journal of the Experimental Analysis of
Behavior, 48 (September 1987), pp. 263-275, with Alan Silberberg and David
Shurtleff.

“Inferior-Good and Giffen-Good Effects in Monkey Choice Behavior," Journal of
Experimental Psychology Armimal Behavior Processes, 13 (1987), pp. 292-301,
with Alan Silberberg and Toshio Asano.

"Efficiencies, Failing Firms, and Alternatives to Merger. A Policy Synthesis,” The
Antitrust Bulletin, 31 (Summer 1986), pp. 431-450, and Economic Analysis Group
Discussion Paper #86-14, August 1986, with John Kwoka

Oil Pipeline Deregulation* Report of the U.S Department of Justice, U.S. Government
Printing Office' 1986, 491-510 40159, May 1986, with Charles J. Untiet

"Merger Policy and Enforcement at the Antitrust Division: The Economist's View,"
Antitrust Law Journal, 54 (Spring 1985), pp. 109-115.

"Reanalysis of the Equation for Simple Action," Journal of the Experimental Analysis of
Behavior, 43 (March 1985), pp. 265-277, with Alan Silberberg, Michact Gray and
Randolph Ollom.

"Considering the Effccts of Financial Incentive and Professional Ethics on ‘Appropriate’
Medical Care," Journal of Health Economics, 3 (December 1984), pp. 223-237,
with Robert Woodward.

Deficits and Dollars The Effects of Government Deficits in an International Economy.
Center for the Study of American Business, Contemporary Series 3, 1982.



"Physician Productivity, Remuneration Method, and Supplier-Induced Demand,” in
Issues in Physician Reimbursement, N.T. Greenspan (ed.), HCFA, 1981, pp. 115-
134, with Robert Woodward.

"Paying the Doctor: A Model of Work-Leisure Decisions under Alternative
Remunerations," Proceedings aof the American Statistical Association, 1979, with
Robert Woodward.

Vertical Control of Markels. Business and Labor Practices. Ballinger Publishing
Company, Cambridge, Mass , 1978

"Vertical Control by Labor Unions," American Economic Review, 67 (June 1977), pp.
309-322 Reprinted as Publication Number 17, Center for the Study of American
Business, November 1977,

"Vertical Control with Variable Proportions," Journal of Political Economy, 82 (July -
August 1974), pp. 783-802.

Preliminary Survey of Jamaican Management Manpower: Resources and Requirements.
Jamaican Institute of Management, 1969

Conference, Seminar, Working and Discussion Papers

“Open Access Policies, Net Neutrality and Incentives for Innovation in the
Telecommumcations Industry” 19" Annual Western Conference, Advanced
Workshop in Regulation and Competition, Center for Research in Regulated
Industries, Rutgers Business School, Rutgers University, June 29, 2006, with
Michael Pelcovits.

Department of Justice/Federal Trade Commussion Section 2 Hearings on Single Firm
Conduct: Predatory Buying Panel. Washington, DC, June 22, 2006

“Market Share Discounts: Collusion and Exclusion * Internationa! Industrial
Organization Confcrence, Boston, April 9, 2006, with Danicl Haar.

“On Using Economists as Expert Witnesscs.” 54" Antitrust Law Spring Meeting,
American Bar Association Scction of Antitrust Law, “Economic Experts Speak”
Session, March 29, 2006

“Mergers Without Markets: Do Mergers Among Publishers Of Academic Joumals Affect
Prices? MiCRA Working Paper No. 2, November 4, 2005, with Renee Duplantis,
Daniel Iaar, Steve Silberman and Hal Van Gieson, available at
www.micrade.com,



“Antitrust Issues in Agriculture,” National Agricultural Council Global Agrifood Forum
2005, Mexico City, June 10, 2005.

“The Economics of Vertical Restraints,” ABA Economics Committee, Economics for
Lawyers, April 20, 2005. See www.micradc com

“On Using an Economist as an Expert Witness.” DOJ / FTC Trial Strategy Program,
Aurlie House, January 29, 2004

Presentation at the ABA Session on Dentsply, November 4, 2003

Presentation at the ABA Antitrust Meetings in San Francisco, August 11, 2003

“The Contribution of the Merger Guidelines to the Analysis of Non-Horizontal Mergers,”
20" Anniversary of the 1982 Merger Guidelines* The Contnbution of the Merger
Guidelines to the Evolution of Antitrust Doctrine, May 21, 2002, on

http://www usdoj.gov/atr/hmerger htm#papers.

“Congestion Pricing at Airports,” ACI-NA 11" Annual Conference, Salt Lake City,
November 12, 2002; 2001 FAA Commercial Aviation Forecast Conference,
Washington, D.C., March 14, 2001; ACI-NA 9™ Annual Conference, New York
City, October 3, 2000.

FT'C Workshop* Competition Policy in the World of B2B Electronic Marketplaces, June
30, 2000.

FTC Workshop: Slotting Allowances, June 1, 2000.

“Consumers, Consolidation, and Concentration: Policy [ssues,”, at the ERS of the USDA
conference, The Amencan Consumer and the Changing Structure of Food
System, May 4, 2000.

“Design and Implementation of Competition Law and Policy” and “Mergers,
Acquisitions and Other Structural Arrangements.” Competition Law and Policy:
Cross-country Approaches Experiences. World Bank Institute, Singapore Trade
Development Board, and Organization for Economic Co-operation and
Development May 14-May 20, 2000.

“The Case Against an Agrarian Antitrust Policy,” 2000 USDA Agriculture Outlook
Forum. February 24, 2000.

“Is Structure Still Enough”, 25™ Anniversary of the EPO/EAG, November 4, 1998

“Proving Damages in a Business Case,” Business Litigation Seminar, Business Law
Section of the Florida Bar, November 20 (Tampa) - 21 (Miamu), 1997.



“Basic Economics for Lawyers,” Section of Antitrust Law, American Bar Association,
New York, N.Y , October 3-4, 1996,

“Vertical Control in the Entertainment Industry,” Chair’s Showcase Program: The
Integration, Disintegration and Reintegration of the Entertainment Industry,
American Bar Association, Section of Antitrust Law, 44th Annual Antitrust
Spring Meeting, Washington D.C., March 28, 1996.

"Privatization and Regulation in the Restructuring of Electric Utilities in Eastern
Europe,” IBRD Conference on the Privatization of Electric Utilities, Prague, The
Czech Republic, September 1993.

"Implications of the United States Experience with Regulation and Antitrust for
Competition Policy in Countries in Transition from Centrally Planned Economies
to Market Economies,” IBRD/EDI/USAID Seminar on Microeconomics, Vienna,
Austria, July 1993.

“The Economics of Punitive Damages.” Punitive Damages after TXO: American Bar
Association Antitrust Section Meeting, New York, August, 1993.

"Regulatory Alternatives for FERC Following the Energy Policy Act of 1992," The
Federal Energy Bar Association Mid-Year Meeting, Washington, D.C,,
November 19, 1992

"The Economics of Credit Card Interest Rate Caps," Seminars at the Economic Analysis
Group, U.S. Department of Justice, September 29, 1992, the Board of Governors
of the Federal Reserve System, October 7, 1992; and the D C. Bar Association,
November 19, 1992,

"Straws in the Bottleneck. A Proposal for Efficient Network Interconnection,” presented
at the Tenth Biennial Conference of the Intcrnational Telecommunications
Society, Cannes, France, June 1992; Journal of Regulatory Economics Editors'
Conference, San Diego, October 1992, with John Woodbury and Glenn Woroch.

"Economic Principles of Penalties for Antitrust Violations, and the Role of the Economist
in Corporate Sentencing," Corporate Sentencing Under the Federal Sentencing
Guidelines for An Antitrust Defendant, The Federal Bar Association, Antitrust
and Trade Regulation Section, May 1992,

"The State of Antitrust in 1991: A Kindler, Gentler Antitrust?,” The CATO Institute
Conference, 1991, with Steve Calkins.

"Economic Analysis and Policy Implications of the Financial Interest and Syndication
Rule," Telecommunications Policy Research Conference, October 1990, with
John Woodbury.



"The Design and Evaluation of Competitive Rules Joint Ventures for Mergers and
Natural Monopolies,” American Enterprise Institute conference on Policy
Approaches to the Deregulation of Network Industrics, October 1990, and at the
American Economic Association Meetings, December 1989, with John
Woodbury.

"Regulation and the Partially Monopolized Network: Lessons from
Telecommunications," American Enterprise Institute conference on Policy
Approaches to the Deregulation of Network Industries, October 1990, with Roger
Noll.

"Price Regulation and Common Carrier Regulation,” AEI Conference on Qil Pipeline
Deregulation, American Enterprise [nstitute.

“Regulation of New Crude-Oil Pipelines: Natural Monopoly and Information
Externalities,” AEI Conference on Qil Pipeline Deregulation, American
Enterprise Institute.

"Economic Theory as the Missing Link in the Merger Guidelines," American Bar
Association Antitrust Section Spring Meeting, March 1990.

"Testing the Structurc-Competition Relationship on Cross-Sectional Firm Data,”
Economic Analysis Group Discussion Paper #88-6, May 1988, and at the
Southern Economic Association Meetings, November 1986, with Donald M.
Brown.

"Deterring Criminal Antitrust Behavior: Sanctions versus Structure,” Stanford University
Conference, June 1987.

"Deregulation of Electric Power Generation," New Mexico Statc University Conference,
September 1986, and Edison Electric Institute, April 1987.

"Do Successful Tender Offers Benefit Bondholders?” Southern Economic Association
Meetings, November 1986, with Catherine Benham, Donald M Brown and Susan
E. Woodward.

"Professional Ethics and Financial Incentives: *Appropriate’ Medical Care,” Washington
University Department of Economics Working Paper #40, May 1982, with Robert
Woodward.

"Hospital Care Expenditure Inflation: Crisis or Consumption?" Washington University
Department of Economics Working Paper #43, December 1982, with Robert
Woodward and Walter Chien.



"Transfer Pricing within U.S. Corporations,” Sixth U.S.-Soviet Economic Symposium;
Alma-Ata, Kazakhstan, U.S.S.R., May - June, 1981,

"The Impact of Automobile Mileage Standards," Western Economic Association
Mecetings, 1979, with Michacl Smirlock.

"The Effect of Factor-Augmenting Technical Change on Factory Demand, and the
Response by Factor Suppliers," Western Economic Association Meetings,
QOctober 1977.

"Vertical Integration in Telecommunications,” Telecommunications Policy Research
Conference, April 1974,

Other Papers

Bricf of Amici Curiae of Economics Professors and Scholars in Support of Petitioner,
Supreme Court of the United States, Leegin Creative Leather Products, Inc v
PSKS Inc (dba Kay's Kloset. . Kay's Shoes), No 06-480, January 2007,

Brief of Amici Curiae of .conomics Professors in Support of Respondent, Supreme
Court of the United States, Verizon Communications, Inc v Law Offices of
Curtis v Trinko, LLP, No. 02-682, July 25, 2003,

Brief Amici Curiae of Economics Professors and Scholars in Support of Respondent,
Supreme Court of the United States, Lotus Development Corp v Borland
International, Inc., No. 94-2003, December 1995.

“Implementing Competitive Rules Joint Ventures for Railroads,” IBRD (World Bank) ,
April, 1995,

"Critical Loss and Critical Elasticity: Their Derivation and Use in Market Definition for
Mergers," November 1994,

"When Nominally Monopolistically-Competitive Firms are Really Perfectly Competitive:
Going First-Class on the Paris Mctro," July 1986.

"Mandatory Encrgy Performance Standards and Residential Energy Demand," 1981, with
Alan Rockwood and Richard Adams.

"The Effects of Endogenous Quality Change on Demand and Costs," October 1977.
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Testimony, Commissioned Studies, and Government Consulting

Tokyo Marine: Responsc to Statement of Objections Allegations, Case No.
COMP/38.624-Deep Sea, Expert Report, June 22, 2007; Oral Hearing

Presentation to EC, November 28, 2007,

Joec Comes, et.al.: Joe Comes, Riley Paint, Inc , an Iowa Corporation; Skeffington’s
Formal Wear of Iowa, an lowa Corporation; and Patricia Anne Larson vs.

Microsoft Corporation, 8 Washington Corporation, Iowa District Court for Polk
County, Case No. CL82311. Expert Report, June 2, 2006; Deposition July 28,

2006; Rebuttal Report Scptember 29, 2006; Deposition November 2, 2006.

Secure Data in Motion, Inc.: PostX Corporation vs. Secure Data in Motion, Inc. et al.,
United States District Court, Northem District of California, Case Nos. C02-

04483 S1 and C03-0521, Expert Report, Deposition, and Declaration, April-July,
2005, Testimony March, 2006.

MAN Roland, Inc.: MAN Roland Inc. and MAN Roland Druckmachinen AG vs.
Heidelberg Web Systems, Inc and Heidelberger Druckmachinen AG, United
States District Court for the District of New Hampshire, Civil Action No. C-03-
513-SM. Expert Report. Deposition, December 13, 2005.

21* Services: Coventry First LLC vs. 21® Services, United States District Court for the
Eastern Dastrict of Pennsylvania, Civil Action No, 04-05239-PBT. Expert Report
November 11, 2005.D eposition, December 1, 2005.

State of Alaska- (a) Testimony before the Alaska State legislature on the acquisition of
ARCO by BP, January 19, 2000. (b) “Competitive Effects of Producer
Ownership Of The Proposcd Alaska Natural Gas Pipeline,” March 23, 2005,

Attorneys General of the Commonwealth of Pennsylvania and other States: Fatemah

Azizian, et al. v. Federated Department Stores, Inc., et al., Declaration September
10, 2004.

Oldcastle, Inc.: The State of Utah v, Oldcastle Inc and Oldcastle Matenals, Inc. U.S.
District Court, District of Utah Central Division. Civil No 2 02 CV-5165.

Testimony

Matenal Technologies, Inc.: Matcnal Technologies, Inc_and Net Shape LLC v.

Carpenter Technology Corporation and Vallourec, SA United States District
Court for the District of New Jersey, Civil Action No. 01-CV-2965 (SRC). Expert

Report, April 14, 2003, and deposition.

Six West Retail Acquisition Inc.: Six West Retail Acquisition, Inc. v. Sony Theater
Management Corporation et. al., U.S. District Court, Southem District on New



York, 97 Civ. 5499 (LAP) (JCF). Expert Report, December 23, 2002; Rebuttal
Report, February 19, 2003, Deposition, February 25, 2003.

In Re. Microsoft Corp. Antitrust Litigation- U.S. District Court, District of Maryland,
MDL Docket No. 1332, Liability Report, August 26, 2002, Rebuttal Report,
November 4, 2002, Deposition, February 20-21, 2003.

Brown & Williamson Tobacco Corporation: Declaration and deposition of Frederick R.

Warren-Boulton, in R.J. Revnolds Tobacco Company v. Philip Morris, Inc.,

Lorjllard Tobacco Company v. Philip Morris, Inc.. Brown & Williamson Tobacco
Corp., v, Philip Morris, Inc , U.S. District Court, Middle District of North

Carolina. Civil Acuon Nos 1:99CV185, 1:99CV207, and 1:99CV232.

Menasha Corporation Expert and supplemental report and deposition in Menasha

Corporation v. News America Marketing In-Store, et al., U.S. District Court,
Northeastemn District of Illinois Eastern Division, Civil Action No. 00C-1895.

European Consumers: In Support of Statement of Objections Allegations, Case No TV/C-
3/37.345 Microsoft, Expert Report and Presentation 2001.

Power Mosfet Technologies, L.L.C. Expert witness in Power Mosfet Technologies,
L L.C. vs. Infincon Technologies Corp., et al, U.S. District Court, Eastern District
of Texas, Marshall Division, Cause No. 2-99-CV00168-DF. Expert Report,
Deposition August 11, 2001; Trial testimony August 29, 2001.

Southwest Recreational Industries: (a) Expert witness in Southwest Recreational
Industries v. FieldTurf, Inc. Trial tesumony November 28, 2000; (b) Southwest
Recreational Industries, Inc_v. Field Turf, Inc, US District Court, Eastern District
of Kentucky, Civil Action No. 00-12. Expert rcports, May 4, 2001 and Nov. 1,
2002.

J. Paul Getty Trust In Re. Auction Houses Antitrust Litigation, U.S. District Court,
Southemn District of New York. Civ. 0648 (LAK), Expert Report, Jan. 12, 2001.

Anthony D. Viazis- Expert witness in Anthony D. Viazis v_American Association of
Orthodontists. U.S. District Court, Eastern District of Texas, Sherman Division.
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L SUMMARY

The Board considered the question of the reasonableness of paper barrier
restrictions in a general manner in the proceedings leading to its decision in Review of
Rail Access and Competition Issues — Renewed Petition of the Western Coal Traffic
League, STB Ex Parte No. 575 (STB served Oct. 30, 2007) (“Ex Partc No. 575), but the
instant case presents the first opportunity for the Board to apply the gencral Ex Parte No.
575 principles to the facts of a specific disputc. The application of those general

principles to the facts of the instant record warrants a finding in Entergy’s favor.



Consistent with the Board's preliminary observations in Ex Parte No. 575
(STB served Oct. 30, 2007), at 2-5. Entergy does not question that intecrchange
restrictions in agreements relating to the lcasc or sale of a rail line can play an important
role in the development of short-line carriers. and can play an important role in allowing
Class I carriers Lo rationalize their systems and to improve overall service to their
customers. Lntergy respectfully submits, however, that it is possible for Class I rail
catriers to overstep the bounds of reasonableness by imposing restrictions on short-lines
that are designed to do more than simply prescrve the pre-transaction economic value
associated with the divested line. The Board’s Ex Parte No. 575 decision similarly
recognizes that it is possible, on balance, for an interchange restriction to be unreasonable.. .
and inconsistent with the public intcrest. Jd. at 7-8 (A particular interchange

commitment may be contrary to the public interest because it is unduly restrictive or

unwarranted under the circumstances. Therefore, to assess the public interest, we must
weigh the bencfits of a particular interchange commitment against its potential for
harm.”™); id. at 13 (“The foregoing should not be understood as a suggestion that all
current and future interchange commitments are necessarily reasonable and in the public
intcrest . .. .7").

In its Ex Parte No. 575 decision, the Board drew a line regarding the scope
of a legitimate paper barrier restriction. See Ex Parte No. 575, October 30, 2007

Decision at 10 (“The revenue stream resulting {rom the agreement should be no more



than what the carrier would have received had it not divested or leased the rail facilities in

question, or had it demanded more in the sale price or rental fee.™) (emphasis added).
Entergy respectfully submits that this aspect of the Board's decision establishes an
appropriate policy standard for determining whether a given paper barrier/interchange
restriction constitutes a reasonable practice. In other words. a Class I carrier considering
a spin-off transaction may utilize interchange restrictions to the extent necessary Lo
protect the pre-transaction going concemn value of its line, but may not rely upon a paper
barricr as a means of protecting (or generating) additional profit levels. There is, of
course, no reason why a divesting carrier should be precluded from earning more than the
line’s pre-transaction going concern value, but as a matter of proper regulatory and
economic policy, additional profits derived through a short-line spin-off transaction must
be earned in a manner that is independent of the cffect of the paper barrier restriction.
These additional profits should be derived through production cfficiencies or other
factors, not through the imposition of anti-competitive contractual penalties.

When considering the enforceability of a contractual liquidated damages
provision, courts traditionally consider whether the contracting parties set their stipulated
payment at a Icvel that is designed to compensate the non-breaching party for the
economic consequences of a breach, or instead. whether the parties set the payment at an
unreasonably high level in order to coerce compliance with the contract and/or to punish

breach. In much the same way. the standard implicit in the Ex Parte No. 575 decision



would allow a Class I carrier 10 preserve the pre-transaction valuc associated with its line.
Conversely, this standard indicates that an unreasonable interchange commitment is one
that operates as a penalty if it overcompensates the carrier for the pre-transaction valuc of
the line. especially in the very substantial manner demonstrated in this filing.

The continued enforcement of the paper barrier restrictions in the
UP/M&NA Lease constitutes an unreasonable practice becausc UP’s rental provision is
designed to do far more than simply preserve the going concern value of the line to UP.
Instead, this rental provision was designed to act as a penalty and to protect and/or
generate a revenue stream vastly greater than the pre-transaction net revenue stream
associated with the line. In fact, under the terms of the UP/M&NA Lease, UP would
enjoy an extraordinary windfall if M&NA were to interchange substantial levels of traffic
with a carrier other than UP. See Vcrificd Statement of Mr. Thomas D. Crowlcy
(*“Crowley V.S8.”) at 12-17.

Entergy’s evidence demonstrates that the continucd enforcement of the
paper barriers set forth in the UP/M&NA Lease constitutes an unreasonablc practice and
is inconsistent with the public interest. This evidence includes the Verified Statements of
Mr. William M. Mohl and Mr. Daniel B. Gray (who describe the significance of this case
and address the impact of the paper barrier restrictions on Entergy), the Verified
Statement of Mr. Thomas D. Crowley (who analyzes the economic value associated with

the line and the economic impact of the M&NA transaction and the associated rental



provision), and the Joint Verified Statement of Dr. John E. Kwoka, jr. and Dr. Frederick
R. Warren-Boulton (who address the proper policy limitations that should apply to barrier
barriers and the remedy that should apply in the event that the Board determines that the
continued enforcement of the UP/M&NA paper barricr restrictions constitutes an

unreasonable practice).

1I. THE UP/M&NA PAPER BARRIER

The UP/M&NA Lease establishes a relationship through which UP has
substantial control over the pricing and interchange of traffic on the trackage sold and
leased to M&NA in 1992 (the “Line”).! The Lease uses different means to accomplish
this goal, most notably, its imposition of a $90+ million annual rental obligation that UP
will excusc to the extent that M&NA refrains from interchanging traffic with UP’s rival
carricrs.

In that regard, Section 4.01 of the UP/M&NA Lcase establishes an annual
rent schedule that varies with the percentage of annual traffic that M&NA interchanges
with carriers other than UP:

SECTION 4.01 - In consideration of this Lease, and
subject to the terms and provisions set forth herein, Lessee
agrees to pay Lessor rent for the Leased Premises in the

amount of Ninety Million Dollars ($90,000,000) per year
payable annually in advance on the 1st day of March;

! A map depicting the Line is set forth in Counsel’s Exhibit No. 2. Counsel’s
Exhibit Nos. 3, 4, and 5 depict different routings that UP has used to deliver Entergy’s
coal traffic.
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PROVIDED, HOWEVER, that subjcct to the provisions of
Section 4.02 hereof, for each lease year that 95% or more of
all wraffic originating or terminating on the Lcased Premises is
interchanged with Union Pacific Railroad Company or
Missouri Pacific Railroad Company and any affiliated
company, their successors and assigns, Lessor agrees that it
will waive or partially waive the rent for that particular year
in accordance with the schedule set forth in Section 4.03. . ..

SECTION 4.03 — Upon request of Lessor, on or before
the 1st day of February of each year following the
commencement of this Lease, Lessee shall submit a report,
signed by an officer of Lessee, certifying the amount and type
of traffic originating or terminating on the Leased Premises
during the prior calendar year, the railroads (if any) with
which all or portions of such traffic were interchanged, the
volume of traffic interchanged with each such railroad, and
the total amount of rent due and payable for the previous
calendar ycar. The rent due from Lessee for the Year shall be
determined by reference to the percentage of the total traffic
(as described in Section 4.01, subject to the provisions of
Section 4.02) that was interchanged with Lessor, subject to
the terms of Section 4.04, in accordance with the following
schedule:

PERCENTAGE OF THE TOTAL

TRAFFIC THAT WAS INTER-

CHANGED WITH LESSOR RENT DUE LESSOR

100 - 95% S -0-
94 - 85% $10,000,000
84 - 75% $20,000,000
74 - 65% $20,000,000
64 - 55% $30,000,000
54 - 45% $40,000,000
44 - 35% $50,000,000
34 -25% $60,000,000
24 - 15% $70,000,000
14- 5% $80,000,000
0- 4% $90,000,000



These rental amounts are subject to escalation each year in accordance with
the “Producer Price Index — Finished Goods (Reference Base 1982 = 100),” pursuant to
Section 4.04 of the Lease. That section adjusts the annual rent obligations based upon the
annual change in the PPI Index from December 1992 to the PPI Index figure for
December of the then-current year. As of December of 2007 (i.e., the date of thec most
recent adjustment), the maximum annual rental amount under the Lease stood at $114
million.?

In the cvent of a diversion solely of the Entergy traffic, M&NA would incur
an annual rental obligation of {| ] at the 2007 level. See Crowley V.S. at 13
n.18. In particular, this diversion would amount to {-} of the traffic on the eastern
portion of the Line,’ thus triggering the base rental obligation of {|| | | ;- /2. In
2007, the total carloads on the eastern portion of the M&NA line were {JJJlil} of which

{l; were Independence traffic and {{ |} werc traffic moving to or

from other locations). /d. As adjusted, that base rental obligation currently would be

{ I

2 The December 2007 PPI index level was 170.6. The index level had been 135.2
as of December 1992. ($90 million x (170.6/135.2) = $114 million). See Crowley V.S.
at5n2,

3 Section 4.01 of the UP/M&NA Lease provides that “[t]he 95% [interchange]
level must be achieved separately and simultaneously on the Pleasant Hill-Bergman
(including connecting branches) and Guion-Diaz Junction segments.”
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The UP/M&NA Lease also gives UP the right to provide exclusive service
to the Independence plant via trackage rights on seven days’ notice. See Section 3.01
(“During the term hereof, Lessor shall not have the right to opcrate trains over the Leased
Premises, except that Lessor may obtain trackage rights between Diaz Junction and
Independence, AR, after giving seven days’ written notice to Lessee to scrve, on an
exclusive basis, the Arkansas Power and Light Company (AP&L) plant located at
Independence, AR, either at AP&L’s request or at Lessor’s sole discretion.”);’ see also
Section 3.04 (“Lessor may acquire the right to operate over the Leased Premises between
milepost 259.05 at Diaz Junction and milepost 270.00 ncar Independence to serve AP&L
and, if this right is exercised, Lessee shall no longer have the right to serve AP&L., and
AP&L shall become a closed industry served only by Lessor.”). In order to exercise its
right to provide exclusive trackage rights service to Independence, UP must pay $60,000
per year. There is a striking disparity between UP’s obligation to pay $60,000 per year to
M&NA if UP elects to provide exclusive service to Independence and M&NA’s

obligation to pay rent of {{ ]} per year, as calculated above, if M&NA were to

4 Significantly, this provision gives “ither” UP or Entergy the right to insist upon
exclusive UP service to Independence. Entergy respectfully submits that while UP’s
ability to enforce this provision constitutes an unreasonable practice, the Board should
ight to elect to receive UP exclusive service.

}. See Counsel’s Exh. No. 6.



interchange the Independence traffic with a carrier other than UP. That rental amount is
nearly {JJJll} times as high as the trackage rights fee.’

Morcover, Section 15.01 of the UP/M&NA Lease allows termination of the
Lease itself if a court or other body dectermines that the rental provisions are unlawful or
otherwise improper. See Section 15.01(f) (“This Lease may be terminated as
follows: ... (f) By Lessor or Lessee, by giving 30 days’ written notice to the other
party, in the event a court or other body determines that all or any of the provisions of
Section IV are unlawful or otherwisc unenforceable.”). This provision seeks to insulate
UP from the risk that the other contract terms designed to prevent any competitive rail
service for the Independence Plant would be found to be unlawful, a possibility that the
drafters of the Lease obviously, and correctly, recognized as a significant concern when
preparing the agreement.

Significantly, the paper barrier restrictions in the UP/M&NA Lease
continue in cffect for the entire term of the lease (up to 80 ycars). As such, those
provisions are subject to the *higher level of scrutiny” that the Board identified in its
October 30, 2007 dccision in Ex Parte No. 575. See Ex Parte No. 575 at 15 (“Parties
should expect a higher level of scrutiny on agrecments that contain a total ban on

interchange with other carriers or go on in perpetuity.”).
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1IIl. BACKGROUND AND HISTORY
A.  The Subject Line
The Line at issue in this proceeding is located in the states of Missouri,
Arkansas, and Kansas, extending approximately 492 miles from Pleasant Hill, Missouri
to Newport, Arkansas. See Counsel’s Exh. No. 2. This Line is sometimes referred to as
the “Carthage Subdivision.™® Traffic on the Line consists primarily of coal moving to
Entergy’s Independence Station and to Kansas City Power & Light Company’s Montrose

Generating Station near Laduc, Missouri. Crowley V.S. at 4. This coal traffic accounts

for approximately {{{ |} }]BJBEE; of the annual carloads on the Line. /d. In
addition, traffic on the Line includes approximately || GTGcTcNNGNGGNGEEE
-}

Prior to 1989, coal traffic moving to Independence traveled from Kansas
City via the length of the Carthage Subdivision. Gray V.S. at 3; Counscl’s Exh. No. 3.7
Following the implementation of UP’s merger with the Missouri-Kansas-Texas Railway

Company (“MKT"), UP clected to re-route the Independence traffic off the majority of

§ See Counsel’s Exh. No. 7 at 302.

7 Initial coal transportation scrvice to Independence was provided by BNSF and
MP pursuant to tariff. Specifically, BNSF transported coal from the PRB to Kansas City
where it was interchanged to MP. MP then transported the coal via the Carthage
Subdivision to the plant. Gray V.S. at 3 n.1. In 1983, Entergy entered into a long-term
coal transportation contract with UP and MP. /d. at 2. As with the previous tariff
movement, MP transported the coal via the Carthage Subdivision from Kansas City to the
plant. /d. The Line includes the cntircty of the Carthage Subdivision. See Counsel’s
Exh. No. 7 at 302.
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the Carthage Subdivision. See Counscl’s Exh. No. 4. Under this new routing, UP
transported loaded coal trains to Independence via north Little Rock, Arkansas, and then
to the Independence Station from the cast via Newport, Arkansas. /d. UP returned empty
coal trains to the Powder River Basin via this same route. /d.

In 1998 (several years after the execution of the UP/M&NA Lease), UP
made an additional change to the routing of the Independence traffic. See Counsel’s Exh.
No. 5; Gray V.S. at 4. In particular. UP implemented a system under which loaded coal
trains would continue to be transported to Independence via Little Rock, but empty trains
would be returned to the PRB over the entire length of the Carthage Subdivision. Id.

M&NA currently maintains interchanges with UP, BNSF (at Aurora, MO,
Springfield, MO, and Lamar, MO), and Kansas City Southern Railway Company (at
Joplin, MO). See Counsel’s Exh. No. 2. In the absence of the paper barrier restrictions in
the UP/M&NA Lease, coal transportation service could be provided from the PRB to
Independence with BNSF-M&NA via these interchange points. PRB coal transportation
service also could be provided to Independence (in the absence of the paper barrier
restrictions) via BNSF-M&NA with an interchange between the carriers at Fort Scott,
Kansas, which is an interchange point referenced in the UP/M&NA Lease. See
UP/M&NA Lease at Section 3.01. Although M&NA has removed some connecting track
associated with this interchange with BNSF at Fort Scott, Kansas (see M&NA Answer at

¥ 22) it is, of course, possible to restore this interchange track.
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In its Complaint, Entergy set forth its understanding that upgrading of the
M&NA Line would be necessary to facilitate the transportation of loaded coal trains from
a point of interchange with BNSF. See Complaint at § 21 (*The handling of loaded coal
trains over the M&NA line over either of these routes may require some upgrading.”).
M&NA'’s Answer in this proceeding suggested that *[t]hese routes will require
substantial upgrading to handle loaded unit coal trains™ and that “[t]he interchanges with
BNSF would also require substantial upgrading.” Id. at § 21; see also UP’s Answer at
21 (“[T]he handling of loaded coal trains over certain M&NA lines nol currently used to
handle loaded coal trains may require upgrading the lines.”). In discovery in this case,
Entergy requested that M&NA produce “any analyses regarding the nature and/or cost of
any work that would be necessary to upgrade M&NA'’s lines to permit M&NA to handle
loaded Entergy trains.” See Entergy’s Request No. 12 (Counsel’s Exh. No. 8). M&NA
objected to this request on grounds of relevance, ambiguity, and the need to prepare a
special study, and declined to produce responsive documents. See M&NA’s Reply to
Entergy’s Request No. 12 (Counsel’s Exh. No. 9).

B.  Ex Parte No. 575 and the Railroad Industry Agreement

On February 20, 1998, in the midst of the service crisis that followed UP’s
merger with SP, the STB instituted a new proceeding to evaluate the subjects of access
and competition in the railroad industry. See Review of Rail Access and Competition

Issues, STB Ex Parte No. 575 (STB served Feb. 20, 1998) at 1. Following a two-day
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hearing in this proceeding, the Board decided to allow the large and small railroads to
work together to develop negotiated solutions to certain competitive problems in the
industry. Specifically, in a decision served April 17, 1998, the Board accepted the
invitation of rail carriers to allow them to craft their own resolution to the paper barrier
problem. Review of Rail Access and Competition Issues, STB Ex Parte No. 575 (STB
served Apr. 17, 1998) at 8 (“At the hearing, we were advised that the smaller railroads
and the large railroads have initiated discussions to address these concerns. Because we
believe that private-sector solutions are generally preferable, we urge the parties to
address and resolve these issues themselves . . . .”).

The rail industry’s responsc to this STB directive was to develop the
September 10, 1998 Railroad Industry Agreement (“RIA”™). The RIA purported to
resolve the paper barrier problem, but lacked any real substantive significance or any
mechanism through which a shipper could challenge a paper barrier as unreasonable. In
particular, the RIA included a principle stating that “[o]nly legitimate ‘paper barricrs’
should be enforceable,” but it defined “legitimate” in a broad and largely subjective
manner (2 e , legitimate barriers are those that are designed as “fair payment”). As long
as an incumbent Class I carrier was willing to provide service to the captive traffic and as

long as its paper barrier was designed to provide “fair” payment to the Class I carrier
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under a vague standard of fairness (to be interpreted by the railroads themselves), the
enforcement of a given paper barrier would not violate the RIA.®

On December 21, 1998, the Western Coal Traffic League (“WCTL”) filed a
“Petition for Further Rulemaking to Eliminate Unrcasonablec *Paper Barriers’ to
Interchange” (“1998 Petition”). WCTL submitted proposed regulations with its Petition
that would have created rebuttable presumptions of unreasonableness for any paper
barrier that: (1) lasts longer than five years; (2) includes any financial penalty on the
purchaser that is triggered by the interchange of traffic with a carrier other than the
selling carrier, even when traffic interchanged with the selling carrier is not thereby
reduced; or (3) includes credits for traffic interchanged with the selling carrier against a
rental or sale price that reflects a return of more than the railroad industry’s cost of capital
on the fair market value of the propertics sold or leased. See 1998 Pctition at Appendix
B, pp. 1-2.

By decision served March 2, 1999, however, the STB decided that it should
defer action on WCTL’s 1998 Petition pending the STB’s review of experience under the
RIA. Review of Rail Access and Competition Issues, Ex Parte No. 575 (STB served
March 2, 1999). In so doing, the Board expressed concern that it should not interfere
with the cfforts of the large and small rail carriers to solve the paper barriers issue

through a negotiated agreement. /d. at 3.

8 A reasonablc definition of “fair” payment would be the amount necessary to
allow the Class I carrier to preserve the pre-transaction going concern value of its line.
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C. WCTL’s Renewed 200S Petition and the STB’s Proceeding
On March 21, 2005, more than six years after the Board decided to hold

WCTL’s petition in abeyance, WCTL filed a “Renewed Petition for Rulemaking to
Eliminate Unreasonable ‘Paper Barriers’ to Interchange™ (2005 Petition™). Therein,
WCTL argued that since the date of the Board’s decision to hold the 1998 Petition in
abeyance, pre-existing papcr barriers had continued (o restrain competition for substantial
volumes of traffic originating or terminating on small railroads, and Class I carriers had
continued to create new paper barriers as they spun off more of their marginal rail lines to
small, typically non-union, carriers. Id. at 4.

WCTL further explaincd that amendments to the RIA had failed to address
the principal failings in the RIA; namely, the continuing absence of any remedy under the
RIA for the effect of paper barriers on pre-existing traffic, and the continuing absence of
any remedy whatsoever under the RIA for adversely affected shippers (rather than merely
for short lines). Jd.

On February 1 2006, approximately one year after WCTL filed its 2005
Petition, the STB issued a decision requesting opening and reply comments on the
Petition from any interested member of the public. In its decision, the STB explained
that it was *“‘especially interested” in receiving comments that:

(a) discuss our statutory authority to address pre-existing
paper barriers;
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(b) identify and describe existing paper barriers so that we
can determine the extent of the problem alleged by
WCTL;

(c) identify and quantify any problems cxperienced by
shippers as a result of paper barriers;

(d) address the short and long term impacts of paper
barricrs;

(e) address the effectiveness of the existing
AAR/ASLRRA agreement on paper batriers; and

(f) include information about the RIA, including the most
recent version, amendment history, interpretations,
proccedings, handbooks, etc.
Id. at 4. A number of interested parties submitted written comments in response to the
Board’s invitation.
On June 2, 2006, the STB determincd that it would hold a public hearing on
July 27, 2006 to allow interested parties to express their views concerning the subject of
paper barricrs. See Review of Rail Access and Competition Issues — Renewed Petition of

the Western Coal Traffic League, STB Ex Parte No. 575 (STB served June 2, 2006), at 1.

The STB's hearing included four panels with a total of twenty-one witnesses.’

? On September 20, 2007, Vice Chairman Mulvey submitted written testimony to
the House Commitice on Transportation and Infrastructure on the subject of paper
barriers. Therein, he stated that “I find this practice to be anti-competitive and [ have
dissented from the majority in several cases where paper barriers were contained in the
sales or lease agreements.[] What is particularly troublesome to me is that these
restrictions on the short lines’ ability to interchange with other carriers, and thereby offer
shippers a competitive option, go on in perpetuity. Just as new entrants have been the
source of competition for legacy carriers in the airline industry, so too could these new
carriers become the source of competition in the rail industry in the future.” See Written
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D.  The Board’s October 30, 2007 Decision

On October 30, 2007, the Board served its decision in Ex Parte No. 575
finding that the propriety of interchange commitments “is best considered on an
individual, case-by-case basis.” /d. at 1. The Board’s decision revicwed the history and
role of interchange commitments in the rail industry, discussed WCTL’s request, and set
forth the Board’s own proposal and provided gencral guidance regarding the factors that
the Board will consider in determining whether a particular interchange commitment is
permissible. /d. at 1-2,

The Board’s review of the history of interchange commitments included a
number of statements regarding the benefits supposedly inherent in the transfer of lines to
short-line carricrs. See, e g, Ex Parte No. 575 at 3 (“Many short lines can operate their
lines at lower costs than could the larger carriers from which they acquired or leascd their
lines.”); id (“Offering better service, the short lines have been able to attract new traffic
to their lines.”). In addition, the Board obsecrved that many short-line transactions include
paper barrier restrictions that ostensibly have been required to permit the subject
transactions to take place and that themselves therefore have been responsible for
generating public benefits. Id. at4, 7, 14.

After concluding that it would not grant the relief that WCTL sought, the

Board instcad explained that it would consider the propriety of interchange commitments

Testimony of Vice Chairman Mulvey (dated September 20, 2007) at 6 (Counsel’s Exh.
No. 10).
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on a case-by-case basis. /d. at 14. In order to give some guidance to parties seeking to
challenge paper barriers, the Board identified factors that it will consider when
determining the propriety of an interchange commitment:

When the Board considers whether a proposed
interchange commitment is in the public interest, we will
examine the relevant facts and circumstances surrounding that
agreement. We will consider whether the interchange
agreement is part of a lease or a salc of a line, and we will
look at the duration of the restriction. We will examine the
manner in which the interchange commitment discourages
interchange with other carricrs and the degree to which
interchange is effectively foreclosed. Parties should expect a
higher level of scrutiny on agreements that contain a total ban

on interchange with other carriers or go on in perpetuity.

Id. at 15 (emphasis added); see also id. (“The factors to be considered will also depend
upon the type of challenge brought before the Board.”). As explained above, the higher
level of scrutiny that the Board describes applies in the instant case because the paper
barrier in the UP/M&NA Lease goes on in perpetuity in the sense that it extends for the
full term of the lease, which may be eighty years.

The Board also offered some insight in its Ex Parte No. 575 decision into
its views regarding the creation of legitimatc paper barriers. Specifically, when
addressing some of the rebuttable presumptions that WCTL had proposed, the Board
provided an explanation of its understanding of the process through which Class I carriers
impose paper barricrs and the proper bounds within which such paper barriers must be

limited:
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Some shippers maintain that interchange commitments
that last longer than 5 ycars are likely to over-compensate the
seller or lessor carrier. But a carrier considering a line sale or
lease of [a] line with traffic that makes a revenue contribution
presumably calculates the net present value of the stream of
revenue contribution from the traffic it would be foregoing
and cither (a) demands an equivalent value in the sale price or
rental fee, or (b) includes interchange limiting provisions in

the sale or lease. The revenuc stream resulting from the

agreement should be no more than what the carrier would
have received had it not divested or leased the rail facilitics in

guestion, or had it demanded more in the sale price or rental

fee.[] Solong as that is the case, the interchange limiting

provision would not overcompensate the carrier and may shift
the risk of unexpected traffic loss to the selling or leasing

(Class I) carrier — the party that was more able to assume the
risk.

Id. at 10-11 (emphasis added).
Finally, the Board confirmed in its Ex Parte No. 575 decision that the
existence of the RIA “docs not preclude or otherwise affect the ability of shippers to seck

relicf from the Board.” Jd.

111. UP’S PRE-TRANSACTION ECONOMIC EVALUATION AND
THE BASIS FOR UP’S CALCULATION OF THE ANNUAL RENT

A. UP’s Development and Economic Evaluation of the Lease

.|
-
-
-
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B S:c Dcposition of Mr. Warren C. Wilson (“Wilson Dep. Tr.”)

(Counscl’s Exh. No. 12) at 9; see also UP-Counsel’s Exh. No. 7 at 303 {|| | NGB

‘
|

TR UP cngaged in an economic analysis of the

proposed lcase/sale transaction. See UP’s “Approval for Line Disposition™ analysis set
forth in Counsel’s Exh. No. 7 hereto. UP"s Approval for Line Disposition analysis
presented UP’s estimate of the Going Concern Valuc (“GCV™) of the Carthage
Subdivision and compared that figure to the cstimated After-Tax Net Present Value

(“ATNPV™) of the stream of payments under the proposed lease/sale with RailTex. {JJJj
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I
I . ot 304."

On balance, UP concluded that the present value of the cash flow stream
associated with the lease/sale would be anywhere from {|| | EEENEGNGEGEGEGEGEG
greater than the present value of retaining the Line. /d. (noting that the ATNPV of the
Going Concern was {[[ [} and the ATNPV of the M&NA transaction would
range from || . icpcnding upon the rate at which
displaced employees were removed from UP’s reserve boards).!! Based upon its analysis
of the two potential revenue streams, {|||[|GTNNRNGGGE
-
B rccommended that UP enter into the lease/sale arrangement with
M&NA. Id. at 307; id. at 303 {{ G
.}

B. UP’s Intended Purpose of the Rental Level

{ I

.

1 The railroad industry’s cost of capital for 1992 was 11.4%. See Railroad Cost
?( Capital — 1992, 9 1.C.C.2d 566, 579 (1993).
{




Counsel’s Exh. No. 7 at 309 (emphasis added). ([ NG

}
UP’s intended purpose in cstablishing the specific rent level in the M&NA

Lease is critical to the issues in dispute in this case. { || KGcNcIENGNGNGNGEG
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It

Counsel’s Exh. 12 at 35-37 (emphasis added); see also id. at 108 (“Q. (| TN

1 | |
no
[}



} Under analogous
principles of Missouri law, which the railroads chose to govern the lease, the continued
enforcement of that rental provision therefore is unrcasonable. See Section V(A)(3),

below.

IV. SUBSEQUENT AMENDMENTS TO THE LEASE
The parties executed the UP/M&NA Lease on December 11, 1992, A
complete copy of the lease including its various exhibits is set forth as Counsel’s Exhibit

No. 1. There have been ten subsequent amendments (*“Supplemental Agreements”) to the

UP/M&NA Lease, {

|
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V. IMPACT OF THE PAPER BARRIER ON ENTERGY

In their accompanying Verified Statements, Entcrgy”s Mr. William Mohl
and Mr. Daniel Gray explain the impact that the UP/M&NA paper barrier has had upon
Entergy. That impact has been felt most significantly in a number of instances in which
UP’s service has not been adequate. In thosc situations, Entergy has requested that UP
permit another carrier to provide service to Independence in conjunction with M&NA,

but UP has steadfastly refused to allow such a movement.

-27-



Entergy understands that UP has had an interest in preserving the value of
its Line, but Entergy submits that UP could have protected this value in a far less onerous
manner that would have permitted Entergy to consider whether avoiding burn
curtailments at Independence was sufficiently important in a given circumstance in order
to justify the payment of rates that included some reasonable measure of compensation to
UP for the use of its Line. The unreasonable level of the UP/M&NA paper barrier
prevented Entergy from having that option.

As Mr. Gray explains in his Verified Statement, there have been three
separate time periods in which Entergy has endeavored to obtain alternative service to
Independence because of UP service failures. See Gray V.S. at 5-11. Those included
1993-1995, 1997-1998, and 2005-2006. Id. UP refused to permit alternative service to
Independence in each instance. /d.

Mr. Mohl confirms in his Verified Statement that the Independence Station
plays a vital role in the reliability of the Entergy system for the people of Arkansas. In
the absence of the unreasonable paper barrier restrictions in the UP/M&NA Lease,
M&NA could help to ensure that “will have options available to at least mitigate the
damage that is caused when UP is unable, or unwilling, to deliver all of the coal needs for
Independence.” Mohl V.S. at 5. Mr. Mohl adds that the lease agreement “creates a

fictional option where it appcars that M&NA is independent and available to provide
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supplemental coal, but in reality the lease agreement is so oncrous that economic
interchange of traffic with a non-UP carrier is cost prohibitive.” Id. at 5-6.

Mr. Mohl's statement also includes an explanation of the recent,
pronounced change in UP’s practice of declaring force majeure on its system.
Specifically, Mr. Mohl comments upon UP’s increased tendency to hide service failures
behind claims of force majeure:

In the first twenty-iwo years (1983 - April 2005) that

UP delivered coal to Independence UP declared force

majcure a total of 8 times. Only one of these claims (relating

to the 1993 Midwcstern floods) exceeded a few days. By

contrast, in the last three years of service (April 2005-April

2008) UP has declared force majeure 27 times. including the

2005 force majeure that lasted almost scven months. In total,

UP’s claimed [orce majeure events have consumed 487.1

days in the last three ycars. Stated another way, during the

last three ycars UP has claimed to be excused [rom its

delivery obligations to our Arkansas coal plants for

approximately 45% of this time period.

Mohl V.S. at 7. Mr. Mohl adds that UP’s “propensity to claim force majcure further
underscores why many shippers, including ESI and EAI, are becoming increasingly
concerned about the reliability of the rail network and how it can impact on the reliability
of our ability to provide service.” /d. at 7-8. Again, the continued enforcement of the
paper barrier in the UP/M&NA Lease prevents Entergy from obtaining alternative coal

transportation service during times when UP is unable to deliver coal in an adequate

manncr.
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Finally, Mr. Mohl explains in his statement (Mohl V.S. at 8-9) that, as a
result of Entergy’s concern regarding the prospect of further service problems at
Independence, Entergy submitted a Pre-filing Notice to the Board on February 22, 2008
indicating its intent to file a Petition for Exemption from the prior approval requirements
of 49 U.S.C. § 10901 and 49 C.F.R. Part 1150 for the construction of a new line of
railroad that would connect Independence to BNSIF near Hoxie, Arkansas. Irn the Matter
of Entergy Arkansas, Inc. and Entergy Services, Inc. — Petition for Exemption —
Construction and Operation of a Line of Railroad in Independence, Jackson, and
Lawrence Counties, Arkansas, STB Finance Docket No. 35122. Mr. Mohl notes,
however, that the construction of this duplicative line to allow Entergy to access
alternative service from BNSF “might not be nccessary if the Board grants Entergy the
requested relief from the paper barriers in the UP/M&NA lease agreement.” /d. at 8.
Relief in this proceeding would benefit the public that Entergy serves in several key
respects:

(1) it would provide a means to bolster the reliability of coal

generation at Independence by assuring that there is a means

to obtain supplemental coal deliveries when UP is unable, or

unwilling, to deliver coal to Independence; (2) use of the

existing M&NA lines would be less costly, when contrasted

to the costs of constructing an entirely new line; and (3) the

disruptive nature of an otherwise unnecessary rail

construction project (i.e., in the form of environmental

concerns and other interests of the communitics through

which the construction would traverse) could be avoided.

Id. at 8-9.
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Document production in this case suggests that M&NA had been willing to
participate in the movement of coal to Independence in conjunction with a carrier other
than UP. For example, M&NA’s document production includes a handwritten summary
of four conversations between Larry Fields (General Manager of M&NA) and Gil
Richardson (Manager Coal Marketing of Burlington Northern (“BN”)) in May of 1994 in
which M&NA provided its revenue requirement {—} for a joint movement
with BN via Fort Scott, Kansas or Lamar. Missouri. See Counsel’s Exh. No. 15
(including separate versions of this document produced in discovery) at 1088; see also id.
at 1086 (in which Mr. Fields refers to the attached notes of his conversations with BN).
Mr. Fields’ notes further indicate that M&NA'’s revenue requiremcnt assumed that BN
would supply the locomotive power for the entire trip on M&NA, and that M&NA was
willing to perform 1,000-mile inspections on this traffic. /d.'

Similarly, M&NA’s document production also includes a request from
M&NA to UP dated October 6, 2006 for a waiver of the rental provision to permit
M&NA to provide service to Independence. See Counsel’s Exh. No. 16 at 1080 (“MNA
requests UP to waive the provisions of Section 4 of the Lease, as amended. MNA

proposes to exclude the 75,000 tons of coal that Entergy seeks to use for the test burn . . .

12 Mr. Fields commented in his cover note that he would like to “hold off about a
week/10 days on this to try & give Union Pacific time to respond to our (M&NA) request
for APL trains via KC Neff Yard” (see Counsel’s Exh. No. 15 at 1086), but it is
nevertheless evident that M&NA'’s discussions with BN had advanced to the point at
which M&NA had indicated a willingness to participate in a joint movement to
Independence,
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. If UP is agreeable to this waiver, MNA will provide an appropriate supplemental

agreement for UP to review. Please notify MNA of UP's decision within two weeks of

the date of this letter.”). { I
—} Seven days after the date of M&NA's letter to

UP, however, M&NA advised [intergy that it could not quote a rate to Entergy for the
75,000 ton test burn movement. See Counscl’s Exh. No. 17 at 1079. M&NA did not
address the subject of its communications with UP in its letter to Entergy, instead
suggesting that the absence of specific operational information from Entergy prevented
M&NA from quoting a rate. Id.

UP’s refusal to permit M&NA to participate in the movement of coal to
Entergy, even at times when UP was unable to provide adequate service and M&NA was
willing and able to provide service in conjunction with BN or CN/KCS, demonstrates

clear and significant harm that has been associated with the UP/M&NA paper barrier.

VI. ARGUMENT
A. The Continued Enforcement of the

UP/M&NA Paper Barrier Restriction
Constitutes an Unreasonable Practice

1. Legal Standard
The Board has authority under Title 49 to evaluate railroad practices on

reasonableness grounds and to prescribe new railroad practices, if appropriate. See 49



U.S.C. § 10702 (A rail carrier providing transportation or service subject to the
jurisdiction of the Board under this part shall establish rcasonable — . . . (2) rules and
practices on matters related to that transportation or scrvice.”); 49 U.S.C. § 10704(a)(1)
("When the Board, after a full hearing, decides that a rate charged or collected by a rail
carrier for transportation subject to the jurisdiction of the Board under this part, or that a
classification, rule, or practice of that carrier, does or will violate this part. the Board may
prescribe the maximum rate, classification, rule, or practice to be followed. The Board
may order the carrier to stop the violation. When a rate, classification, rule, or practice is
prescribed under this subsection, the affected carrier may not publish, charge. or collect a
different rate and shall adopt the classification and observe the rule or practice prescribed
by the Board.”)."?

The Board has observed that the inquiry into a potential unreasonable
practice is — by virtue of the nature of the governing statute — a fact-based inquiry that
must be tailored to the specific practicc at issue:

The statute does not specifically define what constitutes an

unreasonable practice. Rather, in view of the wide variety of

situations that might arise, Congress has committed such

determinations to the Board. The agency has developed no

single test for judging whether a particular practice is

unreasonable, leaving that fact-specific inquiry to a case-by-

case analysis.

WTL Rail Corp. — Petition for Declaratory Order and Interim Relief. STB Docket No.

1> Notably, the agency may exercise its jurisdiction over unreasonable practices in
the absence of any market dominance finding. Union Pacific R.R. v. ICC, 867 F.2d 646,
649 (D.C. Cir. 1989).
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42092 (STB served Feb. 17, 2006). at 6; see also Capitol Materials Incorporated —
Petition for Declaratory Order — Certain Rates and Practices of Norfolk Southern Ry.,
STB Docket No. 42068 (STB served April 12, 2004), at 6 (*“Whether a particular practice
is unreasonable typically turns on the particular facts.”), Consequently, in light of
Congress’ broad deference to the Board in implementing its statutory authority over
unreasonable practices, the Board can approach the question of the propriety of paper
barriers with great latitude. and may use its authority under §§ 10702 and 10704 to
determine whether the continuing enforcement of paper barricrs constitutes an
unreasonable practice. See North America Freight Car Ass’nv. STB, No. 07-1070, 2008
WL 2491983, at *2 (D.C. Cir. June 24, 2008) (explaining that the Board has “‘widc
discretion in formulating appropriate solutions™ in the context of an unreasonable practice
complaint).

The Board has invoked its authority over unreasonable railroad practices on
a number of occasions. See, e.g., Granite State Concrete Co. v. Boston and Maine Corp.,
STB Docket No. 42083 (STB scrved Scpt. 15, 2003), at 5 (“The Board will commence a
procecding under 49 U.S.C. 11701(c) (sic) into whether BM/ST [by restricting hours of
operation in which trackage rights can be used] is failing to fulfill its common carrier
service obligation and engaging in unreasonable practices.”); APL Land Transport
Services, Inc. v. The Burlington Northern and Santa Fe Ry., STB Docket No. 42003

(STB served July 14, 1999), at 11 (finding that BNSF"s failure to satis(y the tariff
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requirement to promptly return APL’s emply cars results in an unreasonable practice
contrary to 49 U.S.C. 10702(2) and directing BNSF to “cease and desist from violating
Item 454-B of the Mileage Tariff.”); see also Liability for Contaminated Covered Hopper
Cars, 10 1.C.C.2d 154 (1994) (finding an unrcasonable practice where tariff language
required grain shippers to inspect railroad-supplied cars (and imposed liability for
consequential damages associated with contamination of products) constituted an
unreasonable practice). The Board’s approach to the western rail service crisis also
supports the view that when endeavoring to resolve a transportation-related problem with
widespread scope, the Board’s jurisdiction is particularly broad. See, e.g , Joint Petition
Jor Service Order, STB Service Order No. 1518 (STB served Oct. 31 and Dec. 4, 1997,
and Feb. 17 and 25, 1998).

As noted above, the Board confirmed in Ex Parte No. 575 that the revenue
stream resulting from a spin-off agreement that is protected by an interchange restriction
“should be no more than what the carrier would have received had it not divested or
leased the rail facilities in question, or had it demanded more in the sale price or rental
fec.” Ex Partc No. 575 at 10; id. at 10-11 (“So long as that is the case, the interchange
limiting provision would not overcompensate the carrier . . . .”). Stated differently, a
reasonable interchange commitment practice is one that relies upon paper barrier

restrictions to protect only the pre-transaction Going Concern Value of the Line. It
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follows that the enforcement of a paper barrier restriction that goes beyond this limitation
constitutes an unrcasonable practice.

Significantly, in Rail Fuel Surcharges, STB Ex Parte No. 661 (STB served
Aug. 3, 2006), the Board responded to concerns regarding the nature of railroad fuel
surcharges on the basis of its jurisdiction over unrcasonable practices, commenting that it
was “addressing what we belicve is an unrcasonable practice of applying what the

railroads label a fue] surcharge in a manner that is not limited to recouping increased fuel

costs that are not reflected in the base rate.” /d. at 4 (emphasis added). The Board
further cxplained in this regard that “‘[a] carrier should not identify a surcharge as a cost-
recovery mechanism for a discrcte portion of its costs unless the surcharge is directly tied
to and limited to the incremental changes in that particular cost for the movements to
which the surcharge is applied. . .. [R]ailroads should not call a charge a fuel surcharge
if it is designed to recover more than the incremental cost of fuel attributable to the
movement involved.” Id. at 4-5 (cmphasis added).

In the instant proceeding, Entergy challenges a contractual provision that
the UP/M&NA Lease identifics as a rental payment. As Entergy demonstrates in this
opening evidence, however, the actual nature of the provision is inconsistent with this
label. In fact, the stated rental obligation in the UP/M&NA Lcase operates as an
improper penalty to discourage M&NA from engaging in the interchange of traffic with

another Class I carrier (and to provide for excessive compensation to UP il M&NA
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engages in the interchange of traffic beyond a permissible level). The characterization of
this penalty as a rental provision constitutes an unreasonable practice in the same manner

as the railroads” unreasonable fuel surcharge practices in Ex Parte No. 661.

2. Limiting the Scope of Paper Barriers to the Protection
of Pre-Transaction Going Concern Value is Consistent
with the Board’s Decision in Ex Parte No. 575, DOJ Policy,
and Vice Chairman Mulvey’s Previously Stated Opposition

to Unlimited Paper Barriers

As Entergy explained above, the Board's Ex Parte No. 575 decision
supports allowing Class I carricrs to utilize paper barriers to protect the pre-transaction
Going Concern Value of their lincs. Restrictions that go beyond that level (such as the
UP/M&NA Lease restriction), preclude the interchange of traffic without justification in
situations that would benefit the public interest.

This understanding of the proper limitation on the use of paper barricrs is
consistent with the approach to paper barriers advocated by the Department of Justice in
response to a 2004 inquiry from the House Judiciary Committee. See Counsel’s Exh. No.
18. Therein, Assistant Attorney General William E. Moschella explained that “[i]f paper
barriers were subject to the antitrust laws, they would be evaluated under section 1 of the
Sherman Act. The Department would examine whether the restraint is ancillary to the
sale of the trackage — i.e., whether the restraint is reasonably nccessary to achicve the
pro-compclitive benefits of the sale.” September 27, 2004 Letter from William E.

Moschella, Assistant Attorney General, United Stated Department of Justice, to The
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Honorable F. James Sensenbrenner, Jr., Chairman, Committee on the Judiciary, U.S.
House of Representatives, at 2.

This limitation also is consistent with the rationale underlying the
dissenting statements made by Vice Chairman Mulvey in prior proceedings involving
paper barriers. In those dissenting statements, Vice Chairman Mulvey expressed the
view that paper barriers arc fundamentally anti-competitive. For example, in
Buckingham Branch R R — Lease — CSX Transp., Inc , STB Finance Docket No. 34495
(STB served Nov. 5, 2004), Vice-Chairman Mulvey explaincd that paper barricrs operate
as restraints of trade and are contrary to the public interest:

I dissent from the Board’s decision in this case. 1 find
that the lease agreement between Buckingham Branch

Railroad and CSXT includes a fundamentally anti-

compelitive provision — the ercction of what is esscntially a
“paper barricr” — that would operate as a restraint of trade in

rail transportation in the region.

Paper barriers are clauses in contracts for the sale or
lease of rail lines to shortline carricrs by which Class I carrier
sellers seek to ensurc that the traffic originated or terminated
by shortline carriers on the segments (sold or leased)
continues to flow over the lines of the seller to the maximum
extent possible. As such, these restrictions effectively tie the
shortline to a single Class I carrier, thereby restricting the
flow of interstate commerce and reducing the potential public
bencfits of the lease transaction.

In the lease agreement at issue, BBRR must pay to
CSXT, in addition (o its regular lease payments, additional
payments on a per car basis for interchanging current CSXT
traffic with other carriers. In cffect, this raises the cost to
BBRR of entering the market if it chooses to interline with a
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carricr other than CSXT. At oral argument, CSXT admitted
that this surcharge is based at lcast in part on competitive
concerns, and the BBRR witness admitted that this had been
the most contentious issue in the parties’ negotiations.

I concede that paper barriers result from voluntary
negotiations between private parties. However. that these
provisions conflict with the notion of avoiding restraints of
trade is beyond doubt. I do not believe that the Board should
continue to condone this practice. While [ would prefer not
to interfere with contracts between private individuals, I
believe the Board should do so when contractual provisions
run counter to public policy and the public interest as a
whole. Thus, while restrictions on interchange may be in the
private intcrests of two railroads, they nevertheless operate as

a restraint of tradc and run counter to the public interest.

I1d. at 13 (Mulvey, dissenting) (emphasis added); accord Paducah & Louisville Ry., Inc. —

Acquisition — CSX Transp., Inc., STB Finance Docket No. 347381 (STB served Nov. 18,

2005), at 6-7 (Mulvey, dissenting) (same). A decision to limit the scope of paper barrier

restrictions to the prescrvation or insulation of the pre-transaction Going Concern Value

of a line allows the protection of the private intercsts of the Class I carrier while also

protecting the public intcrest underlying Vice Chairman Mulvey’s concerns regarding

unreasonable restraints of trade.

3. Limiting the Scope of Paper Barricrs to the Protection
of Pre-Transaction Going Concern Value is Consistent
with Analogous Legal Principles Regarding Liquidated

Damages and Covenants Not to Compete

The limitation of paper barrier restrictions to the preservation of pre-

transaction Going Concern Valuc also is consistent with analogous legal principles

regarding liquidated damages provisions and covenants not to compete.
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a. The Evaluation of Liquidated Damage Provisions

Courts will enforce liquidated damage provisions in contracts if the
stipulated damages payments are designed to compensate the non-breaching party for the
economic conscquences of the breach, but not if the stipulated damages are designed as a
penalty to coerce compliance with the terms of the agreement or to punish a breaching
party. See Restatement (Second) of Contracts § 356 (*Damages for breach by either
party may be liquidated in the agreement but only at an amount that is reasonable in the
light of the anticipated or actual loss caused by the breach and the difficulties of proof of
loss. A term fixing unreasonably large liquidated damages is unenforceable on grounds
of public policy.”) (emphasis added). Comment a to this section of the Restatement
provides that:

[T]he parties to a contract are not free to provide a penalty for

its breach. The central objective behind the system of
contract remedies is compensatory, not punitive. Punishment

of a promisor for having broken his promise has no
justification on either economic or other grounds and a term
providing such a penalty is unenforceable on grounds of
public policy.

Id. (emphasis added).
Missouri law. which governs the UP/M&NA Lease,'® has long refused to
enforce penalty provisions and has relied upon the Restatcment to support this policy.

See, e.g., Abrams v. St. Louis County Library Dist. Board, 258 S.W.2d 672, 675 (Mo.

14 See Section 23.07 (“This Lease shall be governed and construed in accordance
with the laws of the State of Missouri.”).
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1953) ("The conclusion of the [trial] court that the provisions of the lease, especially
those contained in clause 4, supra, rendcred the $20.000 stipulated as damages for any
breach of the lcase a penalty rather than liquidated damages is supported by good
authority.™): id. (*“In view of the fact that a breach of any covenant in the lease, no matter
how great or how trivial, would result in the forfeiture of the entire $20,000, and the clear
provision of the lcase that the lessor may retain the deposit as damages while holding the
lessee to liability for loss of rental to the end of the term. it is inescapable that the
provision is for a penalty rather than liquidated damages.’): Diffley v. Royal Papers,
Inc , 948 S.W.2d 244, 246 (Mo. Ct. App. 1997) (citing Scction 356 of the Restatement
and explaining that “in determining whether an agrcement sets forth a penalty or
liquidated damages, we look to the intention of the parties as ascertained from the
contract as a wholc™); id. at 247 (“The provision must be fixed on the basis of
compensation, otherwise it is construed as a penalty clause designed primarily to compel
performance.”); Muhlhauser v Muhlhauser, 754 S.W.2d 2, 5 (Mo. Ct. App. 1988)
(“[S]uch a provision clcarly does not measure compensation for breach but rather
provides a punishment. Therefore, this court holds the penalty provision invalid and
uncnforccable.”).

In one casc of particular relevance to the instant dispute, a Missouri court
declined to enforce a penalty provision that the parties attempted to disguise in the form

of escalating “rent” levels that a tenant railroad would be required to pay for failing to
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comply with the terms of the agreement. In particular, in Muehlebach v. Missouri & K.I
Ry., 148 S.W. 453 (Mo. Ct. App. 1912), the Missouri appellate court considered a
situation in which a railroad company entered into a contractual relationship that
ultimately required the relocation of the railroad’s line. Significantly, the parties’
agreement provided that if the railroad delayed its line relocation, it would be obligated to
pay “rent” to the plaintiff in monthly amounts that would incrcase over time. Id. at 455
(“defendant should pay a rental of $50 per month to plaintiffs for the right of way on that
tract until the removal of the road. If the road was not removed by the end of the first six
months, the rental for the next six months was to be $75 per month; for the third six
months, $125; for the fifth, $175; for the sixth, $225; and so on indefinitely, increasing
the rental $50 per month for cach additional period of six months.”); id at 456 (“And if
defendant should remain five years longer, it would have to pay about $40,000 more for
the use of a right of way the entire valuc of which for all time was assessed at $2,540 in
the condemnation suit. For the next ten years the rental would be over $160,000.”).

The court recognized that the purpose of the ostensible “rental” provision
of the contract actually was to coerce the defendant into compliance with the movement
of its line and to punish the defendant for failing to do so. As a result. the court
concluded that the rental provision would not be enforced:

Was the so-called “rental agreement™ in legal intendment a

penalty intended to coerce performance of the contract? If it

was, it cannot be enforced. 2 Page on Contracts, § 1167 et
seq. “A contract for a penalty,” says this author, “is an
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agreement to pay a stipulated sum in case of default, intended
1o coerce performance, Lo punish default, or to secure
payment of the actual damages. A contract for liquidated
damages is a contract by which the parties in advance of
breach fix the amount of damages which will result therefrom
and agree upon its payment.” Whether the stipulated
payments of so-called “rent” should be classed as a penalty or
as liquidated damages for the nonperformance of the
agreement of defendant to vacate “tract A™ is a question of
law for the court to solve in the light of the subject-matter of
the contract and the intention of the parties. May v.
Crawford, 150 Mo., loc. cit. 530, 51 S.W. 700.

... It is manifest the stipulation in question was not intended
as a letting of “track A” or to create the relation of landlord
and tenant between plaintiffs and defendant, and it is a
misnomer to speak of the stipulated payments as a rental.
The parties intended that “tract A” should be vacated just as
soon as the new terminal could be established, and the

obvious purpose of providing a progressively increasing scale
of monthly payments was to coerce defendant into a speedy
vacation of the right of way over that tract and to impose an
interminable and ever increasing punishment for a breach of
the stipulation, a punishment so hatsh and oppressive, so
disproportionate to the subject-matter of the stipulation, as to
preclude the thought that the parties had in mind the
liquidation of the reasonable damages that would be sustained

by plaintiffs in consequence of a breach by defendant. The
stipulation for damages must be regarded as a penalty, and

therefore as non-enforceable.

Id. at 456-57 (cmphasis added); see also id at 457 (“Plaintiffs arc cntitled to recover in

this action on account of defendant’s breach, but the measure of their damages is the

actual loss sustained by them in conscquence of defendant’s occupation of ‘tract A.’™).
Much like the improper rental provision in Muehlebach, the rental

provision in the UP/M&NA Lease seeks to coerce M&NA to refrain from specified
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behavior and to punish M&NA for failing to do so. The Board should follow the
example of the Missouri courts and find that such provisions are contrary to public
policy.
b. Covenants Not to Compete

A second arca of law that provides some insight into the reasonableness of
the UP/M&NA Lease relates to covenants not to compete, which can arise in the context
of employment agreements or agreements regarding the sale of a business. In this regard,
Missouri courts have held that “[i]n determining the enforceability of covenants not to
compete which are ancillary to the sale of a business or cmployment contract, courts have
resorted to a ‘reasonableness’ standard. In this contcxt, ‘reasonableness’ has been
interpreted as requiring a balancing of the countervailing interests of the promisor, the
promisee, and the public good.” SchAnucks Twenty-Five, Inc. v. Bettendorf, 595 S.W.2d
279, 285 (Mo. Ct. App. 1979) (citing Hinderer, Covenants Not to Compete —
Enforceability Under Missouri Law, 41 Mo. L. Rev. 37, 40 (1976)). Further explaining
the nature of the applicable reasonableness test, the Missouri court stated that “[a]
restrictive covenant [imposing a territorial limitation on opening a business] will be

upheld if the arca to which it refers is not larger than that reasonably necessary to protect

the covenantee.” Id. at 286 (cmphasis added).
Likewise, in Systematic Business Services, Inc. v. Bratten. 162 S.W.3d 41

(Mo. Ct. App. 2005). the Missouri court held that *“[a]n employer cannot extract a
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restrictive covenant from an employee merely to protect itself from competition, but a
limited time and geographical restraint may be deemed rcasonable and enforceable if the
employer’s legitimate protectible interests, such as ‘stock of customers’ and the
company’s goodwill, are served.” Id. at 49 (emphasis added). The court added that
“[t]he standard for determining the reasonableness of the geographic scope of a restrictive
covenant is whether it is no greater than fairly requircd for protection.”™ Systematic
Business, 162 S.W.3d at 49-50 (emphasis added); see also H&R Block Eastern Tax
Services, Inc v. Enchura, 112 F. Supp. 2d 1067, 1072 (W.D. Mo. 2000) (**Covenants
against competition must serve a proper interest of the employer in protecting the good

'

will of a business, and must be reasonably limited in time and space.’”) (quoting Osage
Glass, Inc. v. Donovan, 693 8.W.2d 71, 75 (Mo. 1985) (en banc)).

Missouri courts have emphasized that “non compete agreements are not
favored in the law.” Renal Treatment Centers — Missouri, Inc. v. Braxton, 945 S.W.2d
557, 564 (Mo. Ct. App. 1997) (citing ARR-EMF, Inc. v. Passmore, 906 S.W.2d 714, 719
(Mo. Ct. App. 1995)); see also Sturgis Equipment Company, Inc. v. Falcon Industrial
Sales Co., 930 S.W.2d 14, 16 (Mo. Ct. App. 1996) (“Covenants not to competc are not

favored in the law.”); id. at 17 (*Generally, to determine whether a restriction is

reasonable, courts inquire into whether it is no greater than fairly required for the

protection of the party seeking to enforce it.””) (emphasis added) (citing Continental
Research Corp. v. Scholz, 595 S.W.2d 396, 400 (Mo. Ct. App. 1980)).
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The paper barrier restrictions in the UP/M&NA Lease are greater {|JJJi
B (h:n would be necessary to protect the stream of contribution
that UP would lose through the diversion of traffic. As a result, Missouri law confirms
that this “‘disfavored™ provision is not reasonable.

4, Continued Enforcement of the
Lease’s Rent Provision is Improper

The continued enforcement of the paper barrier provisions in the
UP/M&NA Lease is improper because the restriction is designed to coerce interchange
with UP and/or to punish traffic diversion, rather than simply to preserve the revenue
stream that UP would have received had it not divested/leased the rail facilities in
question. See Ex Parte No. 575 at 10-11. Moreover. the paper barricr in the UP/M&NA
Lease would yield a substantial windfall to UP in the event that M&NA interchanged
traffic with a carrier other than UP. This type of restriction is fundamentally inconsistent
with the suggestion that a paper barricr merely prevents the loss of pre-transaction value
associated with the line. /d. at 10-11 (“The revenue stream resulting from the agreement
should be no more than what the carricr would have received had it not divested or leased
the rail facilities in question . ...”).

It would have been entirely possible for UP to structure its lease with
M&NA in a manner that — while not constituting an unreasonable practice — ncvertheless
would have permitted UP to benefit from labor- and maintenance-related cost savings and

would have allowed UP to ensure that it would not be deprived of its pre-transaction
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GCV. To that end, UP could have developed a rental provision that included a more
modest interchange obligation and established a less oncrous annual rental level that
would have approximated the economic impact expected to be associated with traffic
diversion. The UP/M&NA Leasc, however, violates public policy because the net result
of the 95% traffic obligation, the $90+ million annual rental payment, and the lower
rental amounts for the varying percentages of traffic interchanged with UP, go well
beyond the levels that would be necessary to cnsure that UP would preserve its pre-
transaction GCV.

UP certainly understood that its approach to the M&NA transaction carried
a risk of being found to be “unlawful or otherwise improper™ (see UP/M&NA Lcase at
Scction 15.01(f)), but UP elccted to take this risk. Rather than fashioning a rental
provision and/or interchange limitation that fairly compensated UP for any lost
contribution, UP instcad intentionally imposed a rental obligation upon M&NA that UP
knew would coerce M&NA'’s interchange with UP and would punish M&NA if it
violated this interchange obligation. M&NA, for its part, agreed to the Leasc with the
full understanding that it would never be able to transport substantial volumes in
conjunction with a long-haul carrier other than UP. M&NA, of course, was in no

position to place demands upon UP regarding the proper level of the rental obligation. 15




As recounted above, UP’s Mr. Warren Wilson {|[[[ GGG

In his accompanying Verified Statement, Mr. Thomas D. Crowley analyzes
data produced in discovery by UP to calculate the pre-transaction Going Concern Value
of the Line, the pre-transaction cstimate of the value of the lease, and the actual value of
the lease as demonstrated by fiftecn ycars of experience thereunder. Mr. Crowley also
calculates the degree of overcompensation that the rental provision would afford under

scveral different hypothetical traffic diversion scenarios.

Mr. Crowley’s analysis confirms that UP ¢cxpected the M&NA transaction

to increase the economic value of the Line, and that { ||| EGTNGNGNNNNENENGEEEEE




_} In particular, Mr. Crowley shows that the pre-

transaction GCV of the Line was {{ ;. and that UP’s pre-transaction estimate
of the value of the leasc/salc transaction was {|| | JEE;. Crowley V.S. at 11.
Furthermore, Mr. Crowley demonstrates that UP’s actual NPV of the revenue stream
from the lease/sale has been approximately {| ] ]I} through 2007. 1a.

Mr. Crowley also confirms that the diversion of traffic under the lease
would have resulted in substantial overcompensation of UP. Under any traffic routing
scenario that the partics reasonably could have anticipated prior to the execution of the
lease, UP"s imposition of this rental provision ensured that it would obtain profits that
were greater (and in some cases substantially greater) than it would have received in the
absence of the lease.

In his statement, Mr. Crowlcy calculates the net benefit to UP (on a
present-value, pre-transaction basis) of the following traffic diversion scenarios: (a)
diversion of Entergy traffic; (b) diversion of KCPL traffic; and (c) diversion of traffic that
UP handles as a bridge carrier. See Crowley V.S. at 12-17. In each instance, Mr.
Crowley determines that the pre-transaction nct present value of the transaction would
have increascd very substantially in the event that UP had assumed the diversion of
traffic to a rival Class I carrier. /d. Specifically, Mr. Crowley calculates that the net

present value of the transaction would have increascd above the {||[ [N pre-
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transaction GCV by { I . respectively,

in these three diversion scenarios. /d. at 17.

These examples provide further confirmation that the paper barrier rental
provision in the UP/M&NA Lease was not designed to protcct the pre-transaction GCV
value of the Line, but instead, was designed to punish M&NA for the interchange of
traffic with a rival Class I carrier.

S. The Board’s Determination Should Consider
the Potential Public Policy Impact of

A



} In Central Oregon & Pacific Railroad. Inc — Coos Bay Rail Line, Finance
Docket No. 35130, RailAmecrica and Central Orcgon & Pacific Railroad, Inc. (""CORP™)
have complained that UP’s control over the pricing of traffic that CORP handles as a
switching carrier prevents CORP from covering the increases in its operating expenses or
performing extraordinary maintenance:

Under the terms of a “Cooperative Marketing
Agrcement” entered into between CORP and SP in
connection with the linc sale transaction, CORP handles the
vast majority of the traffic moving over the Coos Bay Linc as
a “switching carrier” for UP. ... Under this arrangement, the
trafTic moves under a UP waybill, and UP has sole authority
to detcrmine the rate for the movement (including the portion
over CORP's lines). . . .

Thus, unlike Class I railroads (and many shortline
carriers), CORP docs not control the pricing of the vast
majority of the traffic that moves over its lines. Rather the
rates on such shipments are established by (and accrue to)
UP, with CORP being paid a fixed fee for handling the traffic
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to/from Eugene, OR. As a result, CORP does not have the
ability to take pricing actions that would generate additional
revenue for upgrading or expansion of its rail infrastructure. .
. . [Alnnual increases [in the Handling Carrier Charge paid to
CORP] have not been sufficient to cover fully the increase in
normal operating expenses for the Coos Bay Line (much less
to fund extraordinary capital improvements).

See Central Oregon & Pacific Railroad, Inc. — Coos Bay Rail Line, STB Finance Docket
No. 35130, Response of RailAmerica, Inc. and Central Oregon & Pacific Railroad, Inc. to
Order to Show Cause (Public Version) (filed May 12, 2008). Verified Statement of Paul
Lundberg at 3-4; see also id at 11 (“UP’s outright refusal to contribute to a long-term
solution for the Coos Bay Line indicates that UP is not concerned by the prospect of

losing the traffic gencrated by shippers on the line (who are UP’s customers).”).

...

}

In its Ex Parte No. 575 decision, thc Board suggests that in order to “assess

the public interest, [it will] weigh the benefits of a particular interchange commitment



against its potential for harm.” Id. at 8. Entergy respectfully requests that, in performing

this assessment, the Board consider the potential detriment to the public interest

associated with the terms of a paper barrier restriction { ||| G
I

B. In the Alternative, the Board Should Revoke the Exemption in Part

Scction 10502 of Title 49 provides that “|tJhe Board may revoke an
exemption, to the extent it specifies. when it finds that application in whole or in part of a
provision of this part to the person, class. or transportation is necessary to carry out the
transportation policy of section 10101 of this title." Thesc section 10101 policics include
the promotion of “cffective competition among rail carriers.” 49 U.S.C. § 10101(4).

To justify revocation, a petitioncr must demonstrate rcasonable, specific
concerns addressing the need for regulation. See, e.g., The Columbus & Ohio River Rail
Road - Acquisition and Operation Exemption — Rail Line of CSX Transp , Inc., STB
Finance Docket No. 34540 (STB served Nov. 18, 2005): Wisconsin Central Ltd—
Exemption Acquisition and Operation—Certain Lines of Soo Line Railroad Company,
STB TFFinance Docket No. 31102 (ICC served July 28, 1988). I&M Rail Link LLC —
Acquisition and Operation Exemption — Certain Lines of Soo Line Railroad Company
d/b/a Canadian Pacific Railway. STB Finance Docket No. 33326 et al (STB served Apr.
2, 1997); Minnesota Comm. Ry., Inc. — Trackage Exempt. - BN R.R , 8 1.C.C.2d 31

(1991).
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The Board has been willing to invoke its revocation authority in the past
when considering claims regarding the transfer of a rail line. See. e.g., SF&L Ry. —
Acquisition and Operation Exemption — Toledo, Peoria and Western Ry Between La
Harpe and Peoria, IL, STB Financc Docket No. 33995 (STB served Oct. 17, 2002) (*We
will not allow our class exemption processes to be abused by sales of active rail lines to
persons whose intent is to degrade, abandon, and salvage those lines.”); id. (“We
understand that our dccision to revoke the exemptions could be viewed as producing
unnecessary turmoil, [but] . . . no party to the sale should be allowed to profit from the
tactics that were employed in this case.”); Riverview Trenton R.R. — Acquisition and
Operation Exemption — Crown Enterprises, Inc., STB Finance Docket No. 33980 (STB
served Feb. 15, 2002) (“We will revoke the exemption . . . because this proposal warrants
more detailed scrutiny than is afforded by the cxisting record.”): Land Conservancy of
Seattle and King County — Acquisition and Operation Exemption — The Burlington
Northern and Santa Fe Ry., 2 S.T.B. 673 (1997) (“The facts here support the conclusion
that TLC never had any intention of reinstituting rail service on the line.”).

Entergy respectfully submits that if the Board declines to find that
continucd cnforcement of the lease’s paper barrier terms would bc an unreasonable
practice, revocation of the cxemption in Finance Docket No. 32187 is appropriate to the
limited extent necessary to preclude the continued enforcement of the paper barrier

restrictions. The considerations expressed by Mr. Mohl regarding the construction of a
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rail spur from Independence to the BNSF’s line are particularly relevant to the revocation
of the exemption. In particular. relief in this proceeding would help to foster the national
rail transportation policy and to benefit the public interest by alleviating the need to
construct redundant rail facilities. See Mohl V.S. at 8-9.

C. The UP/M&NA Lease Constitutes
an Unapproved Pooling Arrangement

A third, independent basis exists for precluding further enforcement of the
UP/M&NA Lecasc’s paper barriers. In particular, Section 11322 of Title 49 provides that
“[a] rail carrier providing transportation subject to the jurisdiction of the Board under this
part may not agree or combine with another of those rail carriers to pool or divide traffic
or services or any part of their eamings without the approval of the Board under this
scction or section 11123 of this title.” 49 U.S.C. § 11322(a). Section 11322 further
states that the Board “may imposc conditions governing the pooling or division” and that
the Board “may begin a proceeding under this section on its own initiative or on
application.” Id. at § 11322(b) & (c).

Under the terms of § 11322, the Board may approve and authorize an
agrecment or combination if the rail carriers involved assent, and if the Board finds that
“a pooling or division of traffic, services, or earnings — (1) will be in the interest of better
service to the public or of economy of operation; and (2) will not unreasonably restrain

competition.” /d. at § 11322(a).
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Under the terms of the UP/M&NA lease, the two carriers have agreed that
M&NA will interchange virtually all of its traffic with UP, rather than with othcr carriers
having the physical capability to interchange with M&NA. While UP and M&NA
certainly assented to the arrangement reflected in their lease, the Commission at the time
did not find that the pooling or division of traffic and/or services by the carriers would be
in the interest of better service or economy of operation and would not unreasonably
restrain competition.

The United States Court of Appeals for the Seventh Circuit previously
found that a long-standing contractual arrangement involving switching service in Peoria,
Illinois was invalid because of the absence of specific ICC approval for the pooling
arrangement. In particular, in Chicago & N.W. Ry. v. Peoria & P.U. Ry., 319 F.2d 117
(7th Cir. 1963), the Seventh Circuit found that a 1911 contract between the Chicago and
North Western Railway Company (*“North Western”) and the Peoria and Pckin Union
Railway Company (“P&PU™) had not received proper approval from the Commission
and therefore was invalid.

Under the terms of the North Western/P&PU contract, North Western was
prohibited from offering switching service in the defined geographic area, but instead,
was obligated to give all of its freight and service to P&PU. This limitation “would
prohibit plaintiff from serving industries accessiblc 1o its lines and from establishing

interchange connections with any other railroad for its own account.” Id. at 121; id.

- 56 -



(“Thus, the contract, in that respect constitutes an agreement not to compete in P.&P.U.’s
area of operations in terminal delivery or interchange traffic, and not to compete with
P.&P.U. in the matter of soliciting for its own account or fixing rates for traffic moving in
the Peoria-Pekin area.”). On the basis of this limitation, the trial court had found that the
contract constituted a pooling agreement within the meaning of Section 5(1) of the
Intersiate Commerce Act “to the extent that it purports to reserve to P.&P.U. all terminal
and intermediate switching service within the Peoria vicinity and to reserve to P.&P.U.
all freight originating or terminating on its lines.” Id.

The dispute presented to the Seventh Circuit involved an cffort by North
Western to interchange traffic with the Toledo, Pcoria and Western Railroad Company
(“TP&W™) in the vicinity of Peoria, and thus in contravention of the terms of the 1911
contract between North Western and P&PU. The court concluded that the agreement at
issue constituting a pooling agrcement, and that approval had not been granted by the
ICC. In reaching this conclusion, the court rejected the claim that the needs of the
terminal railroad industry should be regarded as paramount and should override any
concerns regarding the agreement:

P&PU argues that the terminal railroad business is a

substantial industry in its own right and that its needs are

paramount. A good answcr to such a contention appears in

Greater Boston Rouge Port Commission v. United Slates of

America, 5 Cir., 287 F.2d 86, 95: ‘No matter how desirable

an agreement may appcar, no matter how beneficent the

monopoly may appear, Congress has commanded that
agreements limiting or destroying competition must first be
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approved by the (Commission) before they may be lawfully

carried out. National policy favors free and healthy

competition; monopoly is the exception.

Id. at 122; see also id. (“We also agree with the District Court that the contested
provisions of the 1911 contract violate Section 1 of the Sherman Act. If the contested
clause of the contract was sustained, North Western would be required to deliver to
P&PU all traffic destined to industries or other roads at or near Peoria and there would be
reserved to P&PU all business originating or terminating at industries on its line. ... For
these competitors to determine among themselves that all this traffic will move by P&PU
is a per se violation of the Sherman Act.”).

Like the pooling agreement in North Western v. Peoria, the agreement
between UP and M&NA restricts traffic and service in a manner that effectively
precludes interchange with a carricr other than UP, Under the UP/M&NA l.case, M&NA
is effectively obligated 1o interchange at least 95% of its eastern and western traffic with
UP or to suffer the penalty associated with the rent provision. Through this provision and
UP’s right to provide c¢xclusive service to Independence on seven days’ notice, the Lease
prevents competition between UP and BNSF/M&NA to scrve Entergy. See North
Western v. P&PU, 319 F.2d at 121 (**We agree with the District Court that North Western

and P&PU are competitive at Peoria.”). Entergy therefore requests that the Board find

that: (i) the UP/M&NA Lcasc constitutes a pooling arrangement; and (ii) approval for
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the continued applicability of the lease only be provided subject to the condition that UP
not enforce the paper barrier restrictions set forth in the lease.

The exemption process through which M&NA obtained authorization to
operate the Line cannot, in any sense, be regarded as satisfying the statutory obligation
for the agency to approve pooling arrangements. To the contrary, the exemption that
M&NA invoked related to the provisions of 49 U.S.C. § 10901, and the Commission
found — in response to a petition to revoke filed by rail labor — that the acquisition
exemption related to Chapter 109 of Title 49. See Missouri & Northern Arkansas R.R. —
Lease, Acquisition and Operation Exemption — Missouri Pacific R.R. and Burlington N.
R.R., ICC Finance Docket No. 32187, 1993 WL 138262, at *] (ICC served May 4, 1993)
(“The law is well-settled that the acquisition of a line of railroad and incidental trackage

rights by a noncarricr, as here, is governed by section 10901. not 11343.”).

V. REQUEST FOR RELIEF

As described above. since this is a case of first impression before the
Board, broad discretion exists with regard to the specific relief that thc Board may
impose upon a finding that the continuation of the status quo under the lease is contrary
to the public interest. Entergy therefore has endeavored to develop a number of different

potential forms of relief that would be appropriate:
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A. Paper Barrier Preclusion

In the first instance, Entergy requests that the Board simply preclude UP’s
continued enforcement of the paper barrier restrictions. This type of relief would leave
the UP/M&NA Lease in effect, but would prevent UP from enforcing the rental
obligation under the leasc. As Entergy demonstrates herein, that rental obligation
violates public policy because it acts as a penalty to punish M&NA’s diversion of traffic,
rather than merely to compensate UP for the loss of contribution associated with traffic
diversion.

In addition, this type of relief should prevent UP from exercising its right
under Sections 3.01 and 3.04 of the lease to provide cxclusive service to the

Independence Station via trackage rights, absent Entergy’s request {[|GTNGEGzNG

Y . [n the absence of Entergy’s

concurrence, this provision otherwise would allow UP to preclude any diversion of
Independence traffic, even during times in which UP is unable or unwilling to provide
service at the level requested by Entergy and even absent enforcement of the rental

provision.‘6

16 As indicated above, it is imperative that the Board not disturb Entergy’s right to insist
that UP provide direct service to Independence in the absence of M&NA. This right is
set forth both in Section 3.01 of the UP/M&NA Lease itself (“Lessor may obtain
trackage rights . . . either at AP&L’s request or at Lessor’s sole discretion™)

}.
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Finally, this type of relief should prevent UP from exercising its right under
Section 15.01(f) to terminate the lease upon the finding that the provisions of Section 1V
are unreasonable. UP designed Section 15.01(f) to insulate itself from the consequences
of the brinksmanship in which it had engaged when creating the onerous paper barrier.
As Entergy’s evidence demonstrates, UP already has obtained a greater financial benefit
through its lcasc and paper barrier restriction than the pre-transaction GCV. Morcover,
the Line will continue to generate additional contribution for UP even in the absence of
the paper barricr restriction. For example, UP will receive additional contribution from,
e.g.: (i) traffic on the Line that only UP is able to originate (or dcliver); (ii) traffic on the
Line that is subject to an ongoing contract with UP; or (iii) situations in which UP’s
service quality and rate offerings are more attractive for shippers than what may be
available from competing carriers.

B.  Paper Barrier Preclusion with UP Right to Terminate

Entergy respectfully submits that an alternative form of relief also would be
appropriate in this case. In particular, if the Board determines that continued
enforcement of the paper barrier provisions would be contrary to the public interest, then
the Board could preclude continued enforcement of the rental and trackage rights
provisions (subject again to Entergy’s right to insist upon exclusive UP service to
Independence), but could allow UP the option to terminate the lease and return to its pre-

transaction status quo with respect to the leased property.
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In the event that UP elected to terminate the 1992 UP/M&NA Lease, UP
then would have the option either to restore its own service over the leased portions of the
Line or to negotiatc a new lcase of this property.!’ Operations conducted pursuant to a
new leasc would be subject to:

(1) aBoard determination that the revised lease is consistent with the
public interest (i e , whether any proposed interchange restriction acts as
compensation or as a penalty), made on the basis of its own review and comments
from the public (after review of the proposed lcase terms); or

(2) To the extent that the Board does not believe that it is appropriate or
effictent for it to enter into a dctailed examination of the financial impact of the
proposed lease agreement, the Board instead could presume that the proposed
replacement lease would be rcasonable (as in past exemption transactions
involving 49 U.S.C. § 10901) unless shippers who generated at least fifty-one
percent of the carloads that originated or terminated on the Line over the
preceding twelve months submit comments objecting to the proposed new lease
(to be submitted within thirty days after UP’s disclosure of the proposed lease).

Drs. Kwoka and Warren-Boulton address this form of relief in their
slatement, explaining that the “Shipper Right of Approval” or “SRA” presents an

effective means of cnsuring that a paper barricr restriction is not unreasonable. See

17 This would require UP either to repurchase the portion of the Linc that M&NA
purchased in 1992, to obtain rights from M&NA to operate over such portion, or to make
arrangements for M&NA to operate over such portion.
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Kwoka/Warren-Boulton V.S. at 9-13. Effectively, this option would allow the Board to
evaluate the public interest through the surrogate of the actual shipping public itself,
which will be in the best position to determine whether its transportation interests are
better served by UP acting alone or by a lease arrangement through which UP maintains
some more limited degree of control over interchange. As Drs. Kwoka and Warren-
Boulton explain, there are a number of advantages associated with this type of relief:

Onc important advantage of SRA, relative to
alternatives, is its administrative simplicity. It does not
require regulatory scrutiny of filings by self-interested parties,
especially those with asymmetric access to information. It
does not require regulatory intervention into private decision-
making. It does not involve outsiders’ judgments about the
appropriate length or scope of the restriction. It does not
require agency prescription of the level of compensation. It
would avoid endless debate about which barriers may be
reasonable and which are not. The parties with the best
knowledge and greatest interest in the outcomes resolve the
matter themselves, with the SRA ensuring movement of the
asset toward (if not necessarily all the way to) the optimum
allocation. In effect, the SRA would permit and facilitatc a
market-efficient outcome.

Kwoka/Warren-Boulton V.S. at 12-13. This option has the added virtue of allowing UP,
the short line carrier, and the shipping public to arrive at a situation that each prefers as
compared with the restoration of UP service on the line.

The Board has long cxpressed a preference for allowing interested parties to
resolve issues through private negotiations, rather than leaving all issues for resolution by

the agency. See, e.g., Canadian National Ry. — Control — lllinois Central Corp., STB
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Finance Docket No. 33556 (STB served May 25, 1999) at 59 (Chairman Morgan,
Commenting) (*[T]he Board has moved away from interjecting itself into the arbitral
process and, rather, has emphasized its strong preference for voluntary private-sector
resolution of issues such as labor matters.™); id. (*“Thesc efforts to encourage negotiation
rather than arbitration have produced significant results.”); id. at 60 (“Beyond labor
matters, [ also applaud the applicants and various other parties for working to reach

privately negotiated settlement agreements. ... These agreements also are in line with

the Board’s continuing emphasis on private-sector resolution.”) (emphasis added);
Granite State Concrete Co v. Boston and Maine Corp., STB Docket No. 42083 (STB

served Sept. 15, 2003), at 8 (“This dispute would seem to be a good candidate for
resolution pursuant to private negotiation between the parties . . .”).

In fact. as indicated above, the Board has cxpressed a preference for private
resolution even in the context of the Ex Parte No. 575 proceedings (which led to the
Board's reliance on the RIA in the paper barrier contcxt). See Review of Rail Access and
Competition Issues, STB Ex Parte No. 575 (STB served May 4, 1998), at 4 (“[Wle
continue to belicve that some common ground can be reached if all parties can put aside
their preconceived notions and enter ncgotiations with an open mind, committed to
seeking some common ground rather than immediately assuming that governmental fiat
is the only answer or that more litigious avenues must be pursued.”) (emphasis added);

see also Review of Rail Access and Competition Issues, STB Ex Parte No. 575 (STB
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served April 17, 1998), at 4 n.4 (“Initial reliance on negotiations among the interest
groups that are directly affected by our regulatory policies is neither inappropriate nor
without precedent.”) (emphasis added) (citing The Staggers Rail Act of 1980 -
Conference of Interested Parties, ICC Ex Parte No. 456).

The type of relicf that Entergy seeks in this respect is entirely consistent
with the Board’s prior expressed preference for allowing private interests to resolve
disputed matters.

C. Bottleneck Rate Relief/Rent Relief for
Traffic Moving Pursuant to Prescribed Rates

Finally, and further in the alternative, Entergy submits that the Board also
should: (i) confirm M&NA's obligation to provide a common carrier rate from a point of
interchange with a long-haul carrier other than UP with whom Entergy enters into a
contract; (ii) allow Entergy to pursue a bottleneck stand alone cost case against M&NA
that need not include costs associated with the paper barrier in calculating the Board’s
jurisdictional threshold; and (iii) excusc M&NA from any rental obligation to the extent
it provides service in accordance with a rate prescribed through such a stand alone cost
case.

This type of relief is consistent with the Board"s comments in Ex Parte No.
575 regarding the supposed equivalence of the pre- and post-lease competitive situations
involving captivc shippers. See Ex Parte No. 575 (STB served Oct. 30, 2007) at 8-9.

Specifically, the Board explained that the presence of a paper barrier should not be an
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impediment to the use of a through route involving the tenant carrier if a shipper obtains
an upstream contract with a third-party carrier:

And, just as before the sale or lease, if the shipper enters into

a contract with Carrier Z, it would have the right to use the

competing through route, notwithstanding any private

interchange commitment.

Id at9.

Prior to the transaction, a shipper with an upstream contract with a
competing carrier would be able to seek bottleneck rate relief against the destination
monopolist. See Central Power & Light Co. v. Southern Pacific Transp. Co., ICC
Docket No. 41242 (ICC served Dec. 31, 1996) at 14 (“[1]n a complaint against a
bottleneck proportional rate that operates in combination with a contract rate, we
conclude that, in light of section 10709(c)(1), we may consider only the reasonableness
of the bottleneck rate™). That type of bottleneck rate casc would develop stand-alone
costs for the movement from the point of interchange to the destination, and would
develop variable costs for the movement from interchange to destination as well. In
order for a post-transaction bottleneck rate case to mirror the competitive situation prior
to the lease (as the Board’s argument in Ex Parte No. 575 suggests would be the case),
however, the bottleneck rate case initiated against the lesseec must exclude consideration
of any paper barrier rental provision when calculating variable costs. Only in that type of

analysis would the shipper have the ability to challenge a rate to be used in conjunction

with third-party contract carricr service in a manner that is cquivalent to the pre-lease
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situation. The relief that Entergy seeks in this respect would ensure that the Board

preserves a shipper’s right to challenge a destination monopolist’s ratc on the same basis

that existed prior to the paper barrier transaction.
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ENTERGY ARKANSAS, INC. and
ENTERGY SERVICES, INC., Complainants
Y. Docket No. 42104
UNION PACIFIC RATILROAD
COMPANY and MISSOURI1 &

NORTHERN ARKANSAS RAILROAD
COMPANY, INC., Defendants.

}

MISSOURI & NORTHERN ARKANSAS
R.R. - LEASE, ACQUISITION AND
OPERATION EXEMPTION - MISSOURI
PACIFIC R.R. and BURLINGTON
NORTHERN R.R.

Finance Docket No. 32187

COMPLAINANTS?’ FIRST SET OF INTERROGATORIES AND
REQUESTS FOR PRODUCTION OF DOCUMENTS TO DEFENDANT

MISSOURI & NORTHERN ARKANSAS RAILROAD COMPANY
Complainants Entergy Arkansas, Inc. (“EAT”) and Entergy Serviccs, Inc.

(“ESI”) (collectively, “Entergy”) hereby serve this first set of interrogatories and requests
for production of documents upon Defendant, Missouri & Northern Arkansas Railroad
Company (“M&NA”). Entergy requests that M&NA answer each interrogatory
separately, in writing and under oath, and produce responsive documents at the offices of

Entergy’s counsel within thirty days of the datc of these requests (i.e., by April 16, 2008).



Reguest for Production No. 12:

Please produce any analyses regarding the nature and/or cost of any work
that would be necessary to upgrade M&NA''s lines to permit M&NA to handle loaded
Entergy trains.

Reguest for Production No. 13:

Please produce copies of all correspondence relating to requests for M&NA
service in conjunction with a carrier other than UP.
Request for Production No. 14:

Please produce all internal documents relating to potential M&NA service
(whether generated in response to a shipper request or generated for internal purposes)
that would involve a carrier other than UP, including but not limited to, studies, reports,
or analyses of the rates that would be charged for such service or the costs associated

with such service.

Request for Production No. 15:
Please produce all documents identified in M&NA’s Answers to Entergy’s

Interrogatories.
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MISSOURI & NORTHERN ARKANSAS RAILROAD COMPANY, INC.
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MISSOURI & NORTHERN ARKANSAS RAILROAD COMPANY, INC.
RESPONSE TO COMPLAINANTS FIRST SET OF INTERROGATORIES AND
REQUESTS FOR PRODUCTION.OF DOCUMENTS

Scott G. Williams Esq. Louis E. Gitomer, Esq.

Senior Vice President & General Counsel Law Offices of Louis E. Gitomer
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5300 Broken Sound Boulevard N.W Suite 301
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Boca Raton, FL 33487 (202) 466-6532
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BEFORE THE
SURFACE TRANSPORTATION BOARD

Docket No. 42104

ENTERGY ARKANSAS, INC AND ENTERGY SERVICES, INC.
V.
UNION PACIFIC RAILROAD COMPANY AND MISSOURI & NORTHERN
ARKANSAS RAILROAD COMPANY, INC.

Finance DocketNo. 32187

MISSOURI & NORTHERN ARKANSAS RAILROAD COMPANY, INC.
RESPONSE TO COMPLAINANTS FIRST SET OF INTERROGATORIES AND
REQUESTS FOR PRODUCTION OF-DOCUMENTS

=

Missouri & Northern Arkansas Railroad Company, Inc, (M&NA") responds to the
First Set of [nterrogatories and Requests for Production of Documents propounded by
Entergy Arkansas, Inc. and Entergy Services, Inc. {Complainants’) served on March 17,
2008 (the*Discovery Request).

The following general responscs are made with respect to all of the discovery
requests.

. M&NA has conducted a reasonable scarch for responsive documents and

information to respond consistent with the stated objections.'

' Thus, any response that states that responsive documents arc being produced is subject
to the General Objections, so that, for example, any documents subjcct to attorey-client
privilege or the work product doctrine are not being produced.



. Request for Produchgn No, 12: Please produce any analyses regarding the nature
and/or cost of any work that would be necessary to upgrade M&NA's lines to permit
M&NA  to handle loaded Entergy trains.

Specific Objection: M&NA objects to Request for Production No. 12 on the grounds of
relevancy. M&NA further objects to Request for Production No. 12 on the grounds that
it is ambiguous in that M&NA is currently handling loaded Entergy trains without
additional upgrading and that M&NA does not know what other service Complainants
are seeking. M&NA further objects to Request for Production No. 12 on the grounds it
would require & special study to consider all of the potential permutations of interchange
to serve Complainants without input from Complainants as to the move.

Response: 'M&NA will not produce documents responsive to Request for Production

No. 12.

Request for Production No. 13: Please produce copies of all correspondence relating to
requests for M&NA service in conjunction with a cartier other than UP.

Specific Objection: M&NA objects to Request for Production No. 13 on the grounds of
relevancy. M&NA further objects to Requcst for Production No. 13 on the grounds that
the burden or expense of the proposed discovery outweighs its likely benefit.

Response: Without waiving the General Objections or Specific Objections, in response
to Request for Production No..13, M&NA is producing documents for 2005, 2006, and

2007.



Regquest for Production No. 14: Please produce all.internal documents relating to-
potential M&NA service (whether generated in response to a shipper request or generated
for internal purposes) that would involve a carrier other than UP, including but not
limited to, studics, réports, or analyses of the rates that would be charged for such service
or the costs associated with such service.

Specific Objection: M&NA objects 10 Request for Production No. 14 on the grounds of
relevancy. M&NA further objects to Request for Production No. 14 on the grounds that
the burden or expense of the proposed discovery outweighs its likely benefit.

Response: Without waiving the General Objections or Specific Objections, in response
to Request for Production No. 14, M&NA is producing documents.

Rguest for.Production No. 15; Pleasé produce alt documents identified in M&NA's
Answers to Entergy’s Interrogatories.

Specific Objection: M&NA objects to Request for Production No. |5 on the grounds of
relevancy.

Response: Without waiving the General Objections or Specific Objections, in response
to Request for Production No. 14, M&NA is producing documents.

Respectfully s

Scott G Williams Esq. :ouigZ. Gitomer, Esq.

Senior Vice President & General Counsel Law Offices of Louis E. Gitomer
RailAmerica, Inc 600 Baltimore Avcnue

5300 Broken Sound Boulevard N W, Suite 301

Second Floor Towson, MD 21204

Boca Raton, 'FIL. 33487 (202) 466-6532

(561) 226-1757

Attorneys for: MISSOURI & NORTHERN
ARKANSAS RAILROAD COMPANY,
INC.

Dated: April 16, 2008
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Good afternoon Chairman Oberstar, Ranking Member Mica, and other
Committee Members. Thank you for this opportunity to testify on rail

competition and service matters.

Following the passage of the Staggers Rail Act of 1980, which greatly
reduced economic regulation of the railroad industry, there were many who
felt that the Interstate Commerce Commission should be abolished
completely and that rail transportation rates and service should be
determined by market forces (subject to the anti-trust laws). However, it
was clear to most in Congress that the railroad industry did differ in
important ways from other industries and that some degree of economic
regulation needed to continue to protect the interests of those shippers who
were “captive” to the railroads. The Surface Transportation Board was
created to balance the needs of shippers for reasonable rates with the need of
the railroads to earn adequate revenues. The overall questions we confront
today are “how well has the Board met its charge to balance those interests”
and “what is the state of competition in the transportation of bulk

commodities that are largely captive to the railroads?”



To some extent the answers depend on where you sit, but clearly there are
many who believe that the Board could do more to promote competition,
ensure reasonable rates for captive shippers, and improve the reliability and

quality of railroad services.

In the early years of the Surface Transportation Board, the agency continued
to focus on ensuring that the railroads regained their financial health. In
addition to decisions that allowed the carriers to capitalize, through
differential pricing, on routes where shippers were captive, the Board also
approved mergers of large railroads paying less attention to competitive
concerns than to the perceived opportunities for the merging carriers.
Pressure from the Congress eventually resulted in the Board’s declaring a
moratorium on major rail mergers and in the establishment of new merger
guidelines that promised to take more account of the competitive impacts of

railroad consolidations.

Over the past 3 years, the Board has held a number of hearings on issues
related to railroad competition. On October 19, 2005, the Board held a
hearing on the state of the railroad industry since the passage of Staggers.

The testimony was near unanimous that the industry has largely recovered



from the financial malaise that plagued it during the 1960s and 1970s. The
Board also has held hearings and has undertaken a number of initiatives
aimed at balancing the scales between shippers and railroads. Let me briefly

outline some of the areas where I believe that progress has been made.

First, fuel surcharges. The railroads were calculating fuel surcharges as a
percentage of the rates they charged their customers. This meant that
captive shippers, who already paid higher rates, had to also pay higher fuel
surcharges despite the fact that their shipments did not necessarily require
greater fuel usage. The Board found this to be an unfair practice and
directed the railroads to compute the surcharges to more closely reflect

actual fuel consumption.

Second, access to rate relief. Shippers have long complained that the
Board’s procedures were too time consuming and too costly. The Board’s
procedures for adjudicating rate cases (the stand alone cost test) is founded
on accepted economic principles and has been approved (if indeed not
required) by the courts. The cost of bringing a rate case under the Board’s
stand alone cost guidelines can cost a shipper several million dollars and the

case can take several years to be decided. Even those shippers, who can



justify the expense of bringing a rate case before the Board, generally will

either gain no rate relief or a reduction in the proposed rate much below that
which they had desired. Shippers whose traffic does not justify the expense
of bringing a case under the stand alone cost guidelines believe they have no

access to the Board for rate relief.

The Congress more than 20 years ago directed the Board’s predecessor, the
ICC, to develop simplified, less costly procedures for adjudicating small rate
cases. The Board has now acted to address both the cost and timeliness
issues in large rate cases, as well as procedures and standards for small rate
cases. In October 2006, the STB issued new large rate case guidelines that
were designed to take out a significant amount of the time and cost to bring a
case under the SAC process. On September 5, 2007, the Board issued new
procedures for bringing cases before the Board that do not warrant the
expense of a full SAC proceeding. These new rules give shippers the option
of selecting how they want to proceed to challenge their rates, but set limits
on recovery depending on the process selected. Hopefully, these changes
will provide shippers with better access to the Board. I am committed to

monitoring the results of these initiatives to see that they work as intended.



In the first test of our new guidelines for large rate cases, the shippers
apparently were disadvantaged by the changes. Because of this possibility,
the Board has taken the nearly unprecedented step of allowing them to refile

their case.

Third, cost of capital. The Board has consistently found that the nation’s
railroads are “revenue inadequate” despite the fact that Wall Street has found
the railroads to be profitable. One of the reasons for this disparity lies in the
approach that the Board has taken to determine revenue adequacy. More
than 20 years ago, the Board adopted a “Discounted Cash Flow” (DCF)
methodology to determine the cost of equity capital. However, over the
years, this approach has lost favor with the finance community and the DCF
method has long been abandoned by most other agencies that need to make
such a calculation. On August 14, 2007, the Board announced a proposed
change that could, if adopted, reconcile the Board’s estimation of the
revenue adequacy of the railroads with that which prevails on Wall Street.
At the same time, there are other areas where the Board has not yet made as
definitive a commitment to change. Several areas are of particular concern

to me.



Paper Barriers. The Board has been examining the question of what to do
about so-called “paper barriers,” otherwise known as interchange
commitments. These provisions arise when a Class I railroad sells or leases
some of its light density trackage to a small or new short line railroad. Often
the short line pays little or nothing for the right to haul the traffic, but it must
agree to interchange the traffic only with the Class I that leased or sold it the
track. Interchanging with another railroad would result in severe penalties.

I find this practice to be anti-competitive and I have dissented from the
majority in several cases where paper barriers were contained in the sales or
lease agreements.! What is particularly troublesome to me is that these
restrictions on the short lines’ ability to interchange with other carriers, and
thereby offer shippers a competitive option, go on in perpetuity. Just as new
entrants have been the source of competition for legacy carriers in the airline
industry, so too could these new carriers become the source of competition

in the rail industry in the future.

! Paducah & Lowsville Ry — Acquisition — CSX Transp , Inc , STB Finance Docket No 34738 (STB
served Nov. 18, 2005) (Comm'r Mulvey dissenting, at 6-7); Columbus & Ohio River R.R — Acquisition

and Operation Exemption — Rail Lines of CSX Transp., Inc , STB Finance Docket No 34540 (STB served
Nov. 18, 2005) (Comm'r Mulvey dissenting, at 9), Indiana & Ohio Centr R R — Acquisition and

Operation Exemption — CSX Transp , Inc , STB Finance Docket No 34536 (STB served Aug 23, 2005)

(Comm'r Mulvey dissenting, at 9-10), Buckingham Branch R R —Lease — CSX Transp , Inc, STB
Finance Docket No 34495 (STB served Nov. 5, 2004) (Vice Chr Mulvey dissenting, at 13)



Status of Competition. I am also concerned about the state of competition
overall in the railroad industry. The Government Accountability Office has
recently reported on the status of competition in the rail industry, and I will
not repeat its findings here. I did, however, believe that the study
inaccurately claimed that the extent of captivity was declining, implying that
there were fewer captive shippers than previously. Even if relative captivity
(i.e., the percentage of traffic that is captive) has declined, there is no
evidence that competitive options have increased for captive shippers.
Although the GAO admits that the approach it took to measuring captivity
left much to be desired, I believe that the implications drawn do not comport
with reality. The GAO also suggested that the STB undertake a study of
competitiveness in the railroad industry. The Board, rightfully I believe,
initially declined to follow the GAO’s recommendation because we lacked
the resources. However, the Board has recently contracted to have a study
done in response to GAO’s suggestions by a private consulting firm,
Christensen Associates. Although this is a well-regarded economic
consulting firm, I regret that our resources were not committed to the study
authorized in the SAFETEA-LU bill which would have focused more on

how well the Board has handled its mission.2 The study requested in

? Safe, Accountable, Flexible, Efficient Transportation Equity Act: A Legacy for Users (SAFETEA-LU),
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SAFETEA-LU would have been undertaken by the Transportation Research

Board, an arm of the National Academy of Sciences.

Investment in Railroads. The overall financial condition of the railroad
industry has improved dramatically over the past few years, so much so that
it has led to increased interest on the part of private equity firms or hedge
funds. These types of investors are often into investments to maximize short
term gains for their shareholders. What is of most concern to me would be
an attempt by a hedge fund to purchase a significant stake in a railroad,
followed by divestiture of the railroads’ assets, deferred maintenance, and
disinvestment in capital improvements. These actions could result in
deterioration of service to shippers and then perhaps lead to a failing firm.
The Board does not appear to have any authority under existing law to limit

such investments.

Without projecting the outcome of any particular proceeding that might
come before us, and aside from recent initiatives we have completed or have
pending before us, I have several suggestions for improving rail competition

and service.

Pub L No 109-59, sec 9007 (2005).



One common theme we do hear from all rail stakeholders — albeit expressed
in different ways - is that there needs to be more investment in rail
infrastructure. It seems that the railroads alone will not be capable of
making the levels of investment needed, given the capital intensity of the
industry. If we, as a nation, are serious about shifting traffic from our
highways to rails, we need to devote more public money into our rail
infrastructure. While the railroads favor an investment tax credit, I
personally believe the amounts that will be needed will be far greater than
what an ITC would realistically produce. A railroad trust fund of the type
recommended by former Representative and T&I Committee member Bill
Lipinski, could generate the monies that will be required to upgrade and

build our nation’s rail transportation infrastructure.

Further, I believe that the Board must adjust the focus of its operations to
better reflect changing circumstances. For example, the Board currently
exercises regulatory oversight over about a third of all railroad traffic. Most
traffic is exempt from our regulation because it is presumed to be
competitive with other modes of transportation or because it moves under

contract. In the case of the latter, railroad/shipper agreements have evolved



so that the line between contract and tariff carriage has become blurred. The
Board is currently examining how and whether it needs to clarify the
distinction between the two. With respect to exempt traffic, it is best that
traffic for which rates can be determined by the competitive marketplace not
be subject to economic regulation. That type of regulation proved disastrous
before the transportation industries were largely deregulated. However,
times change and as they change so does the competitive landscape. I
believe we need to look at existing class exemptions periodically to
determine whether exemptions that are premised on the availability of
intermodal competition remain warranted. Many of these exemptions were
sought and granted in the 1980°s when the transportation landscape was

quite different than it is today.

Finally, to ensure that the Board has the requisite power to take action on
issues of concern to the industry and its stakeholders, the Congress may
want to consider retuming a general power to investigate to the Board.
Currently, under 49 U.S.C 11701, the Board may begin an investigation on a
potential violation of the rail portions of its statute “only on complaint”. It
may be appropriate to revise this language by striking “only” and adding “or

on its own initiative.” If the Congress wants the Board to continue to

10



actively seek out problems, and to solve them, guidance in this form would

be helpful.

Thank you for the opportunity to testify today. I look forward to answering

any questions you may have.
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Missourt & NORTHERN ARKANSAS RAILROAD

| ap

Susan Vieregger

Union Pacific Railroad

1400 Douglas; Mail Stop 1350
Omaha, NE 68179

Dear Susan:

$14 N. Ommer » P.O. Box 776 + Carthage, MO » 64836 + Phone- 4173382200 » Fuox; 417.358.6005

October 6, 2006

Entergy Services, Inc. (“Entergy™) has requested a rate quote from the Missouri &
Northern Arkansas Railroad Company, Inc. (“MNA™) for the movement of coal. Entergy is
planning a test burn of 75,000 tons of imported coaf in the first quarter of 2007 at its
Independence plant near Newark, AR. The rate quote from MNA would be for part of the
movement of coal from the IC Rail Marine Terminal at Convent, LA to MNA via the Canadian
National Railway Company and the Kansas City Southern Railway Company.

Pursuant to Section 23.08 of the Lease Agreement dated as of December 11, 1992 (the
“Lease™) between the Missouri Pacific Railroad Company (“UP™) and MNA, as amended, MNA
requests UP to waive the provisions of Section 4 of the Lease, as amended. MNA proposes to
exclude the 75,000 tons of coal that Entergy seeks to use for the test burn (the “Test Bum Coal™)
from the calculation of the amount of traffic originating or terminating on the Leased Premises
so by moving the Test Bum Coal, MNA will not exceed volumes specified in section 4.03 of the
Lease, as amended. By this letter, MNA is seeking only a waiver for the movement of the Test
Bum Coal.

If UP is agreeable to this waiver, MNA will provide an appropriate supplemental
agreement for UP to review. Please notify MNA of UP’s decision within two wecks of the date

of this letter.
Thank you for your assistance.
Sincerely yours,
Anita Horton
Manager ~ Marketing and Sales
Copy to "Sosipvagunidiiioe Scott Hulstrom, RA/Central
Chris Cornett, MNA Scott Williams, RA/Boca
Tom Owen, RA/Boca Peter Valade, RA/Boca
Daniel Hershman, RA/Boca Lou Gitomer

(Hard copy to follow via mait)

R4,
A RailAmenca Company

CC:1C80
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. » k,cé — VG
m MissOURI & NORTHERN ARKANSAS RAILROAD

514 N. Omer + P.0. Box 776  Carthage, MO - 64836 + Phone: 417.358 8800 « Fax: 417.358.6005
October 13, 2006

Mr. Dan Gray

Services, Inc.
10055 Grogans Mill Road, Suile 5B
The Woodlands, TX 77380

Re: Rate Quote
Dear Mr. Gray:

Thank you for your response of October 6, 2006 to my letter of October 6, 2006. There
are two points that need clarification.

First, without receiving the specific operational information that was requested in the
October 6, 2006 letter, the Missouri & Northem Arkansas Railway Company, Inc. (“MNA™)
cannot quote a rate to Entergy Services, Inc. (“Entergy™) for the move of 75,000 tons of import
coal in the first quarter of 2007 from the IC Rail Marine Terminal at Convent, LA, to Entergy's

Independence plant near Newark, AR, via Canadian National Railway Company (“CN™) and The
Kansas City Southern Railway Company (“KCS™).

Second, MNA will exercise its rate and route discretion and will quote a rate as part of a
joint line rate with CN and KCS. MNA does not participate in the ISS settlement system.
Therefore, MNA is not set up to quote single factor rates or to accommodate the invoicing,
collection and settlement necessary to implement single factor rates.

In addition, please advisc MNA of the status of Entergy’s request to CN and KCS fora
tate quote.

MNA looks forward to receiving Entergy’s response to the specific information requested
in the October 6, 2006 letter that is required to quote the rate that Entergy has requested.

Thank you for your assistance. If you have any questions, please contact me.

Sincercly yours,

ite iz

Anita Horton

Manager Marketing & Sales
Missouri & Northern Arkansas Railroad

Copy to D . e t— Scott Hulstrom, RA/Central
‘Chris Comett, MNA Scott Williams, RA/Boca
Tom Owen, RA/Boca Peter Valade, RA/Boca
Daniel Hershman, RA/Boca Lou Gitomer

(Hard copy to follow via mail)

001079
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The Honorable R. Hewitt Pate

Assistant Attomey General

Antitrust Division

Department of Justice

950 Pennsylvania Ave , NW

Washington, DC 20530

Dear Assistant Attomey General:

I write to request that the Department of Justice Antitrust Division provide the Committee with its
assessment and views on issues involving the application of the antitrust laws in the railroad
transportation industry, and, more generally, on raifroad competition policy.

United States railroads currently enjoy limited antitrust immunity. It is not clear that this imamunity
from antitrust actions serves the public interest in this marketplace. Some of thesc antitrust
exemptions were established over cight decades ago, when compctitive conditions in this
markelplace were fundamentally different.

For example:

. Railroads are generally exempt from Sherman Act antitrust actions for treble damages if
common carrierrates “approved by the [government]” are involved. This exemptionisbased
upon notions of inherent conflict between a pervasive regime of rate regulation and pubhshnd
rates - a regime which no longer exists in the largely deregulated environment in which
railroads presently operate. See Keasgh v, Chicago & Northwestern R. Co., 260 U.S. 156
(1922); Square D Co, v, Niagara Frontier Tariff Burean. Inc., 476 U.S. 409 (1986).

. Railroads are generally exempt from private antitrust actions “for injunctive relief against
any common carrier subject to the jurisdiction of the Surface Transportation Board under
subtitle [V of Title 49.” See 15 U.S.C. § 26 et. seq.
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‘The Honorable R. Hewitt Pate
July 15, 2004
Page 2

Persons participating in approved or exempted railroad consolidation, merger, and
acquisition of cantrol are “exempt from the antitrust laws and from all other law, including

State and municipal law, a8 necessary to let that ratl carrier, eorpomhon.orpetsoucuryout
the transaction .. .". See49U.S.C. § 11321(a).

To the extent that exemptions from the antitrust laws unfairly shield competitors from competition,
these exemptions require scrutiny and reconsideration as conditions warrant, This scrutiny is
especially justified given the highly concentrated nature of the railroad industry. After years of
industry consolidation, onty two major carriers in the West and two major carriers in the East remain
in this marketplace. In add:tion, many individuals, communities, and regions are served by only one
railroad carrier.

Additionally, railroad customers have raised a number of concerns toward & range of industry
practices that have allegedly suppressed competition in this marketplace. These practices include
refusals by railroads to establish comumon carrier rates on individual “bot{lenack™ rail segments and
corresponding demands that service be provided only on full-through rail routes. This practice
produces anticompetitive harm by preventing customers from enjoying the benefits of camier
competition on rail segments in which at least two carriers compete. Another troubling allegation
concems Class | railroads imposing “paper barners” after spinning off lower deasity lines to short-
line railroads and subsequently preventing these carriers from handling business in conjunction with
other railroads that would otherwise be cligible to provide competitive service. Additionally,
concerns have been expressed that both of the major western Class I railroads are now attempting

to publicly price major portions of their bulk commodity services in a manner that could raise
anticompetitive concems.

I relay these concerns, not because [ seek to substantiate them as indicators of anticompetitive
conduct in this marketplace, but rather, because they indicate that additional investigation into
industry competitive practices may be warranted. Additionally, these concerns may highlight the
need to revisit existing law and regulatory policies to more forcefully promote effective intramodai
competition 1n the transportation marketplace. They may also indicate that investigation by the
Department of Justice into such practices may be appropriate.

Given the special expertise of the Antitrust Division and its authority to investigate issues of
competitive conduct in the railroad transportation industry, the Commuttee would benefit from
receiving the wntten views of the Division on this matter.

m——— e P—
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Sincerely,
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Office of Lagislative Affsirs

Offioc of e Aayhtiot Avenay Gcocrl " Wekingio D 7035
Septerber 27, 2004

The Honorable P. James Sensenbresmer, Jr.
Cheirman

Committee on the Judiciary

U.8: House of Representatives
Weshington, DC 20515

Dear Cheinnan Sensanbrepner:

This responds to your letter of July 15, 2004, to the Department of Justice regarding the
spplication of the antitrust Jaws in the railroad judustry. You note that the various statutory
antitrust exemptions for railroad industry activitics were enacted many decades ago, and you
question whether continuing this entitrust immunity serves the public interest, The Department
appreciates having the benefit of your perspoctive on this importaut issue of competition policy.

The antitrust laws are the chief legal protector of the free-market principles on which the
Americen economy is based. Experience has shown that competition smong businezsas, each
aitempting to bo successful in selling ifs products and services, leads to better-quality products
end services, lower prices, and higher levels of innovation. The antitrust lawe engure that
businesses will not stifle this competition to the detriment of consumers. Ascordingly, the
Departmmnt has higtorically opposed efforts to creats sector-gpecific exemptions to the antitrust
laws. The Department believes such exemptions can be justificd only in rare instances, when the
fundamental free-maticet values underlying the autitrust lawe are compellingly outweighed by a
clextly paransount and clearly iricompatible public policy objective.

In the first decades of the past century, for example, Congress enacted antitruat
cxemptions in indusiries in which it believed normal fres-market competition to be mnworkable,
These industries included the railroad, airline, tracking, snd telephone ndustries. In lisn of
competition protected by the antitrost laws, Congress establishod comprehensive regulatory
rogimes that regulated prices, service offerings, and market entry aa well as other aspects of these
industries. These reguistory regimes often includeid stamtory anfitrust exemptions for conduct
approved by the rogulatory agency. And if the regulatory regime was sufficiently pervasive, the
courts could hold that it had implicitly displaced privats demages recovery under the antitrust
laws. Seg Keoph v, Chicago Northwestern Railway, 260 U.S. 156 (1922); Square D Co. v.
Niagara Frontier Tariff Burean, 476 U.S. 409 (1986).

In the Iast decades of the past century, policymakers began to reconsider whether
competition was truly unworkable in these industries, and efforts were undertaken to replaco
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market rogulation with competition where possible. As these industries bocame deregulated,
antitrust exemptions no longer made scase. In the case of airlines, for example, the antitrust
mﬁﬁm@mww&eﬂvﬂmmﬂmmmmmua
transition period, merger enforcement in the airline industry reverted to the Department of Juatice
undez the antitrust lawe.

In 1995, when Congress abolished the Interstate Commerce Commisgion and created the
Suxface Transportation Board to retain some of the ICC’s old regulatory authority, the
Department urged Congress to turn over review of rsilvoad mergers to the antitrust enforcement
agenoies, as it had done with sirlines. See Statement of Steven C. Sunshine, Deputy Assistant
Attomey General, Antitrust Division, Before the House Transportation Subcommittes on
Railroads, January 26, 1995 (attacked). Congress opted instead to leave that responaibility with
the Surface Transpostation Board, with an accompanying antitrust exemption, with the Justice

Yimited to an advisory role before the Surface Transportation Board. See 45US.C. §
11321(a).

Your letter also describes three specific practicss in the railrozd industry about which
concems have been raised about possible anticompetitive sffesty. .

The first practice is the reflsal by e railroad that controls ane segment of a fisight

. movement to quote rates sepacataly for that “bottleneck” segment, instead quoting rates unly for

ths entire freight movement. You nots that this practice demies shippers the benefits of
compotition on segments of the mave where an altemative carrier might compete foz the
business. Bocause of the Surface Transportation Board's involvement in approving these yates,
and its acceptance of this practice, relief may not be available under the antitrust laws. If this.
prastice were subject to the antitryst laws, it could be evaluated as & refisal to deal in possible
violation of section 2 of the Sherman Act, or a3 2 tying arrangement in possible viojation of
seotion 1 of the Sharman Act. Whether it would constitute an antitrust violation would depend
on the particolar fects.

The second industry pectice you describe is “paper barriexs,” Paper barriers are created
when Cleas I railroads spin off scgments of their trackage to short-line or low-density catriqs
with contractnal terms that prohibit the acquiring carriers from competing with the Class 1
railroads for buginess, Since thess contractual terms ere part of an underlying sals tramsaction
that is reviewed and approved by the Surface Traasportation Board, they may be exempted from
the reach of the antitrust laws, depending on the scope of the approvel lxnguags in cach of the
Board's relevant ardess. If paper barriers were subject to the antitrust Iaws, they wonld be
evaluated under section 1 of the Shorman Act. The Department would examine whether the
restraint i ancillary to the sale of the trackags — i.¢., whether the restraint is reasonably necessary

X to gchieve the pro-competitive bensfits of the sale.
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The third industry practice you describe ia the practice by both of the major weatern
Claslmhnadsofpubhclyducbﬁngwm&wpmpecﬁve:mppmgmoﬁennp. Under the
antitrust laws, the public disclosure of pricing information emong competitors can, under some
circumstences, facilitate collugion aud result in increased prices, in violation of section 1 of the
Shesman Act.  Seg, .g., United States v. Airline Tariff Publishing Co., 1994 Trade Cas. (CCH)
170,687 (D.D.C. 1994). Publicly announcing prospective rates outside the confines of a rate
spproval proceeding at the Surface Tramsportation Board is likely to be subject to review under
the antitrust lews. Ifyon know of anyone who beg information that you believe might be uzeful

for evaluating this practice under the antitrust laws, please encourage them to contact the
Antitrust Division.

Thank you for bringing your interest in thess issues to our attention, and for soliciting our

views as you consider these ismues, 1f'we can be of further assistznce, plcase do not hesitate to
contaot us.
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DEPARTMENT OF JUSTICE

STATEMENT OF

STEVEN C. SUNSHINE

DEPUTY ASSISTANT ATTORNEY GENERAL
ANTITRUST DIVISION

UNITED STATES DEPARTMENT OF JUSTICE.

BEFORE THE
SUBCOMMITTEE ON RAILROADS -
COMMITTEE ON TRANSPORTATION AND INFRASTRUCTURE
HOUSE OF REPRESENTATIVES

CONCERNING COMPETITIVE REVIEW OF RAILROAD
MERGERS AFI)ENR ICC SUNSET
JANUARY 26, 1905

Madam Chairwoman and Members of the Subcommittee: | very much
appreciats this opportynity to appear before you today to explain how the
Department of Justice woukl review railroad mergere and acquisitions. i
the Interstate Commerce Commission's authosity to review and approve
those fransactions is repealed. The Department of Justice believes that

- railroad mergers and acquisiions should ba reviewed under the same
legal standards that apply to virtually every other secior of our nation's
economy We believe that the antitrust approach would provide significant

- , 8aving time and secarce federal resources and reducing
burdan and delay on the merging parties, while still protecting the publlc

. Interest by preventing anticompetitive mergers.

For most of our economy, Congress has chosen fo miyon market
competition rather than government regulation to protect consumers and
the public interest. Not anly does competition best allocata scarce goods
and services o those who value theim most highly, it also forces firms to
become as efficlent as possible. Consumers benefit where competition Is
vibrant - it providss the highest possible quality of goods and services at
the lowest possible cost. The antitrust laws protect competition by
prohibiting unreasonable restralnts of wade, Including mergers that
{hreaten substantially to leesen competition.

A number of Important industries have in recent years been largely freed
from economic regulation, including trucking, airlines, and nafural gas
productlon Building on aarfier regulatory and legisiative efforis, the



7eE2
.- SEP-28-2004 12:08 JUDICIARY CU‘I'IITEEE‘ 222 25

Staggers Rall Act of 1980 substantially deregulated the freight rafl industry
by piacing more reliance on market forces. The Staggers Actis widely
credited with revitaiizing freight railroads, many of which were In precarious
financial condltion. The next logical step bo deregulate further the rail
{ndustry would be to efiminate prior govemment review and approval of
mergers under the "public interest” standard that is currently embodied in
the interstate Commerce Act.

Under the Interstate Commerce Act (ICA), rafl carrier mergers must
receive prior govemment approval under a broad “"public interest® standard
before they are permitted ta occur. if 2 marger transaction involves two
class | rallroads, the ICC may not approve it uniess and until the
Commjisaion determines that the transaction Is, on balancs, "consistent

with the public interest "}

The |CA directs the Commisslon to consider competifion, but only as one
of five factors to balance in assessing the public interest: the effect of the
praposed transaction on the adequacy of transportation to the public; the
effect on the public interest of including, or faffing fo include, other rall
carriers in the proposed transaction; the total fixed charges that would
result from the proposed transaction; the interest of carrier employees
affected by the proposed transaction; and whether the. proposed
fransaction would have an adverse effact on compefition among rait

- cairiers In the affected reglon. &

" The ICA cantamplates intervention in the process by competitars and other
Interested parties, and provides for lengthy time periods for the
Commission to conduct evidentiary hearings and lssue its determinations.

.1t can take tha Commission up fo fwo to three years to render its decisions
on mergers having significant competition lssues. Even a rail merger that
raises few competitive concems can be under review at the ICC for 2 year
or mare, For example, the ICC recently completed its revisw of the
proposal by the Union Pacific for authority to take contral of tha Chicago &
North Western. Unlon Paclfic fled its application on January 29, 1893; the
1CC approved the fransaction in December 1894, There was extensive
participation by competitors — compaetitors who were perhaps mare
concamed with thelr own private Interests thap with the merger’s likely
impact an rai customers.

A more dramatic example of the time that ICC proceedings can-teke was
the S8antza Fe's proposal to take cantyol of the Southern Pacific, which the
Department opposed et tha Commission. Those reilroads firet notified the
ICC about their proposed combination on November 22, 1883, The ICC's
ulimste declsion, which gs;:iprwed the transaction, was not made until
almost 3 years later, on er 10, 1986. Then, close to 2 more years
passed before the ICC ordered Santa Fe to divest the Southem Pacific
stock, which the ICC had allowed Santa Fe to hold in a voling trust.

The ICA's public interest standard as epplied In ICG railrad merger

P.BS
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proceedings has led o the negotiation of many protective and other
conditions that caused the merged carrier to make concesslons to
protesting parties, which often Include Rs principal competitors. Such
conditionts can limit the potential efficlencies of a merger and protect
compatitors from the enhanced competition that could gtherwise result
from a procompetitive combination.

In contrast, merger enforcement under the antitrust iaws protects
competition, not competitors. Section 7 of the Clayton Act, 15 U.S.C, 18,
the primary provision of the antitrust laws goveming mergers and
acquisitions, prohibits those transactions that threaten “substantially to
lessen competition in eny kne of commerce in any section of the country.”
The central [sstie under the Clayton Act is whather the merger will n
increased prices to consumers or reduced services.

Merger decisions are made far more quickly under the anfitrust laws than
under the ICA. Under the premerger notification provisions of the Hart-
Scott-Rodino ("HSR") Act2) routine mergers that raise no antitrust issues
can be consummated upon the expiration of a 30-day walling period (15
days for cash tender offers). When requested, the antitrust enforcement
agencies will in appropriate cases agree to "early termination” of the
walting perlod in less than 30 days.

Where a merger does raise antitrust concems, we are able to obtain alf of
the information we need to resolve those concems expeditiously. If we
need additional Information from the parties o complete our investigation,
wa tan lssue a "second request” that will extond the waiting period an
additional 20 days after the parties supply the requested information. 4!
The Department sesks information from competitors, suppliers, customars,
. and other knowledgeable parties In order to analyze the
effects of the merger. In addition, we can seek documents, deposition
testimony, and intefrogatory answats from the parties and cthet persons
pursuant #o the Antitrust Civil Process Act.

When the Department determines that & proposed merger raises

" significant compefitive issues, several steps are available to speed

resolution of the matter. Most such matters are resolved in8 months to a
year. The parties can “fix-it-first” by restructuring the transaction, which
avoids & legal challenge by the Department. If the investigation runs #ts
course and the Department decides to challenge the transection, the
parties and the Department frequently negotiate a consent judgment that

corrects the competitive problem but otherwise allows the remalnder of the
transaction fo go forward. ’ :

if the Department concludes that a merger transaction as structured would
violate the antittust laws, and the parties do not wish to restructure it, the
Department must ga to court to prevent the transaction. The Department
can seek a preliminary injunction, which prohibits the merger pending & full
trial for a penmanent injunction. Even if the case goes through a full trial, it
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will likely be resolved less than a year after the complaint is filed.
substantially less time than it usually takes tha ICC to reach g final
decision on a menger under the ICA. However, only a small percentage of
the mergers reviewed by the Department are chalianged in court.

The analytical fram&workwe use in merger investigations is set forth in the
2 Monzontat Mergs delines, lssued jointly by the Department of
Justice and the Fadaral Trada Commigsion, These Merger Guidellnes
have been cited and relled on by the courts In merger cases. Under the
Merger Guidalines, we assess the merger's likely harm to competition, and
consider any efficiencies that may outweigh potential harmiul effects.

Our competilive analysis takes into account the position of each of the
merging firms In each economically meaningful "relevant mariet”, the
relevant market's concentration, the extent to which that concentration
"wotlld be increased, the competitive conditions likely to exist in the market
after the transaction, and the likely ability of the resulting firm to raise
prices or lower services to the detriment of consumers. Wa define relevant
markets carsiully, through an evaluaiion of any effective substitutes
customers have for the services pdeed by the merging firms.

For rafroad mergers, the analwls beg]nswﬂh {dentification ofthe affected
routes. For two rallrcads with largely parallel routes, the logical starting
polnt for defini amarlmtlsthgcmlageofa particular commodiy from
one point (u an ongm) to a second point (called a destination) by the
merging rafiroad :

Once the affected routes are !dentlﬁsd the analysls generally focuses on
an evaluation of the other rall, Mitermodal, praduct, and source com
options available to shippers. Intermodal competition is the ability of a
shipper to sybstitute another mode of {ransportation, usually truck or water
carriage, for the shipment of a parficular commodity betwesn a particular
arigin and destination. If truck or water service Is available and is a ciase
substitute for rall caniage for certain commodities, thess co

altematives would prevent a rail carrier from raising its rates for these
sommodities. For other commoaodities, however, tucks maybe at a
significant disadvantage to rail where, for exarnple, the distance the
commoadity Is shipped Is great, the volume of the commedity shipped Is
large, or the value of the commodity as compered ta-its weight Is small,

Cther forms of competition considered include product and source
competition. "Product competition” Is the ability of a shipper to substitute
another commodily that allows use of a transportation system other than
the merged rall carvier. "Bource competition™ Is the ability of shippers In the
ragion of the merging railroade to avold high rall rates by shipping
commodity to another destination or by obtalning it from ancther source,
again using other than the merged rail carrier.

K one or mare of thess forms of competition is avallable, its existence wil
be reflected in the Depariment’s definition of the markets effected by the
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merger. if such compefition Is significant, it may defeat or limit the ability of
the merged carrier (o raise prices. The degree fo which any of these
methads of competition will be effactive will vary according to the nature of
the commodities, routes, and perhaps other factors, including differences
in demand and/or supply elasticity for different commoditios.

The antitast laws do not prohibit efficient raliroad mergers that can benefit
shippers. The Merer Guidelines expressly recognize that mergers can
enhance efficlency. When necessary {o an evajuation of the net

effects of a merger, we consider the prospect that real
efficlencies will he achieved that could not be realized absent the merger.
Thus, the Department of Justice will challenge a merger only when its
likely harm to competition is not outwelghed by Its likely efficiericies.

The Department has not opposed rall mergers that did not significantly

threaten competition. Over the past 10 years, the Department opposed

only one rall merger in s entirety - the proposed consolidation of the

Santa Fe and Southem Pagific Rallroads — a transaction the ICC ultimately :
disapproved. The Department ralsed no abjection to the two rail mergers -
most recently approved by the ICC: Kansas City Southern’s acquisition of
Mid-South, and the Unlon Pacific’s control of the Chicago & North Western,

in sum, our analysis of proposed railroad mérgers using the Merger
Guidefines is the same general analysis we,use in reviewing mergers
subject to the antitrust laws. That analysis i sophisticated, thorough, and
flexible — it involves far more than simiply camputing market shares or
concentration figures. It takes into actount all the dynamics of the markets
with which we are dealing. ;:

Subjecting railroad mergers and aequisiﬂoné_ to the antitrust laws would
expedite both the Investigation and resoiution of such tfransactions,

. Madam Chalrwoman, this concludes my prepared remarks. | would be

happy to respond to any questions that you or other membere of the
Subcommiites may have. .

FOOTNOTES:

1. 49 U.S.C. 11344(c). if a marger ransaction does not involve two cass |
rafiroads, the ICA requires approval unless the ICC finds there ie likely to
be subetantial lessening of competition, creation of a monopoly, or restralnt
of trade in freight surface transportation in any reglon of the Unlted States
and the anticompetitive effects of the fransaction outweigh the public
Interest in meeting significant transportation needs. |d. 11344(d).

2. 49 U.S.C. 11344(b)(1).
3. 15U.8.C. 18a.
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