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B E F O R E THE 

I N T E R S T ^ T E COMMERCE C O M M I S S I O N 

- - - - - - - X 

I n whe Matter o t : , 

SANTA 'c£. .̂ OUTHURN PACIFIC CORPORATION : Finance Docket 

CONTROL — . 30400 et a l . 

SOUTHERN PACIFIC TRANSPORTATION » 

COMPANY , 

Hear ing Room A 

i2th C o n s t i t u t i o n , N.W, 

nashington, D.C. 

Monday, January 14, 1985 

The hearing in the above-entitled natter was 

convened, pursuant to notice, at 9:00 a.n. 

BEFORE: 

JAMES E . HOPKKJS. 

Administrative Law Judge 

ALDERSON REPORTING COMPAN 

20 F ST N W WASHINGTON, D C 20001 
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9 

^ L — L. ^ - ^ L - '1 5. 

JUDGE HOPKINS: Let's go back on the r e c o r d . 

3 Mr. ' . r ^ i t e , would you c a l l your next witness? 

4 MR. WHITE: Mr. D a r n e l l , p l e a s e . 

5 Whereupon, 

6 C. H. DARNELL, JR. 

7 was c a l l e d as a w i t n e s s i n the abc ^e-en 11 l e d by c o u n s s l 

i{ for Texas Mexican Railway Coapany and, having f i r s t bdeft 

9 d u l y sworn by the A d m i n i s t r a t i v e Law Jud^e. was examined 

10 and t e s t i f i e d as ^ c l l o w s : 

11 DIRECT EXAMINATION 

12 BY MR. WHITE: 

)2 Q Mr. D a r n e l l , would you. sin c e you hav^ not 

14 .irepared a v e r i f i e d statement i n t h i s case, take a 

15 moment and t e l i aa your t i t l e , your e d u c a t i o n a l 

t6 background, and your employment h i s t o r y a t the Texas 

17 Mexican Railway. 

18 A My I.ame i s C. H. D a r n e l l , J r . I an. P r e s i d e n t 

19 and Chief Operating O f f i c e r o f the Texas Mexican Railway 

20 Company, w i t h headquarters a t Laredo, Texas. I've been 

21 employed by the Ttx Mex Railway s i n c e 1950. 

22 As my background, I am a c i v i l e n g i n e e r , 

23 graduate from Texas AiM U n i v e r s i t y . 1 began my 

24 employment w i t h the r a i l r o a d as a d-oftsman and 

25 inst-ument man i n the e n g i n e e r i n g department i n 1950, i n 

ALDERSON REPORIING COMPANY, INC. 

20 F ST. N.W.. WASHINGTON D.C. 2C001 (202 628-9300 
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January, 

I was promoted i n 1954 t o A s s i s t a n t Chief 

Engin.jet; subsequent!-. , t o Engineer, Maintenance ot Way; 

Chief Engineer i n 1964; i n 1970, V. P. of Operations and 

Chief Engineer; l a t e r on, E x e c j t i ' " " Vice P r e s i d e n t ; i n 

1982, Preside,->t and Chief Operating O f f i c e r . 

^ f i r , you ar» r\ member ot the board o.' 

d i r e c t o r s ? ^ H I M S H l l 

A Also a meiober o f the board o f d i r e c t o r s . I am 

a r e g i s t e r e d p r o f e s s i o n a l engineer i n the S t a t e of Texas 

and u ce g ^ s t e r d p u b l i c surveyor i n the Sta t e o t T^xas. 

Q S i r , d i d you have occasion t o study the 

V e r i f i e d statement prepared by Mr. Martines? 

A Yes. 

Q Did you a i s o , i n p r e p a t a t i o . j f o r today's 

h e a r i n g , study h i s work papers? 

A ye<5. 

Q Do you adopt t h " v e r i f i e d statement prepared 

by Mr. Martinez? 

A Yes. 

Q I s i t t r u e and a c c u r a t e , t o ihe be.«5t of your 

ki\owledge and b e l i e f ? 

A Yes. 

MR- WHTTH: You may cross-examine. 

CROSS EXAMINATION 

ALDERSON REPORTING COMPANY, INC. 

10 F ST. N.W WASHINGTON, D C 20001 ,202' 628-9300 



1 BY MR. BLASZAKi 

2 Q Good morning, M:. D a r n e l l . My name i s Mike 

3 Blaszak; I work f o r the Santa Fe, and I r e p r e s e n t the 

4 A p p l i c a n t s . 

5 I've got j u s t a few q u e s t i o n s which a l l 

6 concern Mr. M a r t i n e z ' s v e r i f i e d statement which i s 

7 s u b t i t l e d " O p e r a t i o n a l Data." 1 t h i n k t h a t i s j u s t what 

8 you ware r e f e r r i n g t o . 

9 h Yes, s i r . 

10 Q Mr. M a r t i n e z s a i d on page 1 o f h i s testimony 

M t h a t the Texas Mexican has a l l necessary r e f o u r c e s t o 

12 commence trackage r i g h t s . 

13 How many lo c o m o t i v e s does Texas Mexican have 

14 a v a i l a b l e f o r t h i s purpose? 

15 A Por t h i s purpose? W e h a v e a t o t . . l o f l 6 , 

16 t h r e e of which are used i n Laredo Yard, t h r e e i n Corpus 

17 C h r i s t i Yard, and the r e s t i n road s e r v i c e . We have a 

18 new one on order t o re'^eive i n May of t h i s year, and 

19 t u a t would be a t o t a l of 17. 

20 I t h i n k we have enough t o take care of i t 

21 Q Would Texas Mexican o f f e r i t s present s e r v i c e 

22 f o l l o w i n g a c q u i s i t i o n o f trackage r i g h t s f they were 

23 awarded? 

24 A No. 

25 Q Would you t e l l me j u s t b r i e f l y what t h a t 

> ALDERSON REPORTING COMPANY, INC. 

20 f ST., N.W., WASHINGTON, D.C. 20001 (202) 628-9300 
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1947 

s e r v i c e i s r i g h 

A Our s e r v i c e between Laredo and Corpus 

Chr i s t i ? 

Q Yes, s i r . 

A He run one t r a i n .\ day each day, 

week. And t h a t i s more c r l e s s the whole t h i n g . And on 

the weekends, we run one out on Saturday, two on 

Saturday, excuse me, and one coming bac''. on Sunday. 

On Monday, we o n l y run out towards Corpus out 

of Laredo. 

Q Where do you have the s w i t c h engines assigned? 

A I n Laredo and i n Corpus C h r i s t i . 

Q So i t ' s yocr o p i n i o n t h a t Texas Mexican has 

s u f f i c i e n t power a t t h i s time t o — 

A Yes, s i r . 

Q Were you here when Mr. Kaitos t e s t i f i e d on 

F r i d a y ? ^g^^j^^i^^ ^dffjlffl^^/llfjl 
A About a l f an hour o f i t ^ ^ ^ ^ a d t o c a t c h a 

plane. 

Q Mr. Ramos s a i d a t some p o i n t t h a t two t o t h r e e 

more cre.'s would have t o be h i r e d by the Texas Mexican 

i n order t o p r o t e c t the trackage r i g h t s o p e r a t i o n . Do 

you agree w i t h t h a t assessment? 

A ix-'s very p o s s i b l e . We hope t o make i t w i t h 

two, but i f i t ' s necessary, we have the people i n 

ALDERSON REPORTING COMPANY. INC. 

20 F ST., N.W. WASHINGTON, D C. 2C001 (202) 628-9300 
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i l l Vol V ed . 

Q You say you have the people? Are t h o ^ 

f u r l o u g h e d Texas Mexican employ* 

A Yes. 

Q Going t o page 2 o f the sFatenen't'i'lir'^ M a rtinez 

s a i d t h a t the schedule of a t r a i n going from Corpus 

:>loyees? Ma^^K^^m 

^mm 
C h r i s t i co San A n t o n i o one day and r e t u r n i n c upon t 

mm crew's r e s t i s p r o j e c t e l T f o r s i x days a week 

Do you know whether t h a t p r o j e c t i o n was f o r 

s i x t r a i n s i n ea^h d i r e c t i o n or f o r thiree ro-inds L r i p s 

w i t h s i x t r a i n s t o t a l ? 

A Six t r a i n s t o t a l . 

Q So i t would be t h r e e round t:i. ips? 

A Yes. 

Q Have you, or do you know i f Mr. Martinez has 

c a l c u l a t e d a p r o j e c t e d average s i z e f o r t h i s t r a i n ? 

A Yes. A c c o r d i n i t c h i s work papers, ne d i d . 

Q What i s t h a t size? 

A Twenty c a r s . 

Q Does the p l a n contemplate the Texas Mexican's 

crews w i l l be able t o get over the trackage r i g h t s l i n e 

and perform necessary t e r m i n a l work a t San Antonio 

w i t h i n 12 hours, or do you propose •• ̂  l..;ve Southern 

P a c i f i c p e r f o r m -- or Santa Fe Southern P a c i f i c p erform 

c e r t a i n t e r m i n a l work? 

ALDERSON REPORTING COMPANY, INC. 

20 f ST., N.W., WASHINGTON, D C. 20001 (207, 626-9300 
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We propose cu nave sariua ce o u u t i i e i i i r a c i i i c 

p f p o s a l t o dc the t e r m i n a l e r v i c e s i n San A n t o n i o . 

Q So your crew's work would be l i m i t e d t o 

c u t t i n g o f f the t r a i n and p u t t i n g the engines i n the 

houe? 

Yes pUm «HP 
Q M.'-. D a r n e l l , have you observed the c o n d i t i o n 

o f Southern P a c i f i c ' s l i n e between San A n t o n i o and 

Sinton? 

A No, 7 d i d n ' t . No, I have n o t . 

Q Were you here when Mr. Ramos t e s t i f i e d 

concerning the c o . i d i t i o n ^'f t h a t l i . i e ? 

A No. 

Q Are you aware t h e r e are numerous 

10-mile-an-hour slow o r d e r s on t h i s l i n e ? 

A Yes. 

Q Do you have any ider, what ihe e x t e n t o f those 

slow orders is? 

A Not a t t h i s moment; no, s i r . 

Q Do you know how many t r a i n s the Southern 

P a c i f i c p r e s e n t l y o p e r a t e s over t h i s l i n e ? 

A One a day. 

Q There i s u statement on page 2 of the 

o p e r a t i o n a l d a t a , which i s page 19 of the f i l i n g , t o the 

e f f e c t t h a t t r a f f i c over t h i s l i n e -- I b e l i e v e the l i n e 

ALDERSON REPORTING COMPANY, INC, 

20 F ST., N.W., WASHINGTON, D.C. 20001 (202) 628-9300 
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i e £ i : r i i ; u tc-- au C c r p u a C h r i t i t i t o Sa.i /'.n t _-n i o i Si o£ 

l i g h t d e n s i t y . Her^e, no s i g n f i c a n t s c h e d u l i n g problems 

are an t i c i p t e d . 

Do y o u s e e t h a t ? l H U H r 

A Yes, s i r . ^^^^^mmmm^ 
^^^^'^^^^PPPP^r 

Q Do you hap'/en t o know -- w e l l , l e t me ask you 

f i r s t , do you t h i n k .he statement a p p l i e s both t o the 

Southern P a c i f i c and to the M i s s o u r i P a c i f i c l i n e 

between S i n t o n and Corpus C h r i s t i , or j u s t t o the 

Southern P a c i f i c , or what i s your u n d e r s t a n d i n g of t h a t ? 

A That statement, as I understand i t , a p p l i e s 

o n l y t c the trackage b€;tween San Anto n i o rnd S i n t o n . 

The SP runs another t r a i n out of V i c t o r i a i n t o Corpus 

which doe? not t r a v e r s e i t s t r a i ' k . 

Q So you wouldn't ogree t h a t the r a i l r o a d 

between S i n t o n and Corpus C h r i s t i i s a l i g h t d e n s i t y 

l i n e ? ^ ^ ^ I l l l f e 

A R e l a t i v e l y speak i n g . I f i t . M i s s o u r i P a c i i c 

runs the t r a i n today i n and o u t . The SP runs one i n and 

o u t . 

Q I n and o u t , do you mean i n and out of Corpus 

Chr i s t i ? 

A Yes. 

Q Do you know how many the M i s s o u r i P a c i f i c 

operat)^s between S i n t o n and Odem? 

ALDERSON REPORTING COMPANY, INC. 

20 F ST., N.W., WASHINGTON, D.C. 20001 (202) 628-9300 
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A tiO , I do tkO t . 

Q Do you t h i n k i t ' s more than one a day? 

A Oh, yes. 

Q We discu s s e d a couple of minutes ago, the 

A p p l i c a n t s p r o v i d i n g t e r m i n a l s e r v i c e s f o r Texas Mexican 

t r a i n s i f the t r a c k . g e r i g h t s are awarded. 

Can you t e l l me what t e r m i n a l s e r v i c e s Texas 

Mexican woald r e q u i r e a t San A n t o n i o , and go through i t 

i n some d e t a i l ? 

A Upon a r r i v a l , depending on whether we house 

the engines or n o t , the SP would do t h a t f o r us. They 

would s e r v i c e the engines. We don't t h i n k they would 

have any need f o r f u e l i n g because we can make a round 

t r i p w i t h the i n t e r n a l f u e l . ^^^^M^ 

They would have t o aee t h a t the water c o o l e r 

i s r e l a t i v e l y c l e a n and '..o f o r t h , and maybe the d a l l y 

i n s p e c t i o n o f the engine. ^^^^^|^^^ 

Q Does Texas Mexican coWewplate o p e r a t i o n o f 

cabooses, or do you contemplate o p e r a t i n g w i t h o u t 

cabocses? 

A We w i l l o p e r a t e w i t h cabooses. 

Q And the same s e r v i c e s would oe r e q u i r e d f o r 

cabooses, I take i t ? 

A Yes. 

Q How about s w i t c h i n g and c l a s s i f i c a t i o n o f 

ALDERSON REPORTING COMPANY, INC. 

20 f ST., N.W., WASHINGTON, D C. 20001 (202) 628 9300 
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cars? What d i d you have i n trind there? Would the t r a i n 

cone blocked co San A.ntonio, or woui' '">pr;F have t o 

s w i t c h i t ? 

A W« c o u l d block j t out of Corpub or w e l l , i t 

wmm' " 
would probabfy" Be j u s t Katy d e l i v e r i e s anyway. 

al l , ! , i t 

out 1. paci; 

Q You don't b e l i e v e t h a t you would be h a n d l i n g 

any i n t e r c h a n g e f o r the M i s s o u r i P a c i f i c or t o r c a r s f o t 

Local ';ndiiatr\es i n San Anton 

A That's problemmatical . We Jiight or might not, 

depending on what the interch^.TQ. ' - . 

Q Do you happen t o know x h e t h e i , f o r the purpose 

of c o m p l e t i n g the Texas Mexican's l i n a n c i a l e x h i o i f l i H f t j l H 

Mr. Martinez made any assumption concerning the l e v e l of 

trackage r i g h t s charges which SPSF woiild impose ot. the 

Texas Mexican, were these rate.<; a\/arded? 

A I t h i n k h i s wcrk papers r e f l e c t $0 a t r e i n 

m i l e . 

9 Would t h a t be j u s t it6F'olperation ov«f' 

1)1 .8, or would you t h i n k t h a t would inclua*! the t e r m i n - i l 

s e t v i c e s a t San Antonio? 
_ammm^\^m 

^ ^ ^ ^ f I t would not i . - r l u d ^ '.ermlnai s e r v i c e s ; r.o. 

Q Were any assun.. ^lions made ccnc*»..ning the 

charge t h a t SPSF would make f o r t e r m i i i a l s e r v i c e s a t San 

Antonio? 
A Not i n h i s work papers, no. 

ALDERSON REPORTING COMPANV, INC 

20 F ST. N.V/., WASHINGTON, D.C. 20001 (202) 628-9300 
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1 Q How would the T«x«b Mexican perform agency 

2 s e r v i c e s at San Antonio? 

3 A I don't know that we would need any agency 

4 s e r v i c e s in San Antonio. I t ' s j u s t an interchange 

5 point. 

6 Q Would Texas Mexican r e l y on SPSF to perform 

7 i n i t i a l terminal i n s p e c t i o n s of southbound t r a i n s to San 

8 Antonio? 

9 A Yes. 

10 Q Would i t r e l y on SPSF to r e p a i r l i g h t and 

n heavy bad order c a r s ? 

12 h Yes. 

3̂ Q Would i t r e l y on SPSF for any sort of f r e i g h t 

14 claim or loss and damage s e r v i c e ? 

15 h That's handlea by the d e s t i n a t i o n c a r r i e r . I f 

16 i t ' s determined before i t comes to us, then SP would 

17 handle i t . I t ' s handled by the d e s t i n a t i o n c a r r i e r . 

18 MR. BLASZAK: Thank you, Mr. D a r n e l l . That's 

19 a 11 I have . 

20 JUDGE HOPKINS: Mr. Delaney? 

21 BY MR. DELANEY: 

22 Q For the record, my name i s John Delaney. I 

23 represent the Railway Labor Executives Association. 

24 Mr. D a r n e l l , i f I could ask you j u s t to focus 

25 on San Antonio Yard. Do you presently have any 

ALDERSON REPORTING COMPANY, INC 

20 F ST N W WASHINGTON, D C 20001 202 62S-9300 
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\ employees there? 

2 A no. 

3 Q Do you plan cn having any employees there? 

4 A HO. 

5 Q Do you a n t i c i p a t e the d i v e r s i o n of t r a 

6 from Southern P a c i f i c to mean l e s s work for Southern 

7 P a c i f i c employees? 

8 A I have no idea what that would represent. 

9 Q iou haven't perforaed any s t u d i e s to that 

10 e f f e c t ? 

11 A No. 

12 MR. DELANEY: That's a l l I have. Your Honor. 

13 JUDGE HOPKINS: Thank you. 

14 Mr. White? 

15 MR. WHITE: I have only one question, 'Your 

16 Honor. 

17 R E D I R E C T E X A M I N A T I O N 

18 BY MR. W H I T E : 

ly Q Mr. Dar n e l l , you were asked i f you are 

20 f a m i l i a r with Mr. Martinez's c a l c u l a t i o n s of the ca r s to 

21 move on the t r a i n s running under trackage r i g h t s , and 

22 you answered 20 c a t s . 

•̂7 I s i t your understanding, s i r , that i s a 

24 startup estimate? 

25 A Oh, yes. That was a sample that apparently 

ALDERSON REPORTING COMPANY, INC. 

20 F ST., N.W., WASHINGTON, D.C. 20001 (202) 628-9300 
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Mr. M a r t i n e z took trom som« o t out w a y b i l l aos-iracts t o 

get an idea of what the t r a f f i c was t h a t was a v a i l a b l e 

now d u r i n g t h i s 10-month study. 

We expect t o improve on t n a t c o n s i d e r a b l y . 

MR. WHITE: That's a l l I have. Your Honor. 

JUDGE HOPKINS: Anything f u r t h e r ? 

MR. BLASZAK: J u s t one more. 

RECROSS EXAMINATION 

BY MR. BLASZAK: 

Q Mr. D a r n e l l , dr you have any idea what the 

mn 
u l t i m a t e t r a f f i c handled by these t r a i n s woulOD* a f t e r 

the t rackage r i g h t s are o p e r a t i n g f o r a whi l e ? 

A According t o Mr. Martinez's f i g u r e s , something 

around 50 c a r s . t may be more or l e s s . 

a You don't a n t i c i p a t e t h a t i t would exceed i t 

t o the p o i n t where you would need two t r a i n s a day or 

increase your frequency of se r v i c e ? 

A We hope i t does. 

Q But r i g h t now, you don't see i t ? 

A At t h i s moment, no. 

MR. BLASZAK: That's a l l 1 have. Your Honor. 

JUDGE HOPKINS: I s t h a t a l l , Mr. White? 

MR. WHITE: That's a l l . Your Honor. 

Your Honor, I move the admission o f Mr. 

M a r t i i e z ' s v e r i f i e d statement. 

ALDERSON REPORTING COMPANY, I K . 

20 F ST., N.W., WASHINGTON, D.C. 20001 (202) 628-9300 

I i i i i i i i i i i i 



6956 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

12 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

JUDGE HOPKINS: Any O b j e c t i o n / 

MR. BLASZAK: 1 have 'lo o b j e c t i o n . Your Honor. 

JUDGE HOPKINS: I t w i l l be r e c e i v e d . 

MR. WHITE: And, Your Honor, I a l s o move the 

admission of the v e r i f i e d statements o f Professor 

Corcada-Brave and Mr. S o l i s . 

JUDGE HOPKINS: any o b j e c t i o n ? 

MR. BLASZAK: No o b j e c t i o n . 

JUDGE HOPKINS: They w i l l be r e c e i v e d i n 

eviden-e. The e x h i b i t s , e t cct«ra, of the Texas Mexican 

'"Wm 
R a i l r o a d w i l l t h e r e f o r e be t e c e i v e d i n evidence. 

JUDGE HOPKINS: Off the re c o r d a minute 

(Di s c u s s i o n o f f the record.) 

JUDGE HOPKINS: Back on the r e c o r d . 

MR. RAKER: Your Honor, KCS c a l l s aa i t s f i r s t 

w i t n e s s , Richard C. L e v i n . 

Whereupon, 

RICHARD C. LEVIN 

was c a l l e d as a wi t n e s s i n the a b o v e - e n t i t l e d case by 

counsel f o r the KCS Railway and, having f i r s t been duly 

sworn by the Admin i s - a t i v e Law Judge, was exa:ained and 

t e s t i f i e d as f o l l o w s : 

DIRECT EXAMINATION 

BY MR. RAKER: 

Q Please s t a t e your name and business address. 

VLDERSOM REPORTING COMPANY. INC. 

20 F ST. N W.. WASHINGTON, D C 20001 i202) 628-9300 



mmm$ 

6957 

9 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A I am Richard C. Le v i i . , and my business address 

i s 37 H i l l h o u s e Avenue, New Haven, C o n n e c t i c u t . 

Q And what i s your occupation? 

A I'm a professo.- of economics and management a t 

Yale U n i v e r s i t y . 

Q And, Professor L e v i n , have you s u b m i t t e d two 

v e r i f i e d statement.:; i n these proceedings? 

A Yes, I h ave. 

Q I s one of those v e r i f i e d statements c o n t a i n e d 

i n che volume d e s i g n a t e d KCS-14? 

A Yes , i t i s. 

Q And i s t h a t the v e r i f i e d sta.e-nent which 

i n d i c a t e s t h a t i t was v e r i f i e d by you on November 15, 

1984? 

A Yes, t h a t ' s c o r r e c t . 

Q And have you p r e v i o u s l y s u b m i t t e d c o r r e c t i o n s 

t o t h a t v e r i f i e d s t a t e m e n t , which c o r r e c t i o n s are s e t 

f o r t h i n KCS-16? 

A Yes, t h a t ' s r i g h t . 

Q Do you have any f u r t h e r c o r r e c t i o n s or o t h e r 

m o d i f i c a t i o n s which you wish t o make a t t h i s time? 

A I have one c o r r e c t i o n on page 35 of my 

v e r i f i e d s t atement. In the f o u r t h l i n e from the bottom 

o t t b , page, s t r i k e the vords "canned gcods and wine." 

A f t e r the words "paper product.',," i n s e r t a comma and an 

ALDERSON REPORTING COMPANV, INC 

20 F ST., N W WASHINGTON DC 20001 (202) 628-9300 
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•and." 

I n s e r t a p e r i o d on the next l i n e a f t e r 

"petroleum p r o d u c t s , " and s t r i k e "an'" assembled motor 

veh i d e s . " 

Q Would you read the f u l l sentence as you wish 

t o have i t c o r r e c t e d t o read? 

A Yes. "Among the commodities moving i n 

s u b s t a n t i a l volume i n the t r a n s c o n t i n e n t a l southern 

c o r r i d o r , r a i l has a s u b s t a n t i a l c o s t advantage i n the 

long h a u l t r a n s p o r t o f c e r t a i n paper p r o d u c t s and many 

chemical and p e t o 1 euwpfocfuc t s . 

Q As c o r r e c t e d by you, both w i t h regard t o the 

c o r r c t i o n s c o n t a i n e d i n KCS-16 and ti>e c o r r e c t i o n s 

wnich you j u s t read i n t o the r e c o r d , i s t h i s v e r i f i e d 

s tatement, t o the best o f your knowl.;dge, t r u e and 

c o r r e c t ? 

A Ye s, i t i s. 

Q And do you adopt i t as your t e s t i m o n y i n t h i s 

proceeding? 

A I do. 

Q Now, w i t h r egard t o the o t h e r v e r f i f i e d 

statement t h a t you have s u b m i t t e d . Professor L e v i n , i s 

i t c o n t a i n e d i n the volume d e s i g n a t e d KCS-12? 

A Yes, i t i s . 

Q And does t h a t statement i n d i c a t e t h a t i t was 

ALDERSON REPORTING COMPANY, INC, 
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v e t i f i e t ? by you uu iicptembwr 5 , 1 *3 0 47 

A Yes, t h a t ' s c o r r e c t . 

Q Are t h e r e any c o r r e c t i o n s or o t h e r 

m o d i f i c a t i o n s t h a t you wish t o make t o t h a t statement? 

A NO. 

Q To the best o f your knowledge, i s t h a t 

statement t r u e and c o r r e c t ? 

A Yes, i t i s . 

Q Do you adopt i t as your t e s t i m o n y i n t h i s 

proceed ing? 

A Yes, I do. 

MR. RftKER: Your Honor, t h a t completes my 

d i r e c t examination of Professor L e v i n . 

JUDGE HOPKINS: Thank you. 

Mr. M a r t i n , are you h a n d l i n g t h i s ? 

CROSS EXAMINATION 

BY MR. MARTINi 

Q Professor M a r t i n , my name i s Eden M a r t i n . I 

an. one of the a t t o r n e y s f o r the A p p l i c a n t s . 

A How do you do? 

Q I am going t o a i k you some q u e s t i o n s about, 

f i r s t , KCS-12 which i s Hie September 5th state m e n t , anc" 

a f t e r going through t h a t , I ' l l ask you some q u e s t i o n s 

about KCS-14 which i s your November 15th statement. 

MR. RAKER; May we go o f f the re c o r d j u s t a 

ALDERSON REPORTING COMPANY, INC. 
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JUDGE HOPKINS: O f f the r e c o r d . 

( D i s c u s s i o n o f f t i ' e recoru.O 

JUDGE HOPKINS: Back on the r e c o r d . 

BY M*̂  . MARTIN: (Resuming) 

Q Pro f e s s o r L e v i n , l e t ' s s t a r t w i t h KCS-12 and I 

would ask you t o t u r n t c page d« i f . you would, please. 
. '^^^^^^^^^^^^^^iM^^^^M^^^imtmmm^ 

By the way, I t a l e j i ^ x n a t you have c o r r e c t e d 

copies of both statements with you? 

A Yes, I do. 4MII||||| 
Q Do you a l s o have copies of the work papers 

t h a t have been produced f o r us? 

A That•s c o r r e c t . 

Q I ' d l i k e t o c a l l your a t t e n t i o n f i r s t t o page 

8 of KCS-12 and, i n p a r t i c u l a r , i n the paragraph t h a t 

s t a r t s on t h a t page where you say, you makt the 

f o l l o w i n g statement t h a t : "Absent e f f e c t i v e 

c o m p e t i t i o n , the ratemaking f r e e d c n c o n f e r r e d by the 

Staggers Act i s a l i c e n s e f o t the e x e r c i s e o f monopoly 

power " 

And you c o n t i n u e : "With)^ut c o m p e t i t i o n , 

d e r e g u l a t i o n w i l l generate excess p r o t i t s f o r r a i l r o a d s 

and then c o m p l e t i n g t h a t sentence. 

Do you see t h a t passage i n the tt-sUimony? 

A Yes, I do. 

ALDERSON REPORTING COMPANY, INC. 
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Q Now, I take i t t h a t you are assuming, a t l e a s t 

f o r t-^rposes of t h i s a n a l y s i s , t h a t the I n t e r s t a t e 

Commerce Commission i s not going t o be r e g u l a t i n g r a t e s 

t o p r e v e n t excess p r o f i t s ; i s t h a t c o r r e c t ? 

A The I n t e r s t a t e Commerce Commission i s not 

ac c o r d i n g t o the Staggers Act as I understand i t 

r e g u l a t i n g p r o f i t s o f r a i l r o a d s . So t h a t i t w i l l not 

e x p l i c i t l y set r a t e s w i t h t h a t p a r t i c u l a r o b j e c t i v e i n 

mind. 

Q W e l l , I c e r t a i n l y am not going t o 

crOwS-examine you a b i u t whether t h a t ' s c o r r e c t as a 

matter o f law. T s i m p l y want t o make i t c l e a r t h a t your 

assumption i n -..hat f o l l o w s here i s t h a t the Commission 

would not b'j r e g u l a t i n g r a t e s w i t n a view toward 

p r e v e n t i n g excess p r o f i t s . 

4 I B P l H l | a t ' s the .=»ssarption t h a t the r e s t of t h i s 

a n a l y s i s i s p r e d i c a t e d upon, i s i t not? 

A I don't t h i n k t h a t t h a t i .-i the assumption made 

here; t h a t i t r e a l l y has a n y t h i n g t o do w i t h s p e c i f i c 

conduct of the ICC. 

I t h i n k I am making a statement t h a t i f t h e r e 

i s not r e g u l a t i o n i n the absence of co p e t i t i o n , the 

r a i l r o a d s would tend t o earn excess p r o f i t s . ^ 

Q I f t h e r e i s not r e g u l a t i o n . 

A That's r igh' . 

ALDERSON REDORTING COMPANY iNC 
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Fow, i n . e f e r r i n g t o monopoly power as the 

power t o generate "excess p r o f i t s , " do you mean p r o f i t s , 

i n excess of a c o m p e t i t i v e l e v e l ? 

A W e l l , one hAS t o be c a r e f u l what one means by 

c o m p e t i t i v e l e v e l i n t h i s c o n t e x t . I t ' s a very 

open-ended term. Do you hav» a p a r t i c u l a r d e f i n i t i o n of 

• c o m p e t i t i v e l e v e l " i n mind? 

A I was using i t i n the same sense you used i t 

on page 6, i n the middle o f t h a t f i r s t incomplete 

paragraph, where you say: " I t i s i n e f f i c i e n t f o r a 

mono p o l i s t t o r a i s e i t s r a t e s above a c o m p e t i t i v e l e v e l s 

And as you used t h a t term t h e r e , I take i t 

t h a t what you are r e f e r r i n g t o on page 8 i s t h a i excess 

p r o f i t s are p r o f i t s i n excess of a c o m p e t i t i v e r e t u r n ? 

A THa t ' s r i g h t . 

Q That i s t o say, p r o f i t s i n excess of r e t u r n s 

earned elsewhere i n the econony on investments of 

ap p r o x i m a t e l y the same r i s k . I s n ' t t h a t e s s e n t i a l l y 

what you "lean? 

A That i s a good d e f i n i t i o n f o r t h i s c o n t e x t . I 

would accept t h a t . 

Q So . t ' s p r o f i t s i n excess of the c o s t o f 

c a p i t a i n l i g h t of the r i s k . 

A That i s reasonc.ble; yes. 

ALDERSON REPORTING COMPANY, INC. 

20 f ST., N.W., WASHINGTON, DC. 20001 (202) 628-9300 
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g MOW, . . i - i d n-̂ *- moan hv excess p r o f i t s , 

j u s t as an example, a r e t u r n i n the range of 5 percent 

i f the c o s t o f c a p i t a l were 15. 

A Yes. One has t o be, a g a i n , c a r e f u l about 

j u d g i n g p a r t i c u l a r r a t e a o f r e t u i n and be cognizant, o 

the time p e r i o d over whii^h i s l o o k i n g . 

But, i n g e n e r a l , the answer t o t h a t q u e s t i o n 

would be no. 

Q Now, on page 8, the language t h a t ê have j u s t 

focused uj^on, you use the term "monopoly power," and 

then on page 9 i n the raiddlo paragraph and elsewhere i n 

your state.nent, you r e f e r t o "market power." 

Am I correct tnat, as at least as you have 

used the terms in your testimony, the terms "monopoly 

power" and "market power" are not synonomous? ^,,^i^igmmama^ 

A No. I have e s s e n t i a l l y ~- 1 t h i n k o r d i n a r i l y 

one uses them mire or l e s s i n t e r c h a n g e a b l y . i f t h e r e i? 

a d i s t i n c t i o n here, I don't t h i n k I wau p a r t i c u l a r l y 

C( nscious o f i t i n d r a f t i n g t h i s t e s t i m o n y . 

Sonetimes we t h i n k of marxet power as the 

a b i l i t y t o sim p l y i n f l u e n c e the p r i c e o f a p r o u u c t , i n 

which case i t wculd be p o s s i b l e t o have the power to 

i n f l u e n c e the p r i c e o f a product w i t i c . t having monopoly 

power i n the sense of e a r n i n g e x c e s i p r o f i t s . 

0 Okay. So as I understand tho d i s t i n c t i o n . 

ALDERSON REPORTING COMPANY, INC 

20 F ST., N.W., WASHINGTON, D C. 20001 202/ 623 9300 



4 

6 

7 

8 

9 

10 

11 

17 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

6964 

what you are Buggcsting i s t h a t a r a i l r o a d can have some 

market power which i s tne a b i l i t y t o charge a r a t e above 

v a r i a b l e c o s t , but not enough market power t o generate 

monopoly p r o f i t s which would be those i n excess of a 

c o m p e t i t i v e r e t u r n . I s t h e t c o r r e c t ? 

A Yes. To be p r e c i s e about i t , i n an i n d u s t r y 

as I have discussed hare, the substance, r e a l l y , o t the 

p o i n t i s t h i s : I n an i n d u s t r y w i t h l a r g e f i x e d c o s t s 

and w i t h coats t h a t are j o i n t t o a number of d i f f e r e n t 

p r o d u c t s , such as a t . i i l r o a d p h y s i c a l p l a n t , i t i j 

p o s p i b l e t o have power ov»»r the p r i c e o f i n d i v T o ^ 

commoditi's; as economists say, face a downward s l o p i n g 

demand curve f o r the product or s e r v i c e and, i t the BA»e 

t i m e , not have o v e r a l l f o r the whole r«i 1 road e f f ^ ^ ^ 

enough market power t o generate r e t u r n s i n excess o t 

c o m p e t i t i v e l e v e l . 4 M l P̂PS*'' 

Q I don't mean t o suggest w i t h the next couple 

of q u e s t i o n s t h a t t h e r e ' s a n y t h i n g c o n t r over B ie ' aboi:«-

t h i s . I am simply t r y i r g t o c l a r i f y i t the way you used 

the terms. And having l a i d t h a t f o u n d a t i o n , we can c, i 

on. 

A Let me add, I am not sure when i wrote t h i s , I 

was as c a r e f u l t o d i s t i n g u i s n market ?." i monopoly 

throughout the testimony as you an; s u g g e s t i n g . I n 

c l a r i f y i n g t h i s , I t h i n k the substance o f the p o i n t 

ALDERSON REPORTING COMPANV, INC 
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s t i l l h.-ldn, thnt r a i l r o a d s in opnerfll verv often have 

some power and inf l u e n c e over p r i c e , and the question i s 

whether that power and influence over p r i c e i s 

s u f f i c i e n t to generate excessive r e t u r n s . 

Q I appreciate that c l a r i f i c a t i o n . Let rae j u s t 

ask one followup question, to be sure the record i s 

c l e a r on t h i s . 

Let's suppose a s i t u a t i o n where there ace l o t a 

of r a i l r o a d s serving the o r i g i n and d e s t i n a t i o n , l o t s of 

barges, l o t s of motor c a r r i e r s , and as a r e s u l t the 

competition i s about as c l o s e l y to the purely 

competitive as you get in the r e a l world. 

I ask you to assume that. That being the 

case, you would expect to see r a i l r o a d I ' s p r i c e s forced 

down by competitive pressures to something close to 

v a r i a b l e c o s t , would you not? 

A Probably, to some l e v e l , that approach i s not 

n e c e s s a r i l y v a r i a b l e c o s t . In the iong run, there would 

presumably be e x i t of firms i f f u l l c o s t s on that 

p a r t i c u l a r s e r v i c e couldn't be covered. 

I think the point would be long-run 

incremental c o s t s of that p a r t i c u l a r product or 

something l i k e that would oe a better c h a r a c t e r i z a t i o n . 

Q Be forced down to long-term incremental c o s t s . 

Now, you've used the term " v a r i a b l e c o s t s " in 

ALDERSON REPORTING COMPANV INC. 

20 F ST„ N W, WASHINGTON DC, 20001 (202^ 628 9300 
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1 your tes t i m o n y and you have r e f e r r e d t o l a t i o a i n terms 

2 of v a r i a b l e c o s t s . Now, f o r purposes of a n a l y s i s , 

3 r e c o g n i z i n g t h a t they are not c a l c u l a t e d the same, can 

4 we t h i n k o f v a r i a b l e c o s t s and i n c r e m e n t a l c o s t s as 

5 a p p r o x i m a t e l y the same? 

6 A W e l l , i f t h e r e are some c a p i t a l investments 

7 t h a t are d i s t i n c t l y r e l a t e d t o the p a r t i c u l a r s e r v i c e or 

8 c l a s s o f s e r v i c e i n q u e s t i o n , then those would count i n 

9 t o s o r t of lo n g - r u n c o s t concept, l o n g - r u n i n c r e m e n t a l 

10 c o s t concept, but would not be i n c l u d e d i n v a r i a b l e c o s t . 

11 To the e x t e n t t h a t they are s p e c i f i c 

mm^ 
12 investmenmts t h a t can be a s s o c i a t e d w i t h a p a r t i c u l a r 

13 s e r v i c e , thon they a r e n ' t the same. 

14 Q My q u e s t i o n s a t t h i s stage are not designed t o 

15 — and I w i ^ l not f o l l o w up w i t h you on how you 

16 c a l c u l a t e e i t h e r i n c r e m e n t a l c o s t or v a r i a b l e c o s t , but 

17 t h e r e i s some c o s t f l o o r c a l l e d i n c r e m e n t a l c o s t t h a t 

18 p r i c e s would be f o r c e d down toward i n a very c o m p e t i t i v e 

19 ma £ ke t . 

20 A That i s c o r r e c t and I t r i e d t o make t h a t 

21 p o i n t , t h a t i t ' s p o s s i b l e t o have --

22 Q And i f I understood your answer i n response t o 

23 my e a r l i e r q u e s t i o n s , i t would not be a misuse of the 

24 term "market power" t o use i t t o d e s c r i b e the a b i l i t y t o 

25 p r i c e somewhat above t h a t c o s t f l o o r . I s t h a t c o r r e c t ? 

ALDERSON REPORTING COMPANY iNC. 
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1 h Y e s . MairW**" n i - iwe r n n n n n l - f i s ; t h f> a h i l i t . V t o 

2 i n f l u e n c e the market p r i c e i n some r e s p e c t s . 

3 Q So a r a i l r o a d t h a t c o u l d p r i c e 5 pe r c e n t above 

t h a t c o s t f l o o r would have some market power, a l b e i t not 

5 very much, and a r a i l r o a d t h a t had the a b i l i t y t o p r i c e 

6 10 per c e n t above t h a t c o s t f l o o r would have a l i t t l e 

7 mote matket power. 

8 ĴSPP̂ Î  that fail? 

9 A I don't know t h a t I would d e f i n e market power 

10 e x a c t l y t h a t way. But l e t ' s say t h a t i n both cases 

11 t h e r e would be some market p-jver; yes. 

12 Q I'm simply t r y i n g t o c l a r i f y one o f your 

13 e a r l i e r answers, t h a t the a b i l i t y t o e x e r c i s e -- let'.<? 

14 c a l l i t market power t o charge a markup above c o s t 

15 does not mean the same t h i n g as the a b i l i t y t o earn 

16 monopoly p r o f i t s . I s n ' t t h a t c o r r e c t ? 

17 A T h a t ' s f i n e . 

18 Q And t h a t ' s e s s e n t i a l l y the t h r u s t '^f s e v e r a l 

19 pages o f your testimony? 

20 A That's rijht. ^flKP 

21 Q Okay. I ask you t o t u r n t o page 10. I n one 

22 o f you'' e a r l i e r answers you r e f e r r e d , I b e l i e v e , t o the 

23 ideas t h a t are s p e l l e d o u t i u the top of the page; t h a t 

24 i s t o say, t h a t r a i l r o a d s have a l a r g e p r o p o r t i o n of 

25 f i x e d and u n a l l o c a b l e j o i n t c o s t s . 
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Under such c o n d i t i o n s , r a i l r o a d s must earn 

revenues s u b s t a n t i a l l y i n excess of v a r i a b l e c o s t s i n 

order t o remain v i a b l e i n the long r u n . 

Do you see t h a t testimony? 

A I take i t t h a t you are -- I know t h a t you are 

very f a m i l i a r , from your p u b l i c a t i o n s , w i t h n o t i o n s of 

d i f f e r e n t i a l p r i c i n g an-^ Roma BY p r i c i n g ? 

A 1' V. s , I a n 

Q You understand those concepts and the a n a l y s i s 

t h a t u n d e r l i e s them very w e l l , I am s u t e . 

A I do. 

Q Now, t h a t i s e s s e n t i a l l y , i s i t n o t , the 

p r a c t i c e whereby a r a i l r o a d would charge p r i c e s i n the 

most c o m p e t i t i v e markets down towards a v a r i a b l e 

i n c r e m e n t a l c o s t f l o o r and charge highe r p r i c e s where 

demand e l a s t i c i t i e s z re l e s s . 

I s t h a t not e s s e n t i a l l y what those p r i c i n g 

p r i n c i p l e s mean? 

A I would have t o d i s a g r e e w i t h your statement 

of t h a t , i n t h a t you s a i d p r i c e low where c o m p e t i t i o n i s 

in t e n s e and p r i c e h i g h where e l a s t i c i t y i s low. 

The Ramsey p r i c e p r i n c i p l e s r e l a t e t o the 

e l a s t i c i t y of demana. That i s o f t e n a c o r r e l a t i o n 

between the e l a s t i c i t y of demand ana the degree of 

c o m p e t i t i o n . But the p r i n c i p l e i s not p r i c e low where 

9 ALDERSON REPORTING COMPANY, INC. 
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t h e r e ' s l o t s o f c o m p e t i t i o n and p r i c e h i g h where th e r e 

i s no c o m p e t i t i o n . 

But the p r i n c i p l e i s p r i c i n g i n r e l a t i o n t o 

the market e l a s t i c i t y of demand f o r t h a t p r o d u c t . And 

so i n t h a t sense where e l a s t i c i t i e s are low, Ramsey 

p r i c e s say t h a t p r i c e s should d e v i a t e f.om m a r g i n a l c o s t 

more than where market e l a s t i c i t i e s are h i g h . 

Q So t h a t a more accurate way t o make the 

statement i s not i n terms of c o m p e t i t i o n , but i n terms 

o f i n e l a s t i c i t y o f demand, t h a t markup's should vary 

i n v e r s e l y w i t h e l a s t i c i t y of demand. 

Is t h a t a c o r r e c t p r o p o s i t i o n ? 

A Markups should vary i n v e r s e l y w i t h e l a s t i c i t y 

o f demand, I hate t o be t e c h n i c a l , but i n cases where 

t h e r e i s no c r e s s - e l a s t i c i t y of demand between the 

products we ate c o n s i d e r i n g . 

Q But e s s e n t i a l l y , as I understand your 

statement here amd elsewhere, t h a t i s an a p p r o p r i a t e way 

fo r r a i l r o a d s t o p r i c e , given the facw t h a t they have 

f i x e d c o s t s and u n t l l o c a b l e j o i n t c o s t s . 

Is t h a t c o r r e c t ? 

A That i s r i g h t . There i s one i m p o r t a n t 

q u a l i f i c a t i o n one has t o make, and t h a t ' s why I 

emphasized market e l a s t i c i t y of demand i n my answer. 

Sometimes r a i l r o a d s argue as i f i t were the 
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20 f ST., N.W., WASHINGTON, D.C 20001 (202) 628-9300 



6970 

mp 

1 e l a s t i c i t y o f demand f a c i n q the f i r m , f a c i n g the 

2 p a r t i c u l a r r a i l r o a d t h a t mattered f o r the implementation 

3 of Ramsey p r i c e p r i n c i p l e s . 

4 That's not c o r r e c t . I t ' s the e l a s t i c i t y of 

5 demand i n the matket. So t o the e x t e n t t h a t t h e r e i s 

6 i n t e t - f a i l t o a d c o m p e t i t i o n or i n t r a m o d a l c o m p e t i t i o n , 

7 Ramsey p r i c e s would be s e t w i t h an eye t o the market 

8 e l a s t i c i t y o f demand and not n e c e s s a r i l y be s e t , i f one 

9 wete r e g u l a t i n g , be s e t lower because t h e r e was 

10 i n t r a m o d a l c o m p e t i t i o n i n one market and the absence of 

11 i n t r a m o d a l c o m p e t i t i o n i n another market. 

12 Q I want t o focus f o r j u s t a minute on the 

13 sentence, "Under such c o n d i t i o n s , r a i l r o a d s must earn 

14 revenues s u b s t a n t i a l l y i n excess o f v a r i a b l e c o s t s i n 

15 c r d e r t o remain v i a b l e i n the long r u n . " 

16 As I understand what you ate saying here, t h a t 

17 not o n l y d i f f e r e n t i a l p r i c i n g i n r e l a t i o n t o market 

18 demand e l a s t i c i t i e s i s i m p o r t a n t t o recover c o s t , but 

19 you are saying i t ' s necessary f o r r i i l r o a d & o remain 

20 v i a b l e i n tne long r u n . That i s , t o stay i n business. 

21 Is that your belief? ^^ig^mmjmm^ 

22 A That's c o r r e c t . To the e..-ent t h a t some new 

23 investment i n p h y s i c a l p l a n t f - : . c i l i t i e s i s r e q u i r e d , 

24 r a i l r o a d s have t o generate tne ear n i n g s i n order t o 

25 warrant t h a t , and those earnings a r e , by d e f i n i t i o n . 
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1 going t o be i n excess of v a r i a b l e c o s t . 

2 Q And t h a t ' s what you s a i d i n the long r u n . We 

3 were n o t t a l k i n g about a r a i l r o a d t h a t i s going o u t of 

4 business next month. We are assuming, f o t putpo&es of 

5 yout a n a l y s i s h e t e , t h a t a f a i l r o a d i s going t o be i n 

6 business f o r the long t u n . 

7 I f i t i s going t o be i n business f o t the long 

8 t u n , then i t has t o , as you say i n the next sentence, 

9 genetate the funds s u f f i c i e n t t o m a i n t a i n , t e p l a c e , and 

10 imptove c a p i t a l a s s e t s . And t h a t ' s what you mean by 

11 "stay v i a b l e . " 

12 A That's t i g h t . 

13 Q J u s t t o be c l e a r on t h i s , i f a r a i l r o a d l i k e 

14 KCb or any ot h e r r a i l r o a d f o r t h a t matter had zero 

15 market power, zero a b i l i t y t o thrice above i n c r e m e n t a l or 

16 v a r i a b l e c o s t , c o u l d i t s t a y i n business f o r very long? 

17 A 1 suppose i t depends what you mean by "very 

18 l o n g . " I f a l l of the r a i l r o a u r a t e s -•- a l l the KCS 

19 c o u l d do i s recover v a r i a b l e c o s t s on a l l of i t s 

20 s e r v i c e s , i t would, I would presume, seek t o e x i t the 

21 r a i l r o a d business r a t h e r than r e p l a c e d e p r e c i a t e d 

22 c a p i t a l a s s e t s. 

23 Q And i f i t d i d n ' t seek t o go out of the 

24 r a i l r o a d business, i t would be f o r c e d out u l t i m a t e l y , 

25 would i t not? 
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A Very p o s s i b l y . 

Q I t c o u l d n ' t SL-rvive i n the long run. 

A Very p o s s i b l y , 

Q Okay. Now, t h i s sentence, t h i s same sentence, 

you r e f e r t o needing an adequate c o n t r i b u t i o n t o f i x e d 

and j o i n t c o s t s i n order not o n l y t o m a i n t a i n , but you 

say r e p l a c e c a p i t a l a s s e t s . 

I s i t your t e s t i m o n y t h a t i f assets are going 

t o be r e p l a c e d i n the long r a n , i f they a r e , then the 

c o s t s t h a t a v i a b l e c o m p e t i t o r must recover are the 

co s t s o f r e p l a c i n g those assets as the wear out? 

A I t e s t i f i e d on t h a t s u b j e c t b e f o r e b e f o r e t h i s 

Commission. - I M f l M l 

Q I know you have 

A And ray views are e s s e n t i a l l y unchanged. I 

t h i n k t h a t , i n p r i n c i p l e , r a i l r o a d s must be p e r m i t t e d 

t o , and roust i n order t o remain v i a b l e i n the long r u n , 

mmm 
earn adequate r e t u r n s on the replacement c o s t of t h e i r 

wm 

assets 

However, i t ' s i m p o r t a n t t o recognize t h a t not 

every s p e c i f i c p h y s i c a l asset i n a r a i l r o a d system wouid 

w a r r a n t economic replacement. The r a i l r o a d s were o l d , 

they were b u i l t a long time ago, many batch l i n e s , l o t s 

of p h y s i c a l f a c i l i t i e s would not be replaced under 

c o m p e t i t i v e c o r i i t i c n s . And t h e r e f o r e , the a p p r o p r i a t e 
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bane o f c a p i t a l assets t h a t c o u l d bc val u e d at 

replacement c o s t may be s m a l l e r than the t o t a l stock of 

c a p i t a l i n the r a i l r o a d . 

Q And i n some of yout t e s t i m o n y , you used a 10 

pe r c e n t d i s c o u n t f a c t o r t o r e f l e c t t h a t , have you not? 

You've assumed 90 p e r c e n t o f replacement c o s t . 

A Yes. That was s o r t of rough-gauge c a l c u l a t i o n 

1 aade i n -- i t wasn't tes t i m o r i i - a c t u a l l y . That was an 

a r t i c l e i n the B e l l J o u r n a l o f Economics aud a s i m i l a r 

a r t i c l e i n American Economic Review i n which, you know, 

as a gross adjustment t o the value o f the r a i l r c a d 

c a p i t a l s t o c k , t lok o f f .10 p e r c e n t . 

Q So what you're s a y i n g i s r a i l r o a d s were b u i l t 

a long time ago, and i f you r e p l a c e them today, you 

might not repla c e c e r t a i n branch l i n e s , and even as t o 

tr u n k l i n e s you might not r e p l a c e them i n e x a c t l y the 

same way. 

A That's f o r sure. There's p a r a l l e l t r u n k l i n e s 

through much of the Midwest, f o r example, not a l l of 

which would warrant replacement e c o n o m i c a l l y . 

Q But i f you d i d r e p l a c e them, i f you were going 

t o s t a y i n business t o r the long run and i f you wtre 

going t o t e p l a c e p a r t i c u l a r a s s e t s , then the r e l e v a n t 

c o s t s f o r purposes of c o m i ' e t i t i v e v i a b i l i t y are 

replacement c o s t s ; c o r r e c t ? 
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1 A That's c o r r e c t . 

2 Q And those replacement c o s t s i n c l i d e 

3 d e f t e c i a t i o n expense. 

4 A W e l l , I'm not q u i t e sure what t h a t means. I f 

5 we are t a l k i n g about replacement c o s t s , we oon't b u i l d 

6 i t up out of a c c o u n t i n g c a t e g o r i e s . We would value the 

7 assets a t the replacement c o s t , which means e s s e n t i a l l y 

8 l o o k i n g a t t e c h n i c a l l y the cost of p u t t i n g i n t o p l a c e 

9 c a p i t a l assets t h a t would p r o v i d e the same s e r v i c e s at 

10 l e a s t c o s t t o the c a p i t a l assets we have p r e s e n t l y i n 

12 Q I don't mean t o make t h i s uore c o m p l i c a t e d 

13 than i t i s . E s s e n t i a l l y , you understand t h a t c a p i t a l 

14 c o s t s i n c l u d e the wearing out of an asset which 

15 economists and accoi' t a n t s sometimes r e f e r t o as 

16 d e p r e c i a t i o n and they a l s o i n c l u d e the r e t u r n on 

17 investment. 

18 The o n l y p o i n t o f my q u e s t i o n was t o make i t 

19 c l e a r , i f i t i s your b e i i d , t h a t when we t a l k about 

20 replacement c o s t and c a p i t a l c o s t , we are t a l k i n g about 

21 c u r r e n t l e v e l of both d e p r e c i a t i o n or the wear-out 

22 expense and the r e t u r n on investment. 

23 I s t h a t not c o r r e c t ? 

24 A I t h i n k you are c o n f u s i n g the n o t i o n of 

25 replacement c o s t , which i s a stock measure t h a t measures 
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the value of the c a p i t a l stocK, w i t h what annual charge 

would be a p p r o p r i a t e t o show up as h charge a g a i n s t i n 

t h a t i n a p e r i o d income s t a t e m e n t , which would be 

d e p r e c i a t i o n and some r e t u r n on the c a p i t a l . 

So i t ' s not -- replacement c o s t i s a v a l u a t i o n 

i d e a . I t ' s a n o t i o n o f how much i t would l i t e r a l l y c o s t 

t o i n v e s t i n the f a c i l i t i e s . And the d e p r e c i a t i o n 

charges are an annual charge t o amorti:;e t h a t investment 

over ti m e . 

Q And the investment t o be amortized i n making 

t h a t c a l c u l a c i o n , i s t h a t the replacement cost l e v e l , 

t a k i n g account of whatever excess c a p a c i t y t h e r e might 

be or d i f f e r e n c e s i n c o n s t r u c t i o n techniques? 

A One gets i n t o an area, I t h i n k , o i some 

c o n t r o v e r s y here. There are d i f f e r e n t ways, t h e r e are 

d i f f e r e n t k i n d s of e c o n o m i c a l l y a p p r o p r i a t e d e p r e c i a t i o n 

schemes, depending on the p a r t i c u l a r problem. 

So what i s a proper d r p r e c i a t i o n scheme f o r a 

new investment may very w e l l depend on f u t u r e demand 

c h a r a c t e r i s t i c s i n the market. 

One p o s s i b i l i t y d iscussed i n the l i t e r a t u r e i s 

t o charge d e p r e c i a t i o n as -- t o charge i t a n n u a l l y as 

the t r u e economic d e p r e c i a t i o n i n the i s s e t ; t h a t i s t o 

say, the net change i n i t s replacement c o s t from year t o 

year. That's one p o s s i b i l i t y . 
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be to writp of r"¥T»' ass<>c 

that took account somewhere, inter-1empora 1 v a r i a t i o n s 

in demand. So s o r t of in te r -1 e-mpor a 1 Ramsey p r i c i n g 

with respect to s e t t i n g depreciation schedules. And 

both those ideas are p o s s i b l e . 

Q And there are l o t s of other wayp to tecof^nize 

the wear-out c o s t s , are there not? 

A That's r i g h t . 

Q My question does not address wiiich of those 

techniques i s question i s t h i s : In applying 

any one of those techniques, che r e l e v a n t cost of the 

a s s e t cost that i s weariiig out i s tht replacement co*: ; 

rather than the b.90*|i..,,v..f.̂ .".f.....!*ĵ l̂ h might be TO years old 

or 10 years o i i or Bone n i t t o r l c a l number rn the past. 

A That would be, from the standpoint of economic 

p o l i c y , the appropriate nura'ier to look a t . 

Q Okay. Now th» next sentence in the middle of 

the page, you now s h i f t to t a l k i n g about tradeoffs 

between achieving .^nort and long-run e f f i c i e n c y . 

Up above we were t a l k i n g about l i a b i l i t y of 

the r a i l r o a d . We are nov< t a l k i n g about e f f i c i e n c y . And 

I take i t you are now using tha^ term in the sens** of 

o v e r a l l e::-onomic e f f i c i e n t a l l o c a t i o n of resources. I P 

that r i g h t ? 

A That•8 r i g h t . 
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Q And i f I understand the p o i n t of these s e v e r a l 

sentences, you are sayin<i t h a t a r a i l r o a d or the 

r a i l r o a d i n d u s t r y cannot achieve what you r e f e r t o as 

l o n g - r u n e f f i c i e n c y u n l e s s r a i l r o a d s p r i c e i n excess of 

v a r i a b l e or i n c r e m e n t a l c o s t s . 

Is t h a t c o r r e c t ? 

A Yes. I am saying t h a t i£ r e t u r n s are not 

s u f f i c i e n t t o cover these l o n g - r u n replacement c o s t s , 

then t h e r e would be a d e t e r i o r a t i o n of the c a p i t a l and 

so f o r t h , and t h a t would be d y n a m i c a l l y i n e f f i c i e n t or 

i n e f f i c i e n t i n the lo n g run because the f a c i l i t i e s t h a t 

should be s e r v i n g the p u b l i c would not be. 

Q So l o n g - r u n e f f i c i e n c y a j w e l l as v i a b l i i i t y , 

r e q u i r e s t h a t railroad.<; be able t o p r i c e above v a r i a b l e 

c o s t . And t h a t , i n t u r n , r e q u i r e s t h a t they be able t o 

e x e r c i s e some market power. I s n ' t t h a t the p o i n t of t i s 

page? 

A Sure. T h i s t e s t i m o n y , my p r e v i o u s w r i t i n g s , 

and the w r i t i n g s o f many le a d i n g economists i n the 

ar ea. 

Q Ckay. Now, j u c t below t h a t sentence you say 

t h a t -- and I'm s t a r t i n g the quote i n the middle of a 

sentence: "Excessive c o m p e t i t i o n can lea d t o subnormal 

e a r n i n g s and the subsequent l o n g - r u n d e t e r i o r a t i o n of 

p h y s i c a l p l a n t and s e r v i c e q u a l i t y , " 
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Do you see t h a t seiitence? 

A Yes, 

Q Now, i f I understand you c o r r e c t l y , you are 

saying t h a t c o m p e t i t i o n i s good t o the e x t e n t t h a t i t 

prevents monopoly power and excess p r o f i t s , but t h a t i t 

i s excessive i f i t prevents a r a i l r o a d from e a r n i n g a 

normal r e t u r n . 

I s t h a t a f a i r summary? 

A That's r i g h t , i n the long r u n . Of course, 

t h e r e are going t o be s h o r t - r u n p e r i o d s of adjustments 

and f l u c t u a t i o n s , episodes i n the business c y c i e where 

no one i n the economy i s making s o - c a l l e d normal r a t e s 

of r e t u r n . 

But i f you look over the long p u l l , t h a t 

statement i s c o r r e c t . 

Q And a g a i n , normal here, we are t a l k i n g about 

tne c o s t of c a p i t a l i n l i g h t o f the r i s k s . 

A That's r i g h t , 

Q Now, a t page 18, you use a s l i g h t l y d i f f e r e n t 

term, and t h i s i s about four l i n e s f i o m the t o p . The 

term you use t h e r e i s d 3 s t r u c t i v e p r i c e c o m p e t i t i o n t h a t 

wouid prevent the achievment of adequate revenues. 

I take i t t h a t -- and I w i l l g i v e you a minute 

t o get the c o n t e x t -- but the term " d e s t r u c t i v e 

c o m p e t i t i o n " as you used i t a t page 8 i s e s s e n t i a l l y t ,e 
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aame as ' er.ce ts b i v e c ompe t x I xo ii " as yuu've used i t on 

page 10? 

A I t ' s more or l e s s a term of a r t . " D e s t r u c t i v e 

c o m p e t i t i o n , " meaning p r i c i n g down t o v a r i a b l e c o s t s , 

not g e n e r a t i n g e a r n i n g s s u f f i c i e n t t o coyer f i x e d 

c o s t s . 

Q So you are s a y i n g , j u s t i o I'm c l e a r on i t , 

t h a t maiket power i s bad i f t h e r e i s so mu>.n of i t t h a t 

i t becomes monopoly power and generates excessive 

p r o f i t s , but some market power i s e s s e n t i a l t o l o n g - t e r m 

v i a b i l i t y and l o n g - t e r m e f f i c i e n c y . 

A Yes. 

Q And the next sentence -- and I'm s o r r y t o take 

so much time on t h i s page, but I t h i n k i t ' s i m p o r t a n t . 

The next one w i l l go f a s t e r . 

A Back on page 10? 

Q Yes. I'm back on page 10. J u s t under 

excessive c o m p e t i t i o n sentence., you say t h a t i t i s 

t h e r e f o r e e s s e n t i a l t o c o n s i d e r whether c o m p e t i t i o n w i l l 

depress p r o f i t s below those necessary t o assure the 

l o n g - r u n v i a b i l i t y o f r a i l r o a d s e r v i c e i n the area. 

Do you see t h a t ? 

A Yes. 

Q And then you go ahead and express your b e l i e f 

t h a t the KCS's IR>A p r o p o s a l w i l l not impair l o n g - r u n 
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v i a b i l i t y of the smi-i^a . ; s i r i i t ; t ; r i g h t ? 

A That's r i g h t . 

Q But your b e l i e f i s t h a t o t h e r r a i l r o a d s ' 

r equest f o t ttac k a g e f i g h t s , p a t t i c u l a t l y the long 

trackage r i g h t s , might very w e l l l e a d t o excessive 

c o m p e t i t i o n of the s o r t t h a t would p r e v e n t long-terra 

V i a b i 1 i fev,^^^^^ 

18 t h a t your view? 

A Yes. 

Q Now, i n any event, you are sayi n g t h a t the 

Commission i n doin>j i t s j o b must c o n s i d e r whether any 

trackage r i g h t s p r o p o s a l and, f o r t h a t m a t t e r , whether 

the KCS's IRMA prop o s a l would c r e a t e so much c o m p e t i t i o n 

as t o e l i m i n a t e the market power t h a t i t needed t o cover 

a l l c o s t s and a t t a i n l o n g - r u n v i a b i l i t y . 

Ti.at's the Commission's j o b i n t h i s case, one 

of i t s jobs; >'.rue? ^jfUl^''^^'^lillUfii^ 

A That i s one o f i t s j o b s , t t i a t ' s r i g h t . 

Q And i t s h o u l d make t h a t i n q u i r y w i t h r e spec t 

t o a l l t r ackage r i g h t s a p p l i c a t i o n s and the KCS's IRMA 

p r o p o s a l as w e l l ? 

A T h a t ' s r i g h t . 

Q And i f the Commission concluded t h a t trackage 

r i g h t s would, i n f a c t , p r e c l u d e the merged c a r r i e r from 

c o v e r i n g a l l o f i t s c o s t s , i n c l u d i n g a l l of i t s c a p i t a l 
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c n n t a , .ind t h . i t thnnp tr.-ir:it.-igr< r i g h t n would make 

long- t e r m v i a b i l i c y i m p o s s i b l e , then i t ' s your judgment 

t h a t those a p p l i c a t i o n s should be d e n i e d , i s i t not? 

A I f f i n a n c i a l / l a b i l i t y of the merged e n t i t y 

were im p o s s i b l e under any p a r t i c u l a r c o n d i t i o n or s e t of 

c o n d i t i o n s , then my view would be i t would be u n w i i e f o r 

the Commission t o impose them. 

That does not prove tl i e n e g a t i v e . I t doe a n ' t 

mean t h a t the Commission should apptove the merger 

necessar i l y . 

Q I understand, B'jt what you're saying i s t h a t 

i f i t would be p o s s i b l e f o r the merged c a r r i e r t o a t t a i n 

l o n g - t e r m v i a b i l i t y t o cover a l l of i t s c o s t s w i t h o u t 

the trackage r i g h t s c o n d i t i o n s , t h a t the g r a n t i n g of 

trackage r i g h t s or the g r a n t i n g of the IRMA p r o p o s a l , i f 

the Commission concluded t h a t those c o n d i t i o n s would 

make i t imp o s s i b l e f o r the merged c a r r i e r t o a t t a i n 

l o ng-term f i n a n c i a l -- long-term v i a b i l i t y t o cover a l l 

ot i t s c o s t s , then those c o n d i t i o n s should be denied i n 

your judgment? 

A I t h i n k t h a t ' s the q u e s t i o n I j u s t answ^^red, 

Q I t h i n k i t i s , 

A I f i t ' s a d i f f e r e n t q u e s t i o n , I d i d n ' t 

understand i t , 

Q I t ' s not intended t o be. 
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i . f ' t me ask you t o t u r n t o pa^e 12. I 

ap o l o g i z e i f t h i s i s r e p e t i t i v e . We have been t a l k i n g 

i n terms of market power, and I want t o ask you some 

qu e s t i o n s now about monopoly power, r e c o g n i z i n g the 

d i s t i n c t i o n you have a l r e a d y made. 

About t e n l i n e s up from the bottom you r e f e r 

t o s u b j e c t i n g s h i p p e r s t o excessive monopoly power i n 

the f u t u r e . 

A I'm s o r r y . Where i s t h a t ? 

Q The sentence t h a t s t a r t s , " I n t h i s case, t h e r e 

remains the concern t h a t longer run changes i n the 

r e l a t i v e c o s t s o f modes may render s h i p p e r s s u b j e c t t o 

excessive monopoly power i n the f u t u r e . " Do you se_-

t h a t ? " I n such c i r c u m s t a n c e s ' and then you t a l k about 

source c o m p e t i t i o n m i t i g a t i n g and so f o r t h ? 

A That's r i g h t . 

Q I t h i n k i n answer t o one of ray e a r l i e r 

quet'tions you s a i d t h a t perhaps t h r o u g h o u t the testimony 

you hadn't used market p o w r and monopoly power i n q u i t e 

the p r e c i s e sense we are now. I take i t t h a t here you 

mean t h a t any monopoly power should not be imposed upon 

s h i p p e r s , but 'nd what t h a t r e a l l y means i s excessive 

powe r. 

A I f we take the more p r e c i s e d e f i n i t i o n t h a t we 

have a r r i v e d a t as the frame of r e f e r e n c e here, then i t 
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s h c j l d e i t h e r read "excessive market power" or sim p l y 

s t r i k e the word "excessive" and say monopoly cower. 

E i t h e r way would do. W R N H R P 

Q Now, another couple of q u e s t i o n s on monopoly 

power. Back on page 6 -- I t h i n k I've a l i e a d y r e f e r r e d 

you t o t h i s sentence -- you s a i d , " I t i s i n e f f i c i e n t f o r 

a mo n o p o l i s t t o r a i s e i t s r a t e s above a c o m p e t i t i v e 

l e v e l . " And I t h i n k you have made i t c l e a r t h a t t h a t ' s 

the l e v e l where the r a i l r o a d covers a l l o f i t s c o s t s , 

i n c l u d i n g i t s f i x e d and u n a l l o c a o l e j o i n t costs? 

A Let me t r y t o be p r e c i s e w i t h o u t t r y i n g t o put 

i t i n the c o n t e x t o f the sentence. I n the -- when I 

emphasized t h i s t r a d e o f f between s h o r t and long run 

i n e f f i c i e n c y , i t i s i n some sense -- t h e r e i s some 

m i s a l l o c a t i o n whenever a r a i l r o a d rais«»s i t s r a t e s above 

lo n g - r u n i n c r e m e n t a l c o s t s . 

The t r a d e o f f comes i n because you have t o 

r a i s e your r a t e s above l o n g - r u n i n c r e m e n t a l c o s t s i n 

order t o be f i n a n c i a l l y v i a b l e . That's why i t ' s a 

t r a d e o f f . So t h a t p e r f e c t s h o r t - r u n e f f i c i e n c y - would 

have you -- or p e r f e c t e f f i c i e n c y i n the absence of the 

c o n s t r a i n t t h a t you have t o r a i s e revenues i n excess of 

the sum of a i l of your i n c r e m e n t a l c o s t s , r e q u i r e s you 

to adopt a second-best s t a n d a r d , and t h a t ' s why we 

sometimes speak of the c o m p e t i t i v e l e v e l as the l e v e l 

ALDERSON REPORTING COMPANY, INC. 

20 F ST., N,W„ WASHINGTON, D.C. 20001 ;202 628-9300 
J ; 



6984 

aver - - benec 

^^mmmm 

fmff\ 
derstand what 

1 t h a t would generate c o m p e t i t i v e r a t e of r e t u r n . Then 

2 t h i s c o n t e x t I t h i n k a c t u a l l y -- t e c h n i c a l l y , i f you 

3 t h i n k i n p u r e l y s h o r t - r u n terms, i t i s j u s t r a i s i n g 

4 r a t e s above m a r g i n a l c o s t — does, you know, reduce the 

5 q u a l i t y o f s e r v i c e over and above -- or the q u a n t i t y , 

6 I'm s o r r y , o f s e r v i c e over -- beneath the l e v e l of the 

7 c o m p e t i t i v e market. 

8 Q I t h i n k I undeYsfand what you're s a y i n g . Your 

9 p o i n t -- anJ o t h e r economists have made the same p o i n t 

10 -- i s t h a t perhaps from a p u r e l y best economic s o l u t i o n , 

11 the government ought t o step i n and subsdize the 

12 s h o t t f a l l hetween m a r g i n a l c o s t s and average c o s t 

13 A That's r i g h t . That's the same k i n d of 

14 argument, 

15 Q But the government has chosen not t o do t h a t 

16 so f a r . 

17 A And t h e r e are i a r g e numbers of i n s t i t u t i o n a l 

18 reasons why t h a t p a r t i c u l a r s o l u t i o n would not be very 

19 d e s i r a b l e . 

20 Q So t h a t being the case -- and I ask you t o 

21 assume t h a t t h e government i s not going t o step i n and 

22 s u b s i d i z e t h a t d i f f e r e n c e -- t h a t being the case, then 

23 l o n g - t e r m v i a b i l i t y , l o n g - t e r m e f f i c i e n c y , the s o - c a l l e d 

24 second-best s o l u t i o n , r e q u i r e s t h a t the r a i l r o a d s bs 

25 p e r m i t t e d i n t h e i r p r i c e s t o cover a l l o ther c o s t s , 
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i n c l u d i n g t h e i r f i x e d and u n a l l o c a b l e j o i n t c o s t s ; i s 

t h a t not c o r r e c t ? 

A Yes, 

Q Ard i f they can't do t h a t , t h e y ' r e not going 

t o &tay i n business. That was the t h t u s t o f your 

e a r l i e r t e s t i m o n y . So t h a t ' s the c o m p e t i t i v e s o l u t i o n 

i n the absence o i government subsidy. 

A That's r i g h t . 

Q Now, do you have any i n f o r m a t i o n today t h a t 

thf! Santa Fe i s e a r n i n g monopoly p r o f i t s , 

s u p r a c o m p e t i t i v e p r o f i t s anywhere on i t s r a i l r o a d system? 

A I haven't s t u d i e d s p e c i f i c p a r t s o f i t s 

r a i l r o a d system, so 1 don't have such i n f or m?.t i o n , no. 

Q So you don't have any i n f o r m a t i o n e i t h e r ^at 

Santa Fe as a whole, t a k i n g i t s e n t i r e system i n t o 

account, or any segment of the system i s e a r n i n g 

monopoly power. You j u s t don't know. 

A That's r i g h t . 

Q I take i t the answer i s the same w i t h r e s p e c t 

t o the Southern P a c i f i c ? 

A That's r i g h t . 

Q Do you know how f a r below a c o m p e t i t i v e l e v e l 

of r e t u r n Santa Fe's e a r n i n g s are tcoay , or f o r 1984? 

A I don't know what the p r o p e r l y d e f i n e d 

replacement co s t s o f Santa Fe's assets a r e , so I don't 
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know p r e c i s e l y how f a t below c o m p e t i t i v e s t a n d a t d Santa 

Fe i s . Tnis i s one t'-*jl'leni i n aosessing tevenue 

adequacy of t a i l t o a d s . We don't t e a l l y have a proper 

denominator f o r t h a t c a l c u l a t i o n y e t developed. 

Q I take i t you haven't seen the com.miss ion ' s 

r e c e n t d e c i s i o n i n the docket i n v o l v i n g revenue adequacy 

of r a i l r o a d s where they attempt t o develop what the 

r e t u r n would be on a c u r r e n t replacement c o s t basis? 

A No, I haven't seen t h a t . 

Q i^^^Hf l i g h t o f t h a t l a s t answer, I w i l l go 

through q u i c k l y the next q u e s t i o n s . I t h i n x I know what 

the answer i s , but I want the recor d t o be c l e a r . 

I take i t t h a t you are aware t h a t t h e r e are 

some c i t i e s , m e t r o p o l i t a n areas t h a t are served today by 

the Santa Fe where no other r a i l r o a d serves those 

metropv^l i t a n areas. 

A Yes, 

Q Now, do you know whether t h a t f a c t has l e d to 

any monopoly p r o f i t s f o r the Santa Fe R a i l r o a d ? 

A W e l l , the o v e t a l l -- the p o i n t hete i s t h a t 

the o v e r a l l e a r n i n g s o f the Santr Fe, even though i t has 

some pockets of s u b s t a n t i a l market po^er, do n o t , a t 

l e a s t on the evidence we have t o d a t e , appear l o be 

exces s i v e . I t doesn't say they won't be a f t e r the 

merger. 
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Q I un d e r s t a n d . But now l e t ' s focus on those 

s o - c a l l e d pockets of s u b s t a n t i a l market power. Do you 

know of any .'5egTOent o f the r a i l r o a d or segment of the 

Santa Fe's business wnere those p o c k e t s , as you put i t , 

o f s u b s t a n t i a l market power have generated monopoly 

r e t u r n s e i t h e r i n t o t a l or f o r a segment? 

A I haven't s t u d i e d t h a t . 

Q And the same i s t r u e t o r the Southern f a c l f i c ? 

A Yes. mrn^-
mmKm' 

u t h e r n P a c i f i 

Q Have you done a study t o determine whether 

t h e r e are any p a r t i c u l a r commodities -- and I'm not 

fo c u s i n g on g e o g r a p h i c a l areas or segments but 

commodities -- as t o which Santa Pe i s e a r n i n g a 

monopoly r e t u r n today? 

A We have i d e n t i f i e d sor.e commodities f o r which 

t a i l has a v e t y s u b s t a n t i a l c o s t advantage. Some of 

those commodities move out of c a p t i v e p o i n t s t o the 

Santa Fe, but I haven't done a s p e c i f i c study of the 

t a t e s and the r e l a t i o n o f the r a i l r o a d r a t e s t o c o s t on 

those commodities, no. 

Q So assuming t h a t you are r i g h t t h a t t h e r e i s 

some oegree of market power w i t h r e s p e c t t o some of 

thosp conimod i t i e s , you haven't done a study t o determine 

whether those commodities generate monopoly p r o f i t s ; l o i 

the Santa Fe r a i l r o a d ? 
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A I have not. 

Q Or the Southern P a c i f i c ? 

A No. 

Q Now. on page 13 you say, and t h i s i s in th 

middle paragraph, " i n general, however, the most se r i o u s 

anticompetitive impact -. f i l l be f e l t in the 

t r a n s c o n t i n e n t a l Southern Corridor that l i n k s the 

rapi d l y growing sunbelt regions from C a l i f o r n i a to ;he 

southeast . " 

Do you see that? 

A Yes, 

Q Ha"e yon performed any study to determir* 

whether the rates paid by a l l of tne shippers in that 

Southern Corridor a f t e r the marger would produce 

revenues in excess of the t o t a l cost of operating and 

maintaining the corridor < 'er the long teru? 

A We don't ha"e data on rates paid a f t e r the 

merger, since the merger ha."3n't been f u l l y e f f e c t u a t e d . 

And SO as a consequence, I haven't studied that s p - c i f l c 

question, but I have looked at the dominance of the 

r a i l r o a d s in the hauling of a number of important 

commodities in tb^t corridor and the cost advantages if 

r a i l r o a d s over other modes in the hauling of those 

commodities. And the con.:;lusior I wouia dr<iw iio,; rhar 

i s that tn^'re i c s u b s t a n t i a l scope tor the e x e r c i s 
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c o n s i d e r a b l e market power i n t h a t c o r r i d o r T 

Q Yes. But my q u e s t i o n i s not now on market 

power, but i t ' s on ,'onopoly p r o f i t s and excess p r o f i t s . 

You haven't done a s t u d y , as I take i t , e s t i m a t i n g what 

the revenues f o r the r a i l r o a d wouid be a f t e r the merger 

occurs i n l i g h t o f the c o s t s p r o p e r l y measured. You 

haven't done a st u d y t o detetmine whether over the 

Southern C o r r i d o r t h e merged c a r r i e r would be able t o 

e x t r a c t monopoly p r o f i t s *'rom t..e s h i p p e r s over t h a t 

c o r r i d o r , have you? 

A I haven't, but the Santa Fe has. And the 

Santa Fe's own study r e p o r t g i v e n t o i t s board of 

d i r e c t o t s , t h a t I b e l i e v e i s an e x h i b i t i n t h i s case, 

s a i d -- i t claimed t h a t t h i r . metger woulc l e a d t o 

s u b s t a n t i a l i n c r e a s e s i n p r o f i t over and above the c o s t 

savings t h a t are a s s o c i a t e d w i t h the merger. And I can 

on l y conclude from t h a t t h a t Santa Fe management agrees 

w i t h my c o n c l u s i o n t h a t t h e r e would be scope f o r 

s u b s t a n t i a l i n c i e a s e i n r a t e s . 

Q My q u e s t i o n i s not whether t h e r e would be 

increased r a t e s . My q u e s t i o n i s whether the increased 

r a t e s v i c h you f o r e s e e o c c u r r i n g would be > 5 u f f i : i e n t t o 

produce monopoly p r o f i t s over the Southern C o r r i d o r from 

a l l o f the s h i p p e r s who pay revenues f o r ne use ot t h a t 

c o r r i d o r ? 

AlDERSON REPORTING COMPANY INC 
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A I have not nnne a s p e c i f i c s t udy of t h a t . 

Q So f a r a l l you know, f o r a l l you know, the 

revenues t h a t the merged c a r r i e r would earn on t h a t 

Southern C o r r i d o r might be below t ^ ^ ^ e l needed t o 

a t t a i n l o n g - t e r m v i a b i l i t y . 

A They might be below; they miq-.-it be above. I 

haven't s t u d i e d t h a t s p e c i f i c -- I haven't approached 

the q u e s t i o n i n t h a t s p e c i f i c way. 

Q Now, on page 14 you s t a r t d i s c u s s i n g the IRMA 

and how i t works. I n t h i s s e c t i o n and the subsequent 

s e c t i o n t h a t s t a r t s a t page 15, t h i s d i s c u s s i o n c a r r 

over t o 16 and 17 I'm going t o ask you about whai. you 

say a t 16 and 17. 

On the ^otW&W^^^mKge 16 you say t h a t the IRKA 

would " c o n s t r a i n the market power o f the mcj. d 

c a r r i e r , ' but on page 17 you say t h a t the IRMA "would 

not prevent them from e a r n i n g adequate revenues." I s 

t h a t your view? 

A Where are you r e f e r r i n g t o on page 17? 

Q "Not persuaded by the c o n t e n t i o n c f the 

primary a p p l i c a n t s t h a t the SP and the Santa Fe cannot 

earn adequate revenues i n head-to-head c o m p e t i t i o n . The 

IRMA p r o p o s a l has d i s t i n c t advantages. " 

A I don't t h i n k t h a t t h a t sentence says what 

your q u e s t i o n i m p l i e s . 
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Q Perhaps i t doesn't. Let me take you over t o 

page 18 where the paragraph c o n t i n u e s . I T the l a s t 

sentence, the l a s t couple o f l i n e s of t h a t paragraph say 

t h a t "The IRMA would not c o n s t i t u t e a major o b s t a c l e t o 

the SPSF's achievement of revenue adequacy." 

I take i t what you're saying i s i t i s your 

view i t wouid not prevent the merged c a r r i e r s from 

a t t a i n i n g revenue adequacy over any segment of t h e i r 

r a i l r o a d ; i s t h a t r i g h t ? 

A Revenue adequacy I t h i n k i s a concept t h a t 

r e l a t e s t o the whole r a i l r o a d as opposed t o a segment. 

Q Covering a l l o f t h e i r c o s t s , i n c l u d i n g t h e i r 

j o i n t and u n a l l o c a b l e f i x e d c o s t s -- f i x e d c o s t s and 

t h e i r u n a l l o c a b l e j o i n t c o s t s , excu.." me. That's what I 

mean. I t h i n k t h a t ' s what you mean, i s n ' t i t ? 

A I t h i n k I've l o s t t r a c k o f p r e c i s e l y what the 

q u e s t i o n i s . 

Q You're saying t h a t the IRMA would not pr e v e n t 

tht. r a i l r o a d s from c o v e r i n g a l l o f t h e i r c o s t s over any 

p a r t i c u l a r p a r t o f the r a i l r o a d . 

A I don't t h i n k I s p e c i f i c a l l y s a i d t h a t . I 

t h i n k the way I put i t i s I t h i n k i t ' s h i g h l y l i k e l y 

t h a t the merger u n c o n d i t i o n e d leads t o s u b s t a n t i a l scope 

f o r marnet power i n the Southern C o r r i d o r . I b e l i e v e 

based on p r e v i o u s work t h a t i t ' s q u i t e l i k e l y t h a t t h a t 

ALDERSON R f O R I I N G COMPANY, !NC 

20 F ST. N W WASHINGTON, D.C. 200C1 ; 2 0 i 628-9300 



6992 

mm 

1 would generate more •^han adequate revenues t o r tne 

2 e n t i r e system; but I have not done a s p e c i f i c study o f 

3 t h a t q u e a t i o n . 

4 I a l s o b e l i e v e t h a t the IRMA would c o n s t r a i n 

5 the a b i l i t y t o e x p l o i t market power i n t' e Southern 

6 C o r r i d o r , I t would not c o n s t r a i n i t so s e v e r e l y as t o 

7 make the merger -- the merged e n t i t y n o n v i a b l e . 

8 I t h i n k I b e l i e v e a l l o f those t h i n g s . 

9 Q Thank you. 

10 I t would no be a major o b s t ^ v l e , b u t i t would 

11 be a c o n s t r a i n t . 

12 A I t would be, t h a t ' s r i g h t . 

13 Q I t would ue an o b s t a c l e but not a major or.e? 

14 A That a way of c h a r a c t e r i z i n g i t . Yes, I 

15 t h i n k I agree w i t i . t h a t , 

16 Q On page 14 i n d e s c r i b i n g how you understand 

17 t h a t the IRMA wouid work -- t h i s i s i n the next t o the 

18 l a s t paragraph toward the t a i l end of the paragraph --

19 you say t h a t the charges f o r the I'.IA, the amounts the 

20 KCS would pay f o r the IRMA, as proposed, would cover 

21 v a t i ' ^ b l e c o s t plus a reasonable r e t u r n on c a p i t a l , r i g h t ? 

22 A Yes. 

23 Q But i t wouldn't cover f i x e d c o s t , would i t ? 

24 A I'm not sure what you mean i n t h i s c o n t e x t by 

25 f i x e d c o s t . Some of the c a p i t a l i s s u r e l y f i x e d -- wear 
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and t e a r on the t r a c k . 

it I s n ' t your u n d e r s t a n d i n g t h a t the charges f o r 

the IRMA, as proposed, shoulrl cover a l l t r a c k 

maintenance charges -- a l l t r a c k maintenance c o s t s , 

excuse me? 

A A l l t r a c k maintenance costs? W e l l , o b v i o u s l y 

not a l l since the r a i l r o a d w i l l o n l y be a o a r t i a l user 

-- the KCS w i l l o n l y use a f r a c t i o n of -- o n l y be 

imposing p.j.ae f r a c t i o n a l percentage of usage on the 

t r ack. 

Q You're aware, I'm s u r e , t h a t i n ICC c o s t i n g 

some maintenance i s t r e a t e d as v a r i a b l e , and seme 

maintenance i s t r e a t e d as f i x e d . 

A Yes, 

Q Now, my q u e s t i o n i s i s i t your u n d e t s t a n d i n g 

t h a t the IRMA chatge i s intended t o covet not o n l y the 

v a r i a b l e p o r t i o n , but some p a r t o f the f i x e d p o r t i o n as 

wel I? 

A I f you're as k i n g ire what s p e c i f i c a l l y i s i n 

the KCS a p p l i c a t i o n as t o the nat u r e o f the IRMA ch.^rge, 

I guess I don't know tho answer t o ;hat q u e s t i o n , I'm 

a f r a i d . Whether i t covers f i x e d maintenance charge I 

don't r e c a l l . There i s some r e t u r n of r e n t a l r a t e on 

the p r o p e r t y , I know t h a t ; and I'm not sute about t h . 

r e s t . 
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Q L=:L HIS a s k y v _ t . h i : ^ . .".H=>it t r • •• • • i t ' s 

intended t o cover, do you b e l i e v e as an economist t h a t 

i t ought t o cover not j u s t the v a r i a b l e p a r t o f t r a c k 

maintenance b u t the f i x e d p a r t as w e l l ' 

A W e l l , the problem i s i f you can be p r e c i s e 

about what the f i x c S p a r t o f t r a c k maintenance i s , then 

I might agree w i t h you on p r i n c i p l e . But i n p r i n c i p l e 

here, tne a p p r o p r i a t e maintenance t o cover i s the 

maintenance of the -- the maintenance t h a t can be 

a l l o c a t e d t o t h a t p a r t i c u l a r l i n e segment. 

Q I a p o l o g i z e , because 1 t h i n k my q u e s t i o n was 

awkward. Let me t r y i t another way. I s i t your view as 

an economist t h a t the charge f o r the IRMA should make 

not c o n t r i b u t i o n t o the f...xed p a r t o f the t r a c k 

maintenance costs? 

A I have t r o u b l e w i t h the q u e s t i o n o n l because 

I have t r o u b l e c o n c e p t u a l i z i n g what the d i s t i n c t i o n 

between f i x e d and v a r i a b l e components of maintenance 

c o s t s r e a l l y are as opposed t o what r a i l r o a d Form A says 

they a r e , because i t i s a d i f f i c u l t -- i n t h a t c o n t e x t a 

d i f f i c u l t q u e s t i o n t o answer. 

In economic terms i n t h e o r y t h e r e would oe ; 

maintenance e x p e n d i t u r e r e q u i r e d on the l i n e segments 

over which the KCS would have the IRMA arrangement, ano 

on those segments some pro r a t a share o t the maintenance 
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ex p e n d i t u r e s woul.d seem a p p r o p r i a t e . 

Q That's t r u e a i s o w i t h r e s p e c t t o d e p r e c i a t i o n 

of equipment? 

A D e p r e c i a t i o n of equipment o n l y i f the 

equipment were used by the KCS. And as I understand i t , 

KCS w i l l arrange i t s own car s u p p l i e s so t h a t when i t 

uses other people's cars i t w i l l pay per diems. 

Q Would the IRMA charge, as proposed, p e r m i t KCS 

i n t u r n t o t u r n around and charge the s h i p p e r s r a t e s 

which were o n l y s l i g h t l y above t h ^ l | U B l o f v a r i a b l e 

wost plus a reasonable r e t u r n on c t p l ' t a i ; i n other 

words, the amount of tha charge t h a t they have t o pay 

the merged c a r r i e r s -- p e r m i t uhem t o charge t h e i r 

s h i p p e r s r a t e s t h a t were o n l y s l i g h t l y above t h a t 

v a r i a b l e c o s t l e v e l and s t i l l make a p r o f i t ? 

iSHHi^ I t would, but remember, we have b u i l t i n a 

reasonable r e t u r n on c a p i t a l h ere, so we're not t a l k i n g 

about p r i c i n g a t s t r i c t l y n o n v i e b l e l e v e l s . 

Q But we haven't b u i l t i n the f i x e d c o s t and the 

u n a l l o c a b l e j o i n t c o s t s , have we, not s p e c i f i c a l l y ? 

A We have b u i l t i n , as I p o i n t e d o u t , presumably 

some s u b s t a n t i a l component of f i x e d c o s t i n the r e n t a l 

r a t e on the p r o p e r t y . And I have t o confess 1 don't 

know e x a c t l y how the maintenance e x p e n d i t u r e s are 

handled, but what we haven't done, I supfDse, i s b u i l d 
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i n systemwide c o s t s a p a r t from t h i s p a r t i c u l a r l i n e 

segment. 

Q And t h a t would be t r u e o f systemwide c o s t s 

t h a t are e s s e n t i a l t o o p e r a t i n g a p a r t i c u l a r i i n e 

segment t o the e x t e n t they j r e , i s n ' t t h a t so? 

A Yes, but temembet, KCS has t o covet those 

c o s t s i n i t s own system as w e l l , so t h a t they would not 

have an I n c e n t i v e t o p t i c e t i g h t down t o the l e v e l o f 

the r e n t a l r a t e i t ' s paying t o the l e v e l of the IRMA 

charge t h a t i t i s paying t o the SFSP. So t h e r e would be 

a f l o o r , and i t ' s not c l e a r t h a t you go e x a c t l y t o t h a t 

f l o o r . I f you d i d , i t would not be i n KCS' i n t e r e s t t o 

hau l the t r a f f i c . C e r t a i n l y KCS w i l l earn some margin 

t h a t w i l l p e r m i t the same margin t o be earned by the 

SFSP . 

Q But I t ' s p o s s i b l e t h a t t h a t margin would not 

be adequate, i s n ' t i t , t o covet a l l of th»> wosts of the 

merged c a r r i e r over t h a t p a r t i c u l a r segment? 

A As you p o i n t e d o u t , a l l of the cost s are not 

s p e c i f i c a l l y a l l o c a b l e co t h a t segment, so we are being 

k i n d o f vague here i n the sense t h a t both r a i l r o a d s have 

a problem t h a t they have t o cover over t h e i r whole 

systems, sometiiing i n excess of a l l o c a b l e c o s t s . And 

t h e r e would be no i n c e n t i v e f o r e i t h e r r a i l r o a d t o p r i c e 

i n such a way t h a t would f o r b i d t n a t . 
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Q I don't mean t o p r o l o n g t h i s u nduly. I t ' s 

c e r t a i n l y t r u e t h a t t h e r e are some f i x e d c o s t s of o f f i c e 

b u i l d i n g s back i n Chicago t h a t are not s p e c i f i c a l l y 

a l l o c a b l e t o the Southern C o r r i d o r , but i s n ' t i t a l s o 

t r u e t h a t t h e r e are some f i x e d c o s t s t h a t are 

s p e c i f i c a l l y a l l o c a b l e t o t h a t Southern C o r r i d o r , such 

as t r a c k c o s t s , t a i l c o s t s , way costs? Thete ate some 

f i x e d c o s t s t h a t are a l l o c a b l e t o t h a t Southern C o r r i d o r 

A That's what I s a i d , yes. 

Q And my q u e s t i o n i .s t n i s : I s n ' t i t the case 

t h a t the IRMA proposal as i t has been advanced here and 

as the compensation has been proposed would not 

n e c e s s a r i l y p e r m i t the merged c a r t i e r s t o recover a l l or' 

the c o s t s p r o p e r l y a s s i g n a b l e t o the Southern C o r r i d o r , 

i n c l u d i n g those f i x e d c o s t s t h a - are e s s e n t i a l t o 

operate over uhe Southern C o r r i d o r ? 

A I t h i n k I answered b e f o r e t h a t I'm not s u r -

about the s p e c i f i c s of the p r i c i n g t h a t i s proposv^d i n 

the document, no. 

Q Okay. I won't ask you any more about t h a t . 

Page 19 and 20 where you're d i s c u s s i n g long haul 

trackage r i g h t s as d i s t i n g u i s h e d from the IRMA, on page 

20, the f i r s t f u l l paragraph you say t h i t "There i s a 

s u b s t a n t i i l body of o p i n i o n t h a t the disadvantages of 

trackage r i g h t s m u l t i p l y as t h e i r d i s t a n c e i s 
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increased." And then you refer down the page to those 

disadvantages. 

Do you see that d i s c u s s i o n ? 

A (Nods in the a f f i r m a t i v e . ) 

Q Do I understand c o r r e c t l y that you agree with 

t h i s ? 

A To the extent that I have knowledge of 

r a i l r o a d operations -- and I don't have d e t a i l e d 

knowledge of r a i l r o a d operations I agree with what I 

have found to be rather convincing "arguments, made 

l a r g e l y by r a i l r o a d operating people, abcut the problems. 

Q We're now t a l k i n g about the disadvantages of 

trackage r i g h t s as c o n t r a s t i d with the iRMA proposal 

A Well, of course, there haven't been a l o t of 

people t a l k i n g about the r e l a t i v e advantages of the IRMA 

and trackage r i g h t s , because t h i s i s a new idea or a 

r e l a t i v e l y novel idea. 

Q But in your d i s c u s s i o n here, you're focusing 

now on track, vje r i g h t s as d i s t i n c t from the IRMA. 

A Yes. 

Q And you're i d e n t i f y i n g disadvantag?s that 

apply to the trackage righti.. 

A That'8 r i g h t . 

Q One o*' those, as you hlTviT'stated on page 20 

j u s t below that sentence we were focusing on, i s the 
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operating d i f f i c u l t i e s ; and I'm going to ask vou now to 

explain what you mean by t h a t . What are you t a l k i n g 

about when you talk about operating d i f f i c u l t i e s ? 

A Okay. Well, I do go into some d e t a i l in the 

testimony, not great d e t a i l , but in which I point out 

that trackage r i g h t s do impose extra c o s t s on the 

landlord and inconvenience and p o s s i b l y the use of some 

redundant resources. ^ffflfpti^^fl^ 

There are c o s t s of simply arranging sort Jf 

e f f i c i e n t schedules and minimizing the number of what I 

c a l l t r a i n meets along a segment of t r a c k . And, for 

example, that i s one that i s c l e a r l y r e l a t e d to 

distance, because the number of t r a i n meets that would 

be required over a given 24-hour period, l e t ' s say, fot 

a givrn density of t t a f f i c i s going to inctease more 

than proportionately with d i s t a n c e . That i s j u s t a 

simple matnematical c a l c u l a t i o n . 

Q But I take i t that your view i s not only that 

these operating d i f f i c u l t i e s and other disadvantages 

that you refer to are bad from the applican^-s' 

standpoint, but that they are h u r t f u l to the public 

i n t e r e s t . i s that the t h t u s t of your .'ast l i n e at the 

top of the next page? 

A Absolutely. To the extent that they slow the 

t t a i n s , you knew, you have more delays because ol 

ALDtRSON RtPORTING COMPANY. INC. 
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2 cost attendant to do that tnat the bHipper wuuid fc=a 

3 There's r e a l reaource expenditures that might be 

4 equir'ftd to atrange /ard operations in such a way aii to 

5 allow two r a i l r o a d s to operate in the same yard. So 

6 lhat there ate c o s t s . 

7 HHm^ understand you're t a l k i n g cbout costs ^nc 

8 resources that the appli'^anto are going to b^ar. but w 

9 do you think i t i s c o s t l y from the public i n t e r e s t 

10 standpoint? Thet i s my question. 

11 A Well, any r e a l resource expendltu e i s an 

12 expenditure of s o c i e t y ' s resources, ana to the extent 

I'l those could be more product'vely employed in sr we 

14 a l t e r n a t i v e use, . t ' s a s o c i a l c o s t . So i f you could 

15 run an e f f i c i e n t yard operation with one r a i l r o a d for 

lo le-s'J t o t a l resoutcw cost than you could tun that same 

17 yard operation with two r a i l r o a d s moving t'leit switch 

18 engines a-ound in t i e y a t d , thete i s «o.ue incteroental 

• o c i a l cost a s a o c i a i e d with that ar r angem.int. There's a 

20 queation whether tne benetl.^ confe.red by the 

21 attangement outweigh the coct, but there s u r e l y i s aome 

22 a d d i t i o n a l s o c i a l c o f t in the use o£ trackage r i g h t s . 

23 Q At the top of page 2! you't« t a l k i n g mout 

24 these buidens. You say, "Even i f the iandiucU were 

25 i;ully compensated," evttra resources coula be more 

ALDEP)VON RSl Ckl iNO COMI ..NY f i i . . 

20 f ST N W WA-iHiri '.TON OC 20001 '?02; 628 -9300 
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p r o d u c t i v e l y employed elsewhere. When you say "Euen i f 

the l«n.Uord wet« r . i l l y compensated," i take i t you're 

say i n g the l a n d l o r d should be f u l l • compensated f o t 

these a d d i t i o n a l burdens? 

A I'm not t e a l l y making t h a t p o i n t h e r e , 

a l t h o u g h I don't d i s a g r e e w i t h you on t h a t p o i n t . The 

p o i n t I'm making i s p r e c i s e l y t h i s p o i n t about p r i v a t e 

and s o c i a l c o s t s here; t h a t even i f a l l of the p r i v a t e 

c o s t s were covered f o r the i'andlord, t h e r e would s t i l l 

be some s o c i a l c o s t s a t t e n d a n t t o the e x t e n t t h a t e x t r a 

r e s o u t c e s are us«»d t h a t c o u l d be used elsewhere. 

Q But you wouldn't d i s a g r e e w i t h the p r o p o s i t i o n 

t h a t tbe l a n d l o r d ought t o be f u l l y compensated t o r 

whatever tnoae a d d i t i o n a l burdens of cost are? 

A I have been through t h a t a l s o i n p r e v i o u s 

t e s t i m o n y and, p r o v i d e d you get the d e f i n i t i o n s r i g h t , 

once a g a i n , I b e l i e v e the l a n d l o r d should be f u l l y 

compe.nsated. F u l l compensation, however, does not imp. y 

compensation f o r the l o s t monopcly p r o f i t s which 

t t a c k a g e r i g h t s are addressed t o remedy. 

q I f such monopoly p r o f i t s e x i s t . 

A That's r i g h t . 

Q You ha%en't i d e n t i f i e d a s i n g l e p l a c e , nave 

you, a s i n g l e area of the merged c a r r i e r or a s i n g l e 

s h i p p e r who would be payiny monopoly p r o f i t s t o the 
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merged companies, have you, in your cstimcny? 

A I haven't i d e n t i f i e d ,i s i n g l e shipper. 

Q A single group of shippers? 

A I have i d e n t i f i e d a group of commodities in a 

p a r t i c u l a r geographic region that would be subjec t to 

s u b s t a n t i a l market power 

Q Market power but not monopoly power. I wart 

to come back to the d i s t i n c t i o n you made e a r l i e r in yo>ir 

testimony. I agree with you that you have ass e r t e d 

s i t u a t i o n s where there would be increased market power, 

but I want the record to be c l e a r that you haven't 

i d e n t i f i e d a p a r t i c u l a r segment of the r a i l r o a d or a 

p a r t i c u l a r category of shippers w j would be paying 

monopoly p r o f i t s to the merged c a r r i e r ; i s n ' t that 

cor r e c t ? 

A I have not shown or studied in p a r t i c u l a r the 

question of whet.»er the c o n t r i b u t i o n to the o v e r a l l 

earnings of t h i s system from having ei^sent i a l l y a 

r a i l r o a d monopoly of Southern Corridor t r a n s p o r t a t i o n 

would be enough to make the o v e r a l l earnings of thi.-

firm in excess of adequate revenues. But that i s -- I 

believe that such s u b s t a n t i a l matket power with such a 

large geographic area for such a large group of 

commodities e s s e n t i a l l y as I have shown here, what 

appears to be about 80 percent of the r a i l t r a f f i c base 

ALDERSON RtPORTING COMPANY, INC. 
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a x.ne Southern Corridor s u b j e c t to ftubstuntiai 

increases in r a t e s , then in my opinion that i s vrry 

l i k e l y to lead to o v e r a l l earnings for the system in 

excess of competitive r e t u r n s . 

Q That i s an opinion tha'-. you have expressed, 

but nowhere in your testimony -- would you point to me a 

p a r t i c u l a r place in your testimony or any of the 

appendices t J your testimony where you have studied what 

the p r o f i t s would be of the merged c a r r i e r on any part 

of the system in r e l a t i o n s h i p to the cost of c a p i t a l ? 

A I cannot point to that. I have pointed to the 

severe anticompetitive e f f e c t s of the merger, and to 

complete the balancing t e s t requited fot the Commission, 

I suppose i t would je d e s i t a b l e to see -- to make some 

pr o j e c t i o n s a b ^ i t t a t e s , but I have not done that. 

Q I don't mean to atgue with you, Piofessot 

Levin, but e a r l i e r you said that a competitor i i a 

competitive market i s e n t i t l e d to earn a competitive 

return, i s he not? He's e n t i t l e d to earn h i s cost of 

c a p i t a l . He's not a monopolist unless he exceeds h i s 

co s t of c a p i t a l , i s he? 

A I'm not sure what you mean by e n t i t l e d to. I 

can imagine competitors who operate i n e f f i c i e n t l y , and 

they have not rig h t to --

Q He's e n t i t l e d to t r y . You can't c a l l ^im a 

ALDERSON REPORTING COMPANY INC. 
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monopolist so long as he nasn't earned r e t u r n s t h a t 

exceed the c o m p e t i t i v e l e v e l ; t h a t i s t o say, the 

c u r r e n t c o s t o f c a p i t a l . 

A Yes, b u t , you know, we have a n t i t r u s t laws i n 

t h i s c o u n t r y , and t h t purpose of those laws i p 

e s s e n t i a l l y t o r<.gulate the e x t e n t t o which f i r m s can --

do, i n f a c t , compete. T y p i c a l l y speaking, we don't 

a l l o w i n the g a n e r a l economy mergers i n a market where 

t h e r e are o n l y two f i r m s t o merge, t o monopolize the': 

market And t h i s i s a case of t h a t happen] 

I t seems t o me t h a t the f a c t t h a t 'l¥i'Two' 

r a i l r o a d s are e s s e n t i a l l y over a l a r g e p a r t o f the 

United States goi.-ig t o c r e a t e on'^ r a i l r o a d i s a very 

s t r o n g argument t h a t the l o s s i n c o m p e t i t i o n i s very 

severe, 

Q You say i t ' s a case of t h a t happe"! .g, and 

t h a t " t h a t " i s m o n o p o l i z a t i o n , and y e t I keep coming 

back v.c i t . Can you show me any place i n your testimDny 

where you can i d e n t i f y a s i n g l e segment of e i t h e r the 

e x i s t i n g r a i l r o a d s or where you b e l i e v e a segment of the 

merged r i i l r o a d would earn p r o f i t s i n excess of a 

c o m p e t i t i v e l e v e l ? 

A 1 keep being t r o u b l e d by your use or " s i n g l e 

segment" i n t h a t q u e s t i o n , because I have i d e n t i f i e d a 

number of segments where t h e r e i s scope f o r very 

ALDERSON REPORTING COMPANY, INC. 
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s u b s t a n t i a l margins o t nVHTWls over v a r i a b l e c o s t s , and 

1 have i d e n t i f i e d those i n che test i m o n y -- tne chemical 

t r a f f i c t h a t f l o w s from the Gulf Coast t o C a l i f o r n i a 

being perhaps the most s u b s t a n t i a l example of scope f o r 

very l a r g e r a t e inc.oases. But I have not q u a n t i f i e d 

tho o v e r a l l c o n t r i i i u t i o n t o p r o f i t t h a t t h a t t r a f f i c 

would b r i n g . 

Q And hav ing not q u a n t i f i e d i t , you can't say 

today here t h a t a f t e r the merger, i f t h e r e a te no 

^ H J i . i . k. L I I 

IBP 

°^^^^ti|^s, t h a t the merged c a r r i e r would i n f a c t be 

e a r n i n g monopoly p r o f i t s on t r a f t i - over t he Southern 

C o r r i d o r , can you? That's my j n l y q u e s t i o n . '^WHr^ 

Q W e l l , I have some experience l o o k i n g a t these 

problems, and I wouldn't say i n an u n q u a l i f i e d way, as 

you j u s t s a i d , t h a t I can't say. I b e l i e v e I can 

t e s t i f y on the b a s i s o f the o p i n i o n s t h a t I have of the 

r a i l r o a d system as a whole t h a t t h i s i f . a l o t of 

t r a f f i c . A l o t of i t i s p o t e n t i a l l y q u i t e l u c r a t i v e 

t r a f f i i because i t ' s not i n t e r m o d a l l y c o m p e t i t i v e . And 

in my o p i n i o n t h e r e would be a very s u b s t a n t i a l incre<se 

i n c o n t r i b u t i o n . C e r t a i n l y i t would be a b e t t e r f i r s t 

guess t o say t h f t t h e r e would be a very s u b s t a n t i a l 

increase i n the b o t t o r l i n e e a r n i n g s o f t h i s r a i l r o a d , 

of the Santa Fe-Southern P a c i f i c , over and above the 

cos t savings than i t i s t o submit, as the Santa 

ALDERSON REPORTING COMPANY, INC 
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Fe-Southern P a c i f i c d i d , pro formaa which r e f l e c t no 

r a t e increas:.s. 

Q Let me t r y i t one more t i m e . I'm not asking 

you about whether t h e r e w i l l be an i n c r e a s e . I'm asking 

w h i t h e r you have done a study basc^d ipon which you can 

t e s t i f y t o t h i s Commission t h a t whatever t h a t increase 

i s , i t w i l l be s u f f i c i e n t t o produce monopoly p r o f i t s 

f o r the merged c a r r i e r s over the Southern C o r r i d o r . 

A I have not done a s t u d y . 

Q On page 23 you say, a t the top o i the page, 

t h a t you b e l i e v e t h a t the Union P a c i f i c ' s proposals 

might cause the two a p p l i c a n t s t o abandon t h e i r merger 

p l a n s . Do you see t h a t testimony? 

A Yes. From the bottom o i 22 and the top o' 

page 23? 

Q Ye.<̂ . Would you e x p l a i n the b a s i s f o r t h a t 

l i n k ? 

A I t h i n k tne b a s i s f o t t h a t b e l i e f i s l a i d o u t 

hete i n the sens** I t h i n k t h e t e ate two s u b s t a n t i a l 

ptoblems w i t h the UP a p p l i c a t i o n t e l a t i v e t o the KCS 

a p p l i c a t i o n . One i s because i t s lon^i h a u l trackage 

r i g h t s and because of the a*"tendant c o s t a s s o c i a t e d w i t h 

t h o s e , I b e l i e v e t h a t they w i l l -- t h a t the c o s t savings 

t h a t are p r o j e c t e d by the a p p ] i c a n t s w i l l be somewhat 

a t t e n u a t e d , perhaps s e v e r e l y a t t e n u a t e d , by the UP's 

ALDERSON REPORTING COMPANY. INC, 
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presence o f I t s Ky«̂ '̂lll. t l , . i t .-.n tv.r •-•^.fit Bavings 

Hide, t h e r e would be a r e d u c t i o n i n c o s t s a v i n g s . And 

then on the revenue g e n e r a t i n g s i d e I be.'.ieve t h a t the 

Union P a c i f i c , which i s a s t r o n g r a i l r o a d w i t h a s t r o n g 

f o o t h o l d a l r e a d y i n the C a l i f o r n i a market, s e r v i n g m?ny 

of the same sh i p p e r s t h a t are served i n the So.ithern 

C o r r i d o r , a l t h o u g h s e r v i n g them t o d i f f e r e n t 

d e s t i n a t i o n s , both a t the east end, t h t chemica'. t r a f f i c 

on the Gulf Coast, and a t che western end, o f course i n 

the Los Angeles ai >>a and he Bay area , s e r v i n g those 

s h i p p e r s i n terms of t h e i r t r a n s c o n t i n e n t a l C e n t r a l 

C c t t i d o r t r a f f i c , T b e l i e v e t h a t the UP would be aSflHI; 

e s s e n t i a l l y a much more a g g r e s s i v e and much s t r o n g e r 

c o m p e t i t o r and i n t h a t sense tend t o take away a g.eater 

f r a c t i o n of the t r a f f i c base from the Southern 

P a c i f i c - S a n t a Fe and, htnce, be a much more s e r i o u s 

t h r e a t t o the f i n a n c i a l v i a b i l i t y o f the e n t i t y than 

Q As a r e s u l t of t h a t what you're saying i s t h a t 

i f the UP's proposals were g r a n t e d i n s u b s t a n t i a l p a r t , 

you t h i n k t h a t the a p p l i c a n t s might w e l l be advised t o 

c a l l i t o f t ? 

A W i l l , i f I look a t i t from Santa Fe's 

p e r s p e c t i v e , I ask would I r a t h e r be competing w i t h the 

Southern P a c i f i c or t i i e Union P a c i f i c , and ray answer 

ALDERSON REPORTING COMPANV, INC. 
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w e l l be the nnion P a c i f i c w o r r i e s me because thf»y 

are i very s t r o n g , very w e l l managed t a i l t o a d . 

Q I wasn't asking yoi- t o make t h a t compatison. 

What I was askini^ you i s t h a t i f you wete a d v i s i n g the 

Santa Fe, i n yout b*>st economic judgment do you t h i n k 

t h a t i f the UP p t o p o s a l s wete g r a n t e d i n s u b s t a n t i a l 

I j a r t , you might v e t y w e l l advise the metged c a t t i e t s t o 

c a l l i t o f f t a t h e t t l i a n go fotwardv ^ 

A I might. That would have t o be s t u d i e d from 

the atAjjidpoint o f -- from a s t a n d p o i n - which I have not 

a t u o W ^ ^ h e q u e s t i o n . But i t i s p o s s i b l e . 

MR. MARTIN: Ju s t a minute. Your Honot? 

JUDGE HOPKINS: S u t e l y . 

(Pause . ) 

BY MR. MARTIN: (Resuming) 

Q Okay. I would now ask you t o t u t n t o yout 

second v e t i f i e d statement t h a t i s coi.rained i i KCS-14, 

dated Nw»embet the 21st. Okay. The f i t s t s e c t i o n of 

the t e x t of yout KCS-14, a f - e t we get past the 

i n t t o d a c t i o n , has t o do w i t h matket d e f i n i t i c n , s t a r t i n g 

a t page I . 1 want t o ask you about a statement t h a t you 

make on page 3, e i g h t ot nine l i n e s down, the sentence 

tha s t a t t s , "A s u b s t a n t i a l body of economettic evidence, 

howevet, c o n s i s t e n t l y s u p p o t t s the view t h a t the s e t v i c e 

o f t e t e d by competing mooes does n o t , f j - nany p t o d u c t s 

ALDERSON REPORTING COMPANY, INC. 
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shipped over long d i s t a n c e s , p t o v i d e a c l o s e s u b s t i t u t e 

f o r r a i l trai.spor t a t i o n . " 

Do you see t h a t sentence? 

A Yes, 1 do. 

Q Now, wouldn't you agree, though, t h a t f o t some 

p r o d u c t s , competing modes can be c l o s e s u b s t i t u t e s f o t 

r a i l over long d i s t a n c e s ? 

A Yes, "I would agtee. 

Q Wouldn't you a l s o agtee t h a t f o t other 

pro(lL;."ts, competing modes can be a c l o s e s u b s t i t u t e over 

s h o r t e r d i s t a n c e s ? 

A Sure, that's tr-ie. .^j^ 

Q Now, i n the next paragraph a t the be g i n n i n g 

you say, "The e x t e n t o f i n t e r m o d a l c o m p e t i t i o n i s q u i t e 

o f t e n r e l e v a n t t o d e f i n i n v j a market." I s n ' t t h a t 

another way of saying t h a t oJlten r a i l and motor c a r t i e t s 

are p a t t of the same 11 ans ^^ot t a t i c n matket? 

A I would say o f t e n they a t e . 

Q And where t-iiat i s so, and the Com.'̂ j J i o n 

should not exclude ftom i t s c o n s i d e t a t i o n o t the matket 

motot c o m p e t i t i o n whete i t i s so. 

A I f one uses t h e st a n d a t d c i i t e t i o n l i k e the 

J u s t i c e Depattment's 5 p e t c e n t t e s t , t h e t e a te going t o 

be cases whete t t u c k and t a i l by t h a t te«t would be i n 

the same mat ke t 

; .DERSON REPORTING COMPANV, INC. 
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Q On page 4, f o r example, the t o p of the page, 

?bout the t h i r d sentence, you say, "Truck i s a c l o s e 

s u b s c i t u t e f o r r a i l i n the long h a u l t r a n s p o r t of 

produce, but a l e s s c l o s e s u b s t i t u t e i n ot h e r areas." 

Do you see t h a t ? 

A muK/mm 
ijipmp^ Ml. ̂ pmmtmmmmw 

Q You're not suggesting t h a t produce i s the o n l y 

commodity where t a i l and t r u c k s are c l o s e s u b s t i t u t e s ? 

A No. This i s an example. 

Q On page 5 i n the f i r s t f u l l sentence vou say 

-mmt 
t h a t source c o m p e t i t i o n may sometir.es " p r o v l a | ^ ^ H k a b l e 

and r e l a t i v e l y e f f i c i e n t r e s u l t s . " By t h a t I gather 

t h a t you mean c o n s t r a i n r a i l r o a d p r i c i n g , t r u e * 

A I t h i n k t h e r e are two q u e s t i o n s t h e r e . I do 

mean th - \ t workable and r e l a t i v e l y e f f i c i e n t means would 

c o n s t r a i n r a i l r o a d p r i c i n g . l | | P i | | B i H H P 

Q And where t h a t i s so, then source c o m p e t i t i o n , 

I take i t , would have ;o be taken i n t o account as p a r t 

ot the assessment c the i i a r k e t , would i t not? 

A I n those cases, yes. 

Q Let me ask you t o f l i p over now t o page 13. 

At the bottom of page 12 and on 13 you are r e f e r r i n g now 

to feconometric l i t e r a t u r e on t r u c k - r a i o . 

s u b s t i t u t a b i l i t y , Do you see t h a t d i s c u s r i o n i n the 

bottom paragraph on 12 and 13 and on beyond t h a t ? ALDERSON REPORTING COMPANV, INC. 

20 F ST., N.W., WASHINGTON, D C. 20001 (202) 628-9300 
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A That's r i g h t . 

Q At the bottom of page 13 a couple o f l i n e s up 

from the bottom you say t h a t these econom.etrir s t u d i e s 

show t h a t over the most r e l e v a n t ranges of modal 

a t t r i b u t e s , the e l a s t i c i t y of demand f o r r a i l i s 

r e l a t i v e l y low. For most ccmmodities, and e s p e c i a l l y 

f o r longer h a u l s , the e l a s t i c i t y o f demand f o r r a i l i s 

le s s than one. 

Do you see t l i a t ? 

A That's r i g h t ^ ^ ^ ^ ^ 

Q Are these Econometric s t u d i e s upon which t h i s 

c o n c l u s i o n i s founded based on data from the 

post-Staggers Act p e r i o d , t h a t i s , post-1980V 

A No. U n f o r t u n a t e l y , data a v a i l a b i l i t y lagi^ 

r a t h e r c o n s i d e r a b l y i n t h i s p a r t o f the government. So, 

f o r example, the cennus of t r a n s p o r t a t i o n , the most 

recen t one a v a i l a b l e i s 1977, and the most recent 

s t u d i e s use t h a t data. |JH||| 

Q So the data t h a t you're r e f e r r i n g t o i n these 

econometric s t u d i e s goes back t o the 1977 p e r i o d r a t h e r 

than the post-1980 period? 

A Yes. Various sources of data havii been used 

i n these s t u d i e s , some from '77, some e a r l i e r , but 

mostly i n the '70s. 

Q Thank you. 

ALOERSON REPORTING COMPANV INC. 

20 f ST., N.W., WASHINGTON, DC, 20001 (202) 628-9300 
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On page 14 i n the f i i s t f u l l 

e x p l a i n t h a t tne economic textbooKS t e l l us t h a t whan 

the e l a s t i c i t y of demand -.n a p a r t i c u l a r markat i s l e s s 

t h i n one, a monopolist would always have the i n c e n t i v e 

tw r a i s e p r i c e . Do you see t h e t ? 

A Yes, lis 

Q Wliy haven't the r a i l r o a d s r a i s e d t h e i r p r i c e s 

t o the l e v e l where they c o u l d earn m o n o p o l i s t i c p r o f i t s 

i f the e l a s t i c i t y of demand i s so f r e q i e n t l y l e s s tnan 

o n e ? , î,«i.„..̂ii«,. 

A Because c f i e T s t i f f f l ^ r says a monopo l i i i ^ would 

have the i n c e n t i v e t o r a i s s p r i c e . I f you have -- i f 

you are i n a s i t u a t i o n where the market e l a s t i c i t y o f 

demand f o r t a i l s e r v i c e s i s below one, but you have 

c o m p e t i t i o n among two, cr thr«e, ot f o u r c a r r i e r s , t h e r e 

i s no p r e d i c t i o n i n t h a t case t h a t th« p t i c e would 

neceL^-satily 90 up. 

The p o i n t i s i f you take i . duopoly s i t u a t i o r . 

i n » market w i t h e l a s t i c i t i e s below one, one p r e d i c t i o n 

t h a t you can make i s t h a t when you merge and the r e ' s 

only one c a r r i e r i n the market, p r i c e s w i l l r i s e t o the 

e l a s t i c range of t e demand c u r v e . 

Q I n ot h e r >'ords, where y o j r e a l l y hcve t,onopoiy 

powet you would r a i s e your p r i c e s ? 

A No. Market powet i n t n i s sense, i f we'.''e 

ALDERSON RtPORTING COMPANY INC. 

20 f ST.. N.W., WASHINGTON, D C 20001 202; 628 9300 
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1 going to d i s t i n g u i s h the tetm: You would t a i s e the 

2 p r i c e s in t h i s p a t t i c u l A t matket whete you hive some 

3 p e r c e p t i b l e powet ovet p t i c e in that matket. 

4 Q Can one inf.Jr trom the aosence of monopoly of 

5 p r o f i t s , i f i t could be shown that r a i l r o a d s today are 

6 not earning monopoly p r o f i t s in any s i g n i f i c a n t markets, 

7 could one inf e r anything about the e l a s t i c i t y of demand 

8 in those -.ark^ta? 

9 A No, not d i r e c t l y , because there i s intrasiodal 

10 competition in a very large number of r a i l r o a d markets. 

11 Q So you're t a l k i n g now about e l a s t i c i t y of 

12 demand for r a i l r o a d s e r v i c e in general rather than the 

13 p a r t i c u l a r r a i l r o a d s e r v i c e ? l||||Jp 

14 A Rather than the s e r v i c e s of a sin g l e r a i l r o a d , 

15 yes. We're t a l k i n g about in a market which we define as 

16 some product within a geographiv area, we are measuring 

17 now the e l a s t i c i t y of demand for that product. I f there 

18 are two firms competing, the e l a s t i c i t y of demand that 

19 i s perceived by a s i n g l e firm i s going to be much higher 

20 than the e l a s t i c i t y of demand that p r e v a i l s in the 

21 market. 

22 Q You are not here saying that because the 

23 e l a s t i c i t y of demand for r a i l s e r v i c e i s l e s s than one, 

24 therefore, there are any p a r t i c u l a r r a i l r o a d 

25 monopolists, are you? 

ALDERSON REPORTING COMPANY INC. 

20 F ST., N.W.. WASHINGTON, D C, 20001 ,207 628 O.-'-OO 
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A No. Quite the opposite. The inference, which 

i s a l e g i t i r a t e inference, i s that in such markets with 

the e l a s t i c i t y l e s s than one, i f you were to create a 

r a i l r o a d monopolist, you would find p r i c e s rit;ing to the 

e l a s t i c range, and i f you look at data -- i f data wete 

a v a i l a b l e at a s u f f i c i e n t l y disaggtegated l e v e l that we 

could look at and estimate e l a s t i c i t y of demand in 

p a r t i c u l a r captive markets, I would be w i l l i n g to -- I 

would be very s u r p r i s e d i f one didn't f i n d that the 

e l a s t i c i t y of demand turned out to be greater than one, 

Q Let's talk about the d i s a g g r e g a b i I i t y or l e v e l 

of aggregation of the data. On page 15 you say that the 

estimates of demand e l a s t i c i t y are not based on, as I 

read i t , are not based on data for the t r a n s c o n t i n e n t a l 

Southern Corridor, 

Are the data upon which these estimates are 

based national data? 

» 
ALDTRSON REPORTING COMPANY INC, 
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