


BEFORE THE
INTERSTATE COMMERCE COMM1SSION
X
In the Matter of:
SANTA & SOUTHERN PACIFIC CORPORATION Finance Docket
== CONTROL -~ 30400 et al.

SOUTHERN PACIFIC TRANSPORTATION

COMPANY

Hearing Room A
12th & Constitution, N.W.
washington, D.C.

Monday, January 14, 1985

The hearing in the above-entitled matter was

convened, pursuant to notice, at 9:00 a.m.
BEFORE:
JAMES E. HOPKINS,

Administrative Law Judge

ALDERSON REPORTING COMPANY. INC

N.W., WASHINGTON, D.C




APPEARANCES:

As Heretofore Noted

ALDERSON REPORTING COMPANY

20 F ST.. NW., WASHINGTON, D.C. 20001




CONTENTES

WITNESS DIRECT CROSS REDIRECT RECROSS

C. H. Darnell, Jr.
By Mr. White 6944
By Mr. Blaszak 6946
By Mr. White 6954
By Mr, Blaszak

Richard C. Levin
By Mr. Raker
By Mr. Martin
By Mr. Ratner
By Mr. Rak-=r

Paul F. Richardson
By Mr. Raker 7122
By Mr. Hynes 7124

2L IBITE

NUMBER IDEN™IFIED RECEIVED
SFSP-C-89 7159

SFSP-C-90 7162




PEOC
JUDGE HOPKINS: Let's go back on the record.
Mr. hite, would you call your next witness?
MR, WHITE: Mr. Darnell, please.
Whereupon,
C. H. DARNELL, JR.

was called as a witness in the abocve-entiled by counsel

for Texas Mexican Railway Company and, having first been

duly sworn by the Administrative Law Judge, was examined
and testified as fcllows:
DIRECT EXAMINATION
BY MR, WHITE:

Q Mr. Darnell, would you, since you hav: not
sxepared a verified statement in this case, take a
moment and tell us your title, your educational
background, and your employment history at the Texas
Mexican Railway.

IS My name is C. H. Darnell, Jr. I an. President
and Chief Operating Officer of the Texas Mexican Railway
Company, with headquarters at Laredo, Texas. I've been
employed by the Tex Mex Railway since 1950.

As my background, 1 am a civil engineer,
graduate from Texas A&M University. I began my
employment with the railrocad as a d~raftsman and

instrument man in the engineering department in 1950,
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January.
] was promoted in 1954 to Assistant Chief

Engineer; subseguently, to Engineer, Maintenance of Way;
Chief Engineer in 1964; in 1970, V. P. of Operations and
Chief Engineer; later on, Executiv~ Vice President; in
1982, President and Chief Operating Officer.

N f$ir, you ars » member ot the board of
directors?

A Also a member of the board of directors. am
a registered professional engineer in the State of Texas
and a registerd public surveyor in the State of Tecxas.

Q Sir, 34id you have occasion to study the

verified statement prepared by Mr. Martinez?

A Yes.

Q Did you aliso, in preparatioa for today's
hearing, study his work papers?

A Yes.

Q Dc you adopt thm verified statement prepared
by Mr. Martinez?

A Yes.

Q Is it true and accurate, to ithe best of your
knowledge and belicf?

A

You may cross—-examine.

CRUOSS EXAMINATION
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BY MR. BLASZAK:

Q Good morning, M:. Darnell., My name is Mike
Blaszak; I work for the Santa Fe, and I represent the
Applicants.

I've got just a few questions which all

concern Mr. Martinez's verified statement which is

subtitled "Operational Data."™ I think that is just what

you were referring to.

A Yes, sir.

Q Mr. Martinez said on page 1 of his testimony
that the Texas Mexican has all necessary refources to
commence trackage rights.

How many locomotives does Texas Mexican have
available for this purpose?

A For this purpose? We have a tot.l of 16,
three of which are used in Laredo Yard, three in Corpus
Christi Yard, and the rest in road service. We have a

new one on order to receive in May of this year, and

that would be a total of 17.
1 think we have enough to take care of it.

Q Would Texas Mexican offer its present service

following acquisition of trackage rights f they were
awarded?
A No .

Q Would you tel
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service is right now:

A Our service between Laredo and Corpus

Christi?

Q Yes, sir.

A We run one train  day each day, six days @&
week. And that is more c¢r less the whole thing. And on
the weekends, we run one out on Saturday, tw2 on
Saturday, excuse me, and one coming back% on Sunday.

On Monday, we only run out tcowards Corpus out
of Laredo.

Q Where do you have the switchk engines assigned?

A In Laredo and in Corpus Christi.

Q So it's yovr opinion that Texas Mexican has
sufficient power at this time to ~--

A Yes, sir.

Q Were you here when Mr. Ramos testified on
Fridav?

A About . alf an hour of .t. I had to catch a

Q Mr. Ramos said at some point that two to three
more creve would have to be hired by the Texas Mexican
ir order to protect the trackage rights operation. Do
you agree with that assessment?

A iv's very possible. We hope to make it with

two, but if it's necessary, we have the people in
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involved.

Q

You say you have the people? Are those

furloughed Texas Mexican employees?

A

Q

Yes.

Going to page 2 of the statement, Mr. Martinez

said that the schedule of a train going from Corpus

Christi to San Antonio one day and returnin¢ upon the

crew's rest is projected for six days a week.

Do you know whether that projection was for

six trains in ea.h direction or for three ronds trips

with six trains total?

A
Q

A

Q

Six trains total.
So it would be three round tiips?
Yes.

Have you, or do you know if Mr. Martinez has

calculated a projected average size for this train?

A

Q

A

Q

Yes. According to his work papers, he did.
What is that size?
Twenty cars.

Does the plan contemplate the Texas Mexican's

crews will be able to get over the trackage rights line

and perform necessary terminal work at San 2Antonio

within 12

hours, or do you propose to Love Southern

Pacific perform ~- or Santa Fe Southern Pacific perform

certain terminal work?
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y ] We propuse to hbave Santa Fe Suvuthern Pacliic
prrposal to dc the terminal services in San Antonio.

Q So your crew's work would be limited to
cutting off the train and putting the engines in the
houe?

A Yes.

Q Mr. Darnell, have you observed the condition
of Southern Pacific's line between San Antonio andé
Sinton?

A No, T didn't. No, I have not.

Q Were you here when Mr. Ramos testified
concerning the condition ~f that line?

A No.

Q Are you aware there are numerous
l0-mile~an~hour slow orders on this line?

A Yes.

Q Do you have any idea what the extent of those
slow orders is?

A Not at this moment; no, sir.

Q Do you know how many trains the Southern
Pacific presently operates over this line?

A One a day.

Q There is a statement on page 2 of the
operational data, which is page 19 of the filing, to the

effect that traffic vover this line -~ I believe the line
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teferzed tc as Corpus Christi to Ban Antonio -- is eof

light density. Herce, no signficant scheduling problems

are anticipted.
Do you see that?

A Yes, sir.

Q Do you hapr.en to know -- well, let me ask you
ficst, do you think ‘‘he statement applies both to the
Southern Pacific and toc the Missouri Pacific line
between Sinton and Corpus Christi, or just to the
Scuthern Pacific, or what is your understanding of that?

A That statement, as I understand it, applies
only tc the trackage between San Antonio ond Sinton.
The SP runs another train out of Victoria into Corpus
which doer not traverse its track.

Q §0 you wouldn't agree that the railroad
between Sinton and Corpus Christi is a light density
line?

A Relatively speaking. it is. Missouri Paciic
runs the train today in and out. The SP runs one in and
out.

Q out, do you mean in and out of Corpus
Christi?

A Yes.

Q Do you know how many the Missouri Pacific

operat:>s between Sinton and Odem?
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Noe, I do not.

Do you think it's more than one a day?

A Oh, yes.

Q We discussed a coupl: of minutes ago, the
Applicants providing terminal services for Texas Mexican
trains if the track.ge rights are awarded.

Can you tell me what terminal services Texas
Mexican would reguire at San Antonio, and go through it
in some detail?

A Upon arrival, depending on whether we house
the engines or not, the 8P would do that for us. They
would service the engines. We don't think they would
have any need for fueling because we can make a round
trip with the internal fuel.

They vwould have to see that the water cooler
is relatively clean and %o forth, and maybe the daily
inspection of the enygine.

Q Dues Texas Mexican contemplate cperation of
cabooses, or do you contemplate operating without
cabooses?

A We will operate with cabooses.

& And the same services would we required for
cabooses, I take it?

A Yes.

Q How about switching and cliassification of
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cars? What did you have in mind there? Would the train
come blocked to San Zatonio, 2z woull SPLF have to
switch it?

A We could block it out of Corpus or -- well, it

would probably be just Katy deliveries anyway.

Q You don't believe that you wouvld be hand’ing
any interchange for the Missouri Pacific or for cars for
local induastries in San Antonio?

A That's problemmatical. We migat or might not,
depcndang on wnat the intercheag

Q Do you happen to know whethery, foyr the purpose
of completing the Texas Mexican's rinancial exhinits,
Mr. Martinez made any assumption concerning the ievel of
trackage rights charges which SPSF would impose on the
Texas Mexican, were these rates awvarded?

A I think his work papers reflect 87 & trein

Q Would that be just for operation over the
line, or would you think that would incluce the terminal
servires at San Antopnio?

I3 It would nct 1,7lud: “erminal services;:; no.

Q Were any assun_%ions made ccnce.ning the
charge that SPSF would make for terminal services at San
Antonio?

A Not in his work papers, no.
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Q How would the Texas Mexican perform agency

services at San Antonio?

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

services in San Antonio. 1It's just an interchange

point.

Q Would Texas Mexican rely on SPSF to perform
initial terminal inspections of southbound trains to San
Antonio?

A Yes.

Q Would it rely on SPSF to repair light and
heavy bad order cars?

A Yes.

Q Would it rely on SPSF for any sort of freight
claim or loss and damage service?

A That's handled by the destination carrier. 1If
it's determined before it comes to us, then SP would
handle it. It's handled by the destination carrier.

MR. BLASZAK: Thank you, Mr. Darnell. That's
all I have.

JUDGE HOPKINS: Mr. Delaney?

BY MR. DELANEY:

Q For the record, my name is John Delaney.
represent the Railway Labor Executives Association.

Mr. Darnell, if I could ask you just to focus

on San Antonio Yard. Do you presently have any
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employees there?

A Nno.

Q Do you plan on having any employees there?

A No.

Q Do you anticipate the diversion of traffic
from Southern Pacific to mean less work for Southern
Pacific employees?

A I have no idea what that would represent.

Q You haven't performed any studies to that
effect?

A No.

MR. DELANEY: That's all I have, Your Honor.
JUDGE HOPKINS: Thank you.
Mr. White?

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

REDIRECT EXAMINATION

BY MR. WHITE:
Q Mr. Darnell, you were asked if you are

familiar with Mr. Martinez's calculations of the cars to

move on the trains running under trackage rights, and

you answered 20 cars.

Is it your understanding, sir, that is a

startup estimate?

A Oh, yes. That was a sample that apparently

ALDERSON REPORTING COMPANY, INC

20 F ST, NW., WASHINGTON, D.C. 20001 202) 628-9300




Mr. Martinez took trom some Of our waybill abstracts to
get an idea of what the traffic was that was available
now during this l0-month study.

We expect to improve on that considerably.

MR. WHITE: That's all I have, Your Honor.

JUDGE HOPKINS: BAnything further?

MR. BLASZAK: Just one more.

RECROSS EXAMINATION

BY MR. BLASZAK:

Q Mr. Darnell, dr. you have any idea what the
ultimate traffic handled by these trains would be after
the trackage rights are operating for a while?

A According to Mr. Martinez's figures, something
around 50 cars. t may be more or less.

) You don't anticipate that it would exceed it

to the point where you would need two trains a day or

increase your frequency of service?

A We hope it does.

Q But right now, you don't see it?
At this moment, no.
MR. BLASZAK: That's all I have, Your Honor.

JUDGE HOPKINS: Is that all, Mr. White?

MR. WHIYE: That's all, Your Bonor.

Your Honor, I move the admission of Mr.

Martinez's verified statement.
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JUDGE HOPKINS: Any objection?

MR. BLASZAK: 1 have no objection, Your Honor.

JUDGE HOPKINS: It will be received.

MR. WHITE: And, Your Honor, I also move the
admission of the verified statements of Professor
Corrada-Brave and Mr. Solis.

JUDGE HOPKINS: any objection?

MR. BLASZAK: No objection.

JUDGE HOPKINS: They will be received in
eviden~e. The exhibits, et cetera, of the Texas Mexican
Railroad will therefore be received in evidence.

JUDGE HOPKINS: Off the record a minute

(Discussion off the record.)

JUDGE HOPKINS: Back on the record.

MR. RAKER: Your Honor, KCS calls as its first
witness, Richard C. Levin.

Whereupon,
RICHARD C. LEVIN

was called as a witness in the above-entitled case by
counsel for the KCS Railway and, having first been duly
sworn by the Administrative Law Judge, was exawined and
testified as follows:

DIRECT EXAMINATION

BY MR. RAKER:

Please state your name and business address.
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A I am Richard C. Levin, and my business address
is 37 Hillhouse Avenue, New Haven, Connecticut.

Q And what is your occupation?

A I'm a professo. of economics and management at
Yale University.

Q And, Professor Levin, have you submitted two

verified statements in these proceedings?

A Yes, I have.

Q Is one of those verified statements contained
in the volume designated KCS-147?

A Yes, it is.

Q And is that the verified sta“ement which
indicates that it was verified by you on November 15,
19847

A Yes, that's correct.

Q And have you previously submitted corrections
to that verified statement, which corrections are set
forth in KCS-167

A Yes, that's right.

Q Do you have any further corrections or other
modifications which you wish to make at this time?

A I have one correction on page 35 of my
verified statement. In the fourth line from the bottom
of th. page, strike the vords "canned gcods and wine."

After the words "paper products," insert a comma and an
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Insert a period on the next line after
"petroleum products," and strike "and assembled motor
vehicles."

Q Would you read the full sentence as you wish
to have it corrected to read?

A Yes. "Among the commodities moving in
substantial vclume in the transcontinental southern
corridor, rail has a substantial cost advantage in the
long haul transpcrt of certain paper products and many
chemical and pet.oleum products."

Q As corrected by you, both with regard to the
corroctions contained in KCS-16 and the corrections
wanich you just read into the record, is this verified
statement, to the best of your kxnowlzdge, true and
correct?

A Yes, it is.

Q And do you adopt it as your testimony in this
proceeding?

A I do.

Q Now, with regard to the other verfified

statement that you have submitted, Professor Levin, is

it contained in the volume designated KCS~127
A Yen, 1t is.

Q And does that statement indicate that 1t was
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verified by you uvn Beptembsr 5, 198147
A Yes, that's correct.

Q Are there any corrections or other

modifications that you wish to make to that statement?

A No.
Q To the best of your knowledge, is that
statement true and correct?
A Yes, it is.
Q Do you adopt it as your testimony in this
proceeding?
A Yes, I do.
MR. RAKER: Your Honor, that completes my
direct examination of Professor Levin.
JUDGE HOPKINS: Thank you.
Mr. Martin, are you handling this?
CROSS EXAMINATION
BY MR. MARTIN:
Q Professor Martin, my name is Eden Martin.

am one of the attorneys for the Applicants.

A How do you do?

Q I am going to a3k you some questions about,
first, KCS-12 which is the September 5th statement, and
after going through that, I'll ask you some questions

about KCS~14 which is your November 1l5th statement.

MR. RAKER: May we go off the record just a
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moment?
JUDGE HOPKINS: Off the record.
(Discussion off the recoru.0
JUDGE HOPKINS: Back on the record.
BY MF¥.. MARTIN: (Resuming)
Q Professor Levin, let's start with KCS-12 and I
would ask you to turn tc page 8, if you would, please.
By the way, I take .t that you have corrected
copies of both statements with you?
A Yes, I do.
Q Do you also have copies of the work papers
that have been produced for us?
I That's ccrrect.

Q I'd like to call your attention first to page

8 of ¥CS~-12 and, in particular, in the paragraph that

starts on that page where you zay, you make the
following statement that: "Absent effective
competition, the ratemaking freedom conferred by the
Staggers Act is a license for the exercise of monopoly
power "

And you concinue: "Without competition,
deregulation will genzrate excess protits for railroads, "
and then completing that sentence.

Do you see that vassage in the testimony?

Yes, 1 do.
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Q Now, I take it that you are assuming, at least

for purposes of this analysis, that the Interstate

Commerce Commission is not going to be regulating rates
to prevent excess profits; is that correct?

A The Interstate Commerce Commission is not,
according to the Staggers Act as I understand 1it,
regulating profits of railroads. So that it will not
explicitly set rates with that particular objective in
mind.

Q Well, I certainly am not going to
cross—-examine you abHhut whether that's correct as a
matter of law. I simply want to make it clear that your
assumption in wvhat follows here is that the Commission
would not be reyulating rates with a view toward
preventing excess profits.

That's the assumption that the rest of this
analysie is predicated upon, is it not?

A I don't think that that is the assumption made
here; that it really has anything to do with specific
conduct of the ICC.

I think I am making a statement that if there
is not regulation in the absence of co..petition, the
railroads would tend to earn excess profits.

Q 1f there ig not regulation.

A That's righ
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Okay.

PFow, in . eferring to monopoly power as the
power to generate “"excess profits," do you mean profitas
in excess of a competitive level?

A Well, one has to be careful what one means by

competitive level in this context. 1It's a very

open-ended term. Do you hav~ a particular definition of
"competitive level®™ in mind?

A I was using it in the same sense you used it
on page 6, in the middle of that first incomplete
paragraph, where you say: "It is ipefficient for a
monopolist to raise its rates above a competitive level."

And a3 you used that term there, I take it
that what you are referring to on page 8 is tha:. excess
profits are profits in excess of a competitive return?

A That's right.

Q That is to say, profits in excess of returns
earned elsewhere in the econoriy on investments of
approximately the same risk. Isn't that essentially
what you mean?

A That is a good definition for this context.
would accept that.

Q S0 «(t's profits in excess of tane cost of

light of the risk.

That is reasonable; yes.

ALDERSON REPORTING COMPANY, INC

20 F ST., NNW., WASHINGTON, D.C. 20001 (202 628-9300




Q Nouw, you wguld not mean hy excess profits,

just as an example, a return in the range of 5 percent

if the cost of capital were 15.

A Yes. One has to be, again, careful about
judging particular rates of retuirn ancC be cognizanu of
the time period over which is looking.

But, in general, the answer to that question
would be no.

Q Now, on page 8, the language that e have just
focused upon, you use the term “monopoly power," and
then on page 9 in the middle paragraph and elsewhere in
your statement, you refer to "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?

A No. I have essentially ~- I think ordinarily
one uses them more or less interchangeably. 1f there i=
a distinction here, I don’t think I was particularly
conscious of it in drafting this testimony.

Sometimes we think ¢of market power as the
ability to simply influence the price of a procuct, in
which case it wculd be possible to have the power to
influence the price of a product without having monopoly
power in the sense of earning excess profits,

Q Okay. So as I understand the distinction,
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what you are suggesting is that a railrnad can have some
market power which is the ability to charge a rate above
variable cost, but not enough market power to generate
monopoly profits which would be those in excess of a
competitive return. 1Is that correct?

S Yes., To be precise about it, in an jindustry

as I have discussed here, the substance, really, o€ the

poirt is this: 1In an industry with large fixed costs
and with coats that are joint to a number of differant
products, such as a railroad physical plant, it is
posrible to have power over the price of individnal
commoditis; as economists say, face a downward sloping
demand curve for the product or service and, at the same
tine, not have overall for the whole railrocad enti.ty,
enouyh market power to generacte returns in excess of
competitive level.

Q I don't mean to suggest with the next couple
of questions that there's anything controversiz’ about
this. I am simply tryirg to clarify it the way you used
the terms. And having laid that foundation, we can ¢
on.

A Let me add, I am not sure when I wrote this, I
was as careful to distinguish market 2~ 31 monopoly
throughout tne testimuny as you are suggesting. in

clarifying this, I think the substance of the point
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8till holds, that railroads in general very often have

Some power and influence over price, and the question is

whether that power and influence osver price is
sufficient to generate excessive returns.

Q I appreciate that clarification. Let me just
ask one followup question, to be sure the record is
clear on this.

Let's suppose a situation where there are lots
of railroads serving the origin and destination, lots of
barges, lots of motor carriers, and as a result the
competition is about as closely to the purely
competitive as you get in the real world.

I ask you to assume that. That being the
case, you would expect to see railroad I's prices forced
down by competitive pressures to something close to
variable cost, would you not?

A Probably, to some ievel, that approach is not
necessarily variable cost. In the long run, there would
pPresumably be exit of firms if full costs on that
particular service couldn't be covered.

I think the point would be long-run
incremental costs o€ that particular product or
something like that would be a better characterization.

Q Be forced down to long-term incremental costs.

Now, you've used the term "variable costs
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your testimony and you have referred to ratios in terms

of variable costs. Now, for purposes of analysis,

recognizing that they are not calculated the same, can
we think of variable costs and incremental costs as
approximately the same?

A Well, if there are some capital investments
that are distinctly related to the particular service or
class of service in question, then those would count in
to sort of long-run cost concept, long-run incremental
cost concept, but would not be included in variable cost.

To the extent thut they are specific
investmenmts that can be associated with a particular
service, then they aren't the same.

Q My questions at this stage are not designed to
-~ and I wiil not follow up with you on how you
calculate either incremental cost or variable cost, but
there is some cost floor called incremental cost that
prices would be forced down toward in a very competitive
market.

A That is correct and I tried to make that
point, that it's possible to have ~--

Q And if I understood your answer in response
my earlier questions, it would not be a misuse of the
term "market power™ to use it to describe the ability to

price somewhat above that cost flgor. Is that correct?
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LY Yes. Market power connotes the ahility to

influence the market price in some respects.

Q S0 a railroad that could price 5 percent above
that cost floor would have some market power, albeit not
very much, and a railrcad that had the ability to price
10 percent above that cost floor would have a little
more market power.

Is that fair?

A I don't know that I would define market power
exactly that way. But let's say that in both cases
there would be some market puwer; yes.

Q I'm simply trying to clarify one of your
earlier answers, that the ability to exercise -- let's
call it market power =-- to charge a markup above cost
does not mean the same thing as the ability to earn
monopoly profits. 1Isn't that correct?

A That's fine.

Q And that's essentially the thrust ~f several
pages of your testimony?

A That's right.

Q Okay. I ask you to turn to page 10. In one
of your earlier answers you referred, I believe, to the
ideas that are spelled out in the top of the page; that
is to say, that railroads nave a large proportion of

fixed and unallocable joint costs.
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Under such conditions, railroads must earn
revenues substantially in excess of variable costs in
order to remain viable in the long run,

DO you see that testimony?

A I take it that you are ~- I know that you are
very familiar, from your publications, with notions of
differential pricing ar4 Ramsey pricing?

A ‘<8, I am.

Q You understand those concepts and the analysis
that underlies them very well, I am sure.

A I do.

Q Now, that is essentially, is it not, the
practice whereby a rajilroad would charge prices in the
most competitive markets down towards a variable
incremental cost floor and charge higher prices where
demand elasticities 2re less.

Is that not essentially what those pricing
principles mean?

A I would have to disagree with your statement
of that, in that you said price low where competition is
intense and price high where elasticity is low.

The Ramsey price principles relate to the
elasticity of demana. That is often a correlation
between the elasticity of demand and the degree

competition. But the principle is not price low whe
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there's lots of compatition and price high where there

is no competition.

But the principle is pricing in relation to
the market elasticity of demand for that product., And
80 in that sense where elasticities are low, Ramsey
prices say that prices should deviate f.om marginal cost
more than where market elasticities are high.

Q So that a more accurate way to make the
statement is not in terms of competition, but in terms
of inelasticity of demand, that markups should vary
inversely with elasticity of demand.

Is that a correct proposition?

A Markups should vary inversely with elasticity
of demand, I hate to be technical, but in cases where
there is no cross-elasticity of demand between the
products we are considering.

Q But essentially, as I understand your
statement here and elsewhere, that is an appropriate way
for railroads to ,rice, given the fact that they have
fixed costs and un:llocable joint costs.

Is that correct?

A That is right. There is one important
qualification one has to make, and that's why 1
emphasized market elasticity of demand in my answer.

Sometimes railroads argue as if it were the
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elasticity of demand facing the firm, facing the
particular railroad that mattered for the implementation
of Ramsey price principles.

That's not correct. 1It's the elasticity of

demand in the market. So to the extent that there is

inter-railroad competition or intramodal competition,

Ramsey prices would be set with an eye to the market
elasticity of demand and not necessarily be set, if one
were regulating, be set lower because there was
intramodal competition in one market and the absence of
intramodal competition in another market.

Q I want to focus for just a minute on the
sentence, "Under such conditions, railroads must earn
revenues substantially in excess of variable costs in
crder to remain viable in the long run."

As 1 understand what you are saying here, that
not only differential pricing in relation to market
demand elasticities is important to recover cost, but
you are saying it's necessary for railroads Co remain
viable ia the long run. That is, to stay in business.

Is that your belief?

A That's correct. To the e..ent that some new
investment in physical plant fucilities is required,
railroads have to generate the earnings in order to

warrant that, and those earnings are, by definition,
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going to be in excess of variable cost.

Q And that's what you said in the long run. We
were not talking about a railroad that is going out of
business next month. We are assuming, for purpotes of
your analysis here, that a railroad is going to be in
business for the long run.

If it is going to be in business for the long
run, then it has to, as you say in the next sentence,
generate the funds sufficient to maintain, replace, and
improve capital assets. And that's what you mean by
"stay viable."

A That's right.

Q Just to be clear on this, if a railroad like
KCs or any other railroad for that matter had zero
market power, zero ability to price above incremental ot
variable cost, could it stay in business for very long?

a 1 suppose it depends what vou mean by “very
long.” If all of the railroad rates -- all the KCS
could do is recover variable costs on all of its
services, it would, I would presume, seek to exit the
railroad pbpusiness rather than replace depreciated
capital assets.

Q And if it didn't seek to go out of the
railroad business, it would be forced out ultimately,

would it not?
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Very possibly.

It couldn’'t survive in the long run.

A Very possibly.

Q Okay. Now, this sentence, this same sentence,
you refer to needing an adeguate contribution to fixed
and joint costs in order not only to maintain, but you
say replace capital assets.

Is it your testimony that if assets are dgoing
to be replaced in the long run, if they are, then the
costs that a viable competitor must recover are the
costs of replacing those assets as the wear out?

A I testified on that subject before before this
Commission.

Q I know you have.

A And my views are essentially unchanged. I
think that, in principle, railroads must be permitted
to, and must in order to remain viable in the long run,
earn adequate returns on the replacement cost of their
assets.

However, it's important to recognize that not
every specific physical asset in a railroad system woulid
warrant economic replacement. The railroads were o0ld,
they were built a long time ago, many batch lines, lots
of physical facilities would not be replaced under

competitive coriiticns. And therefore, the appropriate
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base Oof capital assets that could be valued at
replacement cost may be smaller than the total stock of
capital in the railroad.

Q And in some of your testimony, you used a 10

percent discount factor to reflect that, have you not?

You've assumed 90 percent of replacement cost.

A Yes. That was sort of rough-gauge calculation
I nade in -- it wasn't testimony actually. That was an
article in the Bell Journal of Economics and a similar
article in American Economic Review in which, you know,
as a gross adjustment to the value of the railroad
capital stock, toyok off 10 percent.

Q So what you're saying is railroads were built
a long time ago, and if you replace them today, you
might not replace certain branch lines, and even as to
trunk lines you might not replace them in exactly the
same way.

A That's for sure. There's parallel trunk lines
through much of the Midwest, for example, not all of
which would warrant replacement econoitically.

Q But if you did replace them, if you were going
to stay in business for the long run and if you were
going to replace particular assets, then the relevant
costs for purposes of competitive viability are

replacement costs; correct?
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A That's correct.

Q And those replacement costs include
derreciation expense.

A Well, I'm not quite sure what that means. If
we are talking about replacement costs, we con't build
it up out of accounting categories. We would value the
assets at the replacement cost, which means essentially
looking at technically the cost of putting into place

capital assets that would provide the same services at

least cost to the capital assets we have presently in

place.

Q I don't mean to make this nore complicated
than it is. Essentially, you understand that capital
costs include the wearing out of an asset which
economists and accourtants sometimes refer to as
depreciation and they also include the return on
investment.

The only point of my guestion was to make it
clear, if it is your beliei, that when we talk about
replacement cost and capital cost, we are talking about
current level of both depreciation or the wear-out
expense and the return on investment.

Is that not correct?

A I think you are confusing the notion of

replacement cost, which is a stock measure that measur:
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the value of the capital stock, with what annual charge
would be appropriate to show up as a charge against in
tnat in a period income statement, which would be
depreciation and some return on the capital.

80 it's not -~ replacement cost is a valuation
idea. 1It's a notion of how much it would literally cost
to invest in the facilities. And the depreciation
charges are an annual charge to amortize that investment
over time.

Q And the investment to be amortized in making
that calculation, is that the replacement cost level,
taking account of whatever excess capacity there might
be or differences in construction techniques?

A One gets into an area, I think, of some

controversy here. There are different ways, there are

different kinds of economically appropriate depreciation

schemes, depending on the particular problem.

S0 what is a proper depreciation scheme for a
new investment may very well depend on future demand
characteristics in the market.

One possibility discussed in the literature is
to charge depreciation as ~-- to charge it annually as
the true economic depreciation in the isset; that is to
say, the net change in its replacement cost from year to

year, That's one possibility.
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But another would be to write off an assec¢
that took account somewhere, inter-temporal variations

in demand. So sort of inter~-temporal Ramsey pricing

with respect to setting depreciation gschedules. And

both those ideas are possible.

Q And there are lots of other waye to recogn.ze
the wear-out costs, are there not?

A That's right.

Q My guestion does not address winich of those
techniques is right. My guestion is this: 1In applying
an, one of those techniques, ‘he relevant cost of the
asset cost that is wearing out is the replacsment co~:
rather than the book value which might be 20 years old
or 10 years o0ld or some historical number in the past.

A That would be, from the standpoint of eccnomic
policy, the appropriate numher to look at.

Q Okay. Now the next sentence in the middle of
the page, you now shift to talking about tradeoffs
between achieving .nert and long~run efficiency.

Up above we were talking about liabiliiy of
the railroad. We are novw talking about efficiency. And
I take it you are now using that term in the sense of
overall ezonomic efficient allocation of resources,
that right?

A That's right.
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Q And if I understand the point of these several
sentences, you are sayinj that a railroad or the

railroad industry cannot achieve what you refer to as

long~run efficiency unless railroads price in excess of

variable or incremental costs.
Is that correct?

A Yes. I am saying that 1f returns are not
sufficient to cover these long-run replacement costs,
then there would be a deterioration of the capital and
so forth, and that would be dynamically inefficient or
inefficient in the long run because the facilities that
should be serviny the public would not be.

Q So long-run efficiency as well as viablility,
requires that railroads be able to price above variable
cosct. And that, in turn, requires that they be able to
exercise some market power. Isn't that the point of tis
page?

A Sure. This testimony, my previous writings,

and the vritings of many leading economists in the

area.

Q Ckay. Now, Jjucst below that sentence you say

that -- and I'm starting the guote in the middle of a
sentence: "Excessive competition can lead to subnormal
earnings and the subsequent long-run deterioration

physical plant and service quality."
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Do you see that sentence?
A Yes.
Q Now, if I understand you correctly, you are
saying that competition is good to the extent that it

prevents monopoly power and excess profits, but that it

is excessive if it prevents a railroad from earning a

normal return.
Is that a fair summary?

A That's right, in the long run. Of course,
there are going to be short-run periods of adjustments
and fluctuations, episodes in the business cycle where
no one in the economy is making so-called normal rates
of return.

But if you look over the long zull, that
statement is correct.

Q And again, normal here, we are talking about
the cost of capital in light of the risks.

A That's right.

Q Now, at page 18, you use a slightly different
term, and this is about four lines from the top. The
term vou use there is destructive price competition that
would prevent the achievment of adequate revenues.

I take it that -- and I will give you a minute
to get the context -- but the term "destructive

competition" as you used it at age B8 is essentially
9
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same as "encessive competition®” as you've used it on
page 107

A It's more or less a term of art. "Destructive
competition," meaning pricing down tc variable costs,
not generating earnings sufficient to cover fixed
costs.

Q So you are saying, just :o I'm clear on it,
that market power is bad if there is so much of it that

it becomes monopoly power and generates excessive

profits, but some market power is essential to long~-term

viability and long-term efficiency.

A Yes.

Q And the next sentence -- and I'm sorry to take
S0 much time on this page, but I think it's important.
The next one will go faster.

A Back on page 10?

Q Yes. I'm back on page 10. Just under the
excessive competition sentence. you say that it is
therefore essential to consider whether competition will
depress profits below those necessary to assure the
long~-run viability of railroad service in the area.

Do you see that?
A Yes.
Q And then you go ahead and express your belief

that the KCS's IRMA proposal will not impair long-run
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viability of the merged carrier; right?

A That's right.

Q But your belief is that other railroads'
request for trackage rights, particularly the long
trackage rights, might very well lead to excessive
competition of the sort that would prevent long-term
viabilitv.,

Is that your view?

A Yes.

Q Now, in any event, you are saying that the
Commission in doing its job must consider whether any
trackage rights proposal and, for that matter, whether
the KCS's IRMA proposal would create so much competition
as to eliminate the market power that it needed to cover
all costs and attain long-run viability.

Ti.at's the Commission's job in this case, one
of its jobs; true?

A That is one of its jobs, tnat's right.

Q And it should make that inquiry with respect
to all trackage rights applications and the KCS's IRMA
proposal as well?

A That's right.

Q And if the Commission concluded that trackage
rights would, in fact, preclude the merged carrvrier from

covering all of its costs, including all of its capita
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costs, and that those trackage rights would make
long-term viability impossible, then it's your judgment
that those applications should be denied, is it not?

A If financial viability of the merged entity

were impossible under any particular condition or set of

conditions, then my view would be it would be unwite for
the Commission to impose them.

That does not prove the negative. It doesn't
mean that the Commission should approve the merger
necessarily.

Q I understand. But what you're saying is that
if it would be possible for the merged carrier to attain
long~-term viability to cover all of its costs without
the trackage rights conditions, that the granting of
trackage rights or the granting of the IRMA proposal, if
the Cummission concluded that those conditions would
make it impossible for the merged carrier to attain
long-term financial -- long~term viability to cover all
of its costs, then those conditions should be denied in
yocur judgment?

A I think that's the guestion I just answered.

Q 1 think 1€ i

A If it's a different question,
understand it.

Q t's ot i1ntended to be.
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Let me ask you to turn to page 12.

apologize if this is repetitive. We have been talking

in terms of market power, and I want to ask you some
questions now about monopoly power, recognizing the
distinction you have already made.

About ten lines up from the bottom you refer
to subjecting shippers to excessive monopoly power in
the future.

A I'm sorry. Where is that?

Q The sentence that starts, "In this case, there
remains the concern that longer run changes in the
relative costs of modes may render shippers subject to
excessive monopoly power in the future.®”™ Do you se:
that? "In such circumstances' and then you talk about
source competition mitigating and so forth?

A That's right.

Q I think in answer to one of my earlier
gquentions you said that perhaps throughout the testimony
you hadn't used market pow~r and monopoly power 1in quite
the precise sense we are now. I take it that here you
mean that any monopoly power should not be imposed upon
shippers, but ~-- =nd what that really means is excessive
power.,

A If we take the more precise defirition that we

have arrived at as the frame c¢f reference here, then it




shcald either read "excessive market power"™ or simply

strike the word "excessive®”™ and say monopoly vower.
Either way would do.

Q Now, another couple of questions on monopoly
power. Back on page 6 -- I think Ifve already referred
you to this sentence -- you said, "It is inefficient for
a monopolist to raise its rates above a competitive
level." And I think you have made it clear that that's
the level where the railroad covers all of its costs,
including its fixed and unallocable joint costs?

A Let me try to be precise without trying to put
it in the context of the sentence. 1In the -- when I
emphasized this tradeoff between short and long run
inefficiency, it is in some sense -- there is some
misallocation whenever a railroad raises its rates above
long-tun incremental costs.

The tradeoff comes in because you have to
raise your rates above long-run incremental costs in
order to be financially viable. That's why it's a
tradeoff. So that perfect short-run efficiency, would
have you ~-- or perfect efficiency in the absence of the
constraint that ;ou have to raise revenues in excess of
the sum of all of your incremental costs, requires you
to adopt a second-best standard, and that's why we

sometimes speak of the competitive level as the level




that would generate competitive rate of return. Then

this context I think actually -- technically, if you

think in purely short-run terms, it is just raising
rates above marginal cost -- does, you know, reduce the
guality of service over and above -- or the guantity,
I'm sorry, of service over -- beneath the level of the
competitive market.

Q I think I understand what you're saying. Your
peint -- and other economists nuve made the same point
-=- is that perhaps from a purely best economic solution,
the government ought to step in and subsdize the
shortfall hetween marginal costs and average cost.

A That's right. That's the same kind of
argument.

Q But the government has chosen not to do that

A And there are large numbers of institutional
reasons why that particular solution would not be very
desirable.

Q 80 that being the case ~-- and 1 ask you to
assume that the government is not going to step in and
subsidize that differcnce -- that being the case, then
long-term viabiiity, long~term efficiency, the so-called
second~best solution, regquires that the railroads be

permitted in their prices to cover all othe
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including their rYixed and unallocable joint costs; is
that not correct?
A Yes.

Q Ard if they can't do that, they're not geing

to stay in business. That was the thrust of your

earlier testimony. S0 that's the competitive solution
in the absence of government subsidy.
A That's right.
Q Now, do you have any information today that
the Santa Fe is earning monopoly profits,
supracompetitive profits anywhere on its railrcocad system?
A I haven't studied specific parts of its
railroad system, so I don't have such information, no.
Q So you don't have any information either “™at
Santa Fe as a whole, taking its entire system into

accoun., Oor any segment of the system is earning

monopoly power. You just don't know.
A That's right.
Q 1 take it the answer is the same with respect

Southern Pacific?

A That's right.

Q Do you know how far below a competitive level
of return Santa Fe's earnings are tcday, or for 19847

A I don't know what the properly defined

replacement costs of Santa Fe's assets are, s0 1 don't
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know precisely how far below competitive standard Santa

Fe is. This is one problem in assessing revenue

adequacy of railroads. We don't really have a proper

denominator for that calculation yet developed.

Q I take it you haven't seen the Commission's
recent decision in the docket involving revenuc adequacy
of railroads where they a%“tempt to develop what the
return would be on a cursrent replacement cost basis?

A No, I haven't seen that.

Q in light of that last answer, I will go
through quickly the next questions. I think I know what
the answer is, but I want the record to be clear.

I take it that you are aware that there are
scme cities, metropolitan areas that are served today by
the Santa Fe where no other railroad serves those
metropolitan areas.

2 Yes.

Q Now, do you know whether that fact has led
any monopoly profits for the Santa Fe Railroad?

A Well, the overall ~- the point here is that
the overall earnings of the Sant: Fe, even though it has
some pockets of substantial market power, do not, at
least on the evidence we have to date, appear tc be
excessive, It doesn't say they won't be after the

merger.




Q 1 understand. But now let's focus on those
so~called pockets of substantial market power. Do you

know of any segment of the railroad or segment of the

Santa Fe's business where those pockets, as you put it,

of substantial wmarket power have generated monopoly
returns either in total or for a segment?

A I haven't studied that.

Q And the same is true for the Southern Pacific?

A Yes.

Q Have you done a study to determine whether
there are any particular ~ommodities -~ and I'm not
focusing on geographical areas or segments but
commodities -- as to which Santa Fe is earning a
monopoly return today?

A We have identified sorie commodities for which
rail has a very substantial cost advantage. Eome of
those commodities move out of captive points to the
Santa Fe, but I haven't done a specific study of the
rates and the relation of the railroad rates to cost on
those commodities, no.

Q 80 assuming that you are right that there is
some degree of market power with respect to some of
those coamodities, you haven't done a study to determine
whether those commodities generate m opoly profits for

the Santa Fe Railrocad?
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I have not.
Or the Southern Pacific?

A No.

Q Now, on page 13 you say, and this is in th:
middle paragreph, "1n general, however, the most zerious
anticompetitive impact will be felt in the
transcontinental Southern Corridor that links the
rapidly growing sunbelt regions from California to the
southeast."”

Do you see that?

A Yes,

Q Ha"e you performed any study to determire
whether the rates paid by all of tne shippers in that
Southern Corridor after the m2rger would preoduce

revenues in excess of the total cost of operating and

maintaining the corridor over the long tern?

A We don’'t have data on rates paid after the
merger, since the merger hasn't been fully effectuated.
And so as a consequence, I haven't studied that spocific
question, but I have looked at the dominance of the
railroads in the havling of a number of important
commodities in tbhit corridor and the cost advantages
railroads over vther modes in the hauling of those
comnodities. And the conslusior I would draw from that

«

18 that theze if substantial scope for the




considerable market power in that corridor,.

Q Yes. But my gquestion is not now on market

power, but it's on .onopoly profits and excess profits.

You haven't done a study, as I take it, estimating what
the revenues for the railroad would be after the merger
occurs in light of the costs properly measured. You
haven't done a study to determine whether over the
Southern Corridor the merged carrier would be able to
extract monopoly profits “rom t.e shippers over that
corridor, have you?

A I haven't, but the Santa Fe has. And the
Santa Fe's own study report given to its board of
directors, that I believe is an exhibit in this case,
said -- it claimed that this merger would lead to
substantial increases in profit over and above the cost
savings that are associated with the merger. And I can
only conclude from that that Santa Fe management agrees
with my conclusion that there would be scope for
substantial inciease in rates.

Q My question is not whether there would be
increased rates. My guestion is whether the increased
rates w ich you foresee occurring would be sufficient to
produce monopoly profits over the Southern Corridor from
all of the shippers who pay revenues for 1e use of

corridor?




A I have not done a specific study of that.

Q So far all you know, for all you know, the
revenues that the meryed carrier would earn on that
Southern Corridor might be below the 1] el needed to
attain long-term viability.

A They might be below; they might be above.
haven't studied that specific -- I haven't: approached
the question in that specific way.

Q Now, on page 14 you start discussing the IRMA

and how it works. 1In this section and the subsegquent

section that starts at page 15, this discussion carries
over to 16 and 17 -- I'm going to ask you about what you
say at 16 anad 17.

On the bottom of page 16 you say that the IRMA
would "constrain the market power of the mex =4

carrier,” but on page 17 you say that the IRMA "would
not prevent them from earning adequate revenues." 1Is
that your view?

A Where are you referring to on page 177

Q "Not persuaded by the contention of the
primary applicants that the SP and the Santa Fe cannot
earn adequate revenues in head-to-head competition. The
IRMA proposal has distinct advantages.

A I don't think that that sentence says what

your gquestion implies.
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Q Perhaps it doesn't. Let me take you over to
page 18 where the paragraph continues. 1In the last
sentence, the last couple of lines of that paragraph say

that "The IRMA would not constitute a major obstacle to

the SPSF's achievement of revenue adequacy."

I take it what you're saying is it is your
view it would not prevent the merged carriers from
attaining revenue adequacy over any segment of their
railroad; is that right?

A Revenue adequacy I think is a concept that
relates to the whole railroad as opposed to a segment.

Q Covering all of their costs, including their
joint and unallocable fixed costs ~- fixed costs and
their unallocable joint costs, excu.= me. That's what I
mean. I thirnk that's what you mean, isn't it?

A I think I've lost track of precisely what the
question is.

Q You're saying that the IRMA would not prevent
the railroads from covering all of their costs over any
particular part of the railroad.

& I don't think I specifically said that.
think the way I put it is I think it's highly likely
that the merger unconditioned leads to substantial scope
for market power in the Southern Corridor. I believe

based on previous work that it's guite likely that




would generate more than adequate revenues for the
entire system; but I have not done a specific study of
that gquestion.

I also believe that the IRMA would constrain
the ability to exploit market power in t''e Southern
Corridor. It would not constrain it so severely as to
make the merger -- the merged entity nonviable.

1 think I believe all of those things.

Thank you.

It would not be a major obsta.le, but it would
be a constraint.

A 1t would be, that's right.
Q It woulé ve an obstacle but not a major one?

A That * a way of characterizing it. Yes, I

think I agree witui that.
®

Q On page 14 in describing how you understand
that the IRMA would work -- this is in the next to the
last paragraph toward the tail end of the paragraph --
you say that the charges for the IT.A, the amounts the
KCS would pay for the IRMA, as proposed, would cover
variable cost plus a reasonable return on capital, right?

A Yes.

Q But it wouldn't cover fixed cost, would 1t?

A I'm not sure what you mean in this context by

fixed cost. Some of the capital is surely fixed -- wear
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and tear on the track.

(o} Isn't your understanding that the charges for
the IRMA, as proposed, should cover all track
maintenance charges -- all track maintenance costs,
excuse me?

A All track maintenance costs? Well, obviously
not all since the railroad will only be a vartial user

== the KCS will only use a fraction of -- only be

imposing fume fractional percentage of usage on the

track.

Q You're aware, I'm sure, that in 1ICC costing
some maintenance is treated as variable, and scme
maintenance is treated as fixed.

A Yes.

Q Now, my question is is it your understanding
that the IRMA charge is intended to cover not only the
variable portion, but some part of the fixed portion as
well?

A If you're asking me what specifically is in
the KCS application as to the nature of the IRMA charge,
I guess I don't know the answer to :hat guestion, I'm
afraid. Whether it covers fixed maintenance charge I
don't recall. There is some return of rental rate on
the property, I know that; and I'm not sure about th.

rest.
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g Let me ask you thils. Apart from what ft's
intended to cover, do you believe as an economist that
it ought to cover not just the variable part of track
maintenance but the fixed part as well?

A Well, the problem is if you can be precise

about what the fiaed part of track maintenance is, then

I might agree with you on principle. But in principle

here, the appropriate maintenance to cover is the
maintenance of the -- the maintenance that can be
allocated to that particular line segment.

Q 1 apologize, because 1 think my gquestion was
awkward. Let me try it another way. Is it your view as
an economist that the charge for the IRMA should make
not contribution to the f.xed part of the track
maintenance costs?

A I have trouble with the question only because
I have trouble conceptualizing what the distinction
between fixed and variable components of maintenance
costs really are as opposed to what railroad Form A says
they are, because it is a difficult -- in that context a
difficult guestion tn answer.

In economic terms. in theory there would be
maintenance expenditure required on the line segments
over which the KCS would have the IRMA arrangement, and

on those segments some pro rata share of the maintenance
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expenditures would seem appropriate.

Q That's true also with respect to depreciation
of egquipment?

A Depreciation of equipment only if the
equipment were used by the KCS. And as 1 understand it,

KCS will arrange its own car supplies so that when it

uses other people's cars it will pay per diems.

Q Would the IRMA charge, as proposed, permit KCS
in turn to turn around and charge the shippers rates
which were only slightly above the level of variable
~28t plus a reasonable return on cepital; in other
words, the amount of the charge that they have to pay
the merged carriers ~- permit them to charge their
shippers rates that were only slightly above that
variable cost level and still make a profit?

A It would, but remember, we have built in a
reasonable return on capitai here, so we're not talking
about pricing at strictly ncnvizble levels.

Q But we haven't built in the fixed cost and the
urallocable joint costs, have we, not specifically?

A We have built in, as I pcinted out, presumably
some substantial component of fixed cost in the rental
rate on the property. And 1 have to ccocnfess 1 don't
know exactly how the maintenance expenditures are

handled, but what we haven't done, I supr>se, is build
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in systemwide costs apart from this particular line
segment.

Q And that would be true of systemwide costs
that are essential to operating a particular line
segmen: to the extent they are, isn't that so?

A Yes, but remember, KCS has to cover those

costs in its own system as well, so that they would not

have an .incentive to price right down to the level of
the rental rate it's paying to the level of the IRMA
charge that it is paying to the 3FSP. So there would be
a floor, and it's not clear that you go exactly to that
floor. 1If you did, it would not be in KCS' interest to
haul the traffic. Certainly KCS will earn some margin
that will permit the same margin to be earned by the
SFSP.

Q But it's possible that that margin would not
be adequate, isn't it, to cover all of the c¢cnsts of the
merged carrier over that particular segment?

A As you pointed out, all of the costs are not
specifically allocable to that segment, so we are being
kind of vague here in the sense that both railroads have
a problem that they have to cover over their whole
systems, sometuing in excess of allocable costs, And
there would be no incentive for either railroad to price

in such a way that would forbid that.

ALDERSON KEPORTING COMPANY, INC

20 F ST, NW., WASHINGTCN, [ 20001




Q 1 don':t mean to prolong this unduly. 1It's

certainly true that there are some fixed costs of office

buildings back in Chicago that are¢ not specifically

allocable to the Southern Corridor, but isn't it also
true that there are some fixed costs that are
specifically allocable to that Southern Corridor, such
as track costs, rail costs, way costs? There are some
fixed costs that are allocable to that Southern Corridor.

A That's what I said, yes.

Q And my question is this: Isn't it the case
that the IRMA proposal as it has been advanced here and
as the compensation has been proposed would not
necessarily permit the merged carriers to recover all of
the costs properly assignable to the Southern Corridor,
including those fixed costs tha. are essential to
operate over ine Scuthern Corridor?

A 1 think I answered before that I'm not sure
about the specifics of the pricing that is propos=zd in
the document, no.

Q Okay. I won't ask you any more about that.
Page 19 and 20 where you're discussing long haul
trackage rights as distinguished from the IRMA, on page
20, the first full paragraph you say that "There is a
substantisl body of opinion that the disadvantacges of

trackage rights multiply as their distance is




increased." And then you refer down the page to those
disadvantages.

Do you see that discussion?

(Nods in the affirmative.)

Do I understand correctly that you agree with

A To the extent that I have knowledge of
railroad operations ~- and I don't have detailed
knowledge of railroad operations -- I agree with what I

have found to be rather convincing arguments, made

largeiy by railroad operating people, abcut the probiems.

Q We're now talking about the disadvantages of
trackage rights as contrast:d with the iRMA proposal.

A Well, of course, there haven't been a lot of
people talking about the relative advantages of the IRMA
and trackagv rights, because this is a new idea or a
relatively novel idea.

Q But in your discussion here, you're focusing
now on track.ye rights as distinct from the IRMA.

A Yes.

Q And you're identifying disadvantages that
apply to the trackage rightg.

A That's right.

Q One of thuse, as you have stated on page 20

below that sentence we were focusing con, is the
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operating difficulties; and 1I'm going to ask you now to

explain what you mean by that. What are you talking

about when you talk about operating difficulties?

A Okay. Well, I do go into some detail in the
testimony, not great detail, but in which I point out
that trackage rights do impose extra costs on the
landlord and inconvenrience and possibly the use of some
redundant resources.

There are costs of simply arranging sort of
efficient schedules and minimizing the number of what I
call train meets along a segment of track. And, for
example, that is one that is clearly related to
distance, because the number of train meets that would
be required over a given 24~hour period, let's say, for
a given density of traffic is going to increase more
than proportionately with distance. That is just a
simple mathematical calculation.

Q But I take it that your view is not only that
these operating difficulties and other disadvantages
that you refer to are bad from the applicanis'
standpoint, but that they are hurtful to the public

1

interest. Is that the thrust of your ast line at the
top of the next page?

A Absolutely. To the extent that they slow the

trains, you kncw, you have more delays because of




greater meeting time between tcains. There's a social

cost attendant to do that that the shipper would bear:

There’'s real resource expenditures that might be

required to arrange yard operations in such a way as to
allow two railroads to operate in the same yard. ©Bo
that there aLe costs.

Q I understand you're talking zbout ccsts anc
resources that the applicants are going to brar. but why
do you think it is costly from the public interesc
standpoint? That is my question.

A Well, any resl resource expenditu e is an
expenditure of scociety's resources, ana to the extert
those could be more productively employed in scue
alternative use, it's a social cost. B850 if you could
run an efficient yard operation with one railroad for
las: total resource cost than yon could run that same
yard opcration with two railroads moving their switch
epgines a-ound in the vard, there is some incremental
social cost associated with that arrangemaent. There's a
gquestion whether Ethe benefiis confe:zed by the
arrangement outweigh the coct, but there surely is some
additional social cost in the use of truckage rights.

¢ At the top of page 2! you'rs talking about
these burdens. You say, "Even if the landlcrd were

fully Cu:n;en:«'.;f,ud," eitra reasources coulc be more







productively employed elsewhere. When you say "Buven if

the landlord were fuliy compensated,"™ 1 take it you're
saying the landlord should be fullv compensated for
these additional burdens?

A I'm not really making that point here,
although I don't disagree with you on that point. The
point I'm making is precisely this point about private
and social costs here; that even if all of the private
costs were covered for the landlord, there would still
be some social costs attendant to the extent that extra
resources are used that could be used elsewhere.

Q But you wouldn't disagree with the proposition
that the landlord ought to be fully compensated for
whatever those additional burdens of cost are?

" I have been through that also in previous
testimeny and, provided you get the definitions right,

once again, I believe the landlord should be fully

compensated. Full compensation, however, does not imp.y
compensation for the lost monopely profits which

trackage rights are addressed to remedy.

1f such monopoly profits exist.

That's right.

vyou haven't identified a single place, nave
you, a single area of the merged carrier or a single

shipper who would be paying monopoly profits to the




merged companies, have ycou, in your “estimony?

A I haven't identified a single shipper.

Q A single group of shippers?

A I have identified a group of commodities in a
particular geographic region that would be subject to
substantial market power.

Q Market power but not monopoly power. I wart
to come back to the distinction you made earlier in your

testimony. I agree with you that you have asserted

situations where there would be increased market power,

but I want the record to be clear that you haven't
identified a particular segment of the railroad or a
particular category of shippers w > wouléd be payiag
monopoly profits to the merged ~arrier; isn't that
correct?

A I have not shown or studied in particular the
question of whetuer the coutribution to the overall
earnings of this system from having essentially a
railroad monopoly of Southern Corridor transportation
would be enough to make the overall earnings of thi.
firm in excess of adequate revenues. But that is -~ 1I
believe that such substantial market power with such a
large geographic area for such a large group of
commodities essentially as I have shown here, what

appears to be about B0 percent of the rail traffic base




fa the Southern Corridor subject to substantial
increases in rates, then in my opinion that is very
likely to lead to overall earnings for the system in
excess of competitive returns.

Q That is an opinion tha" you have expressed,
but nowhere in your testimony -- would you point to me a
particular place in your testimony or any of the
appendices to your testimony where you have studied what
the profits would be of the merged carrier on any part
of the system in relationship to the cost of capital?

A I cannot point to that. I have pointed to the
severe anticompetitive effects of the merger, and to
complete the balancing test required for the Commission,
1 suppose it would De desirable to see -- to make some
projections abrut rates, but I have not done that.

Q 1 don't mean to argue with you, Professor

Levin, but carlier you said that a competitor in a
competitive market is entitled to earn a competitive
return; is he not? He's entitled to earn his cost of

capital. He's not a monopolist unless he exceeds his

cost of capital, is he?

I'm not sure what you mean by entitled to.

can imagine competitors who operate inefficiently, and
they have not right to =--

Q He's entitled to try. You can't call
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monopolist so long as he hasn't earned returns that
exceed the competitive level; that is to say, the
current cost of capital.

A Yes, but, you know, we have antitrust laws in
this country, and the purpose of those laws is

essentially to rugulate the extent to which firms can --

do, in fact, compete. Typically speaking, we don't

allow in the g:neral economy mergers in a market where
there are only two firms to merge, to wonopolize the:
market. And this is a case of that happening.

It seems to me that the fact that the two
railroads are essentially over a large part of the
United States going to create on: railroad is a very
strong argument that the loss in competition 1s very
severe.

Q You say it's a case of that happer: .g, and
that “that" is monopolization, and yet I keep coming
back to it. Can you show me any place in your testimony
where you can identify a single segment of either the
existing railroads or where you believe a segment of the
merged r¢ilroad would earn profits in excess of a
competitive level?

A I keep being troubled by your use or "single
segment™ in that question, because I have identified
number of segments where there is scope for very

X
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substantial margins of revenues over variable costs, and
1 have identified those in the testimony -- the chemical
traffic that flows from the Gulf Coast to California
being perhaps the most substantial example of scope for
very large rate inc.cases. But I have not quantified
the overall contribution to profit that that traffic
would bring.

Q And having not guantified it, you can't say
today here that after the merger, if there are no
conditions, that the merged carrier would in fact be
earning monopoly profits on traffi. over the Southern
Corridor, can you? That's my only question.

Q Well, I have some experience looking at these
problems, and I wouldn't say in an ungualified way, as
you just said, that I can't say. I believe I can
testify on the basis of the opinions that I have of the
railroad system as a whole that this isc a lot of
traffic. A lot of it is potentially quite lucrative
traffic because it's not intermodally competitive. And
in my opinion there would be a very substantial incre: se
in contribution. Certainly it would be a better first
guess to say thnat there would be a very substantial
increase in the bottom line earnings of this railroad,
of the Santa Fe-Southern Pacific, over and above the

cost savings than it is to submit, as the Santa
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Fe-Southern Pacific did, pro formas which reflect no
rate increascs.

Q Let me try it one more time. I'm not asking
you about whether there will be an increase. 1'm asking
whather you have done a study based upon which you can
testify to this Commission that whatever that increase
is, it will be sufficient to produce monopoly profits
for the merged carriers over the Southern Corridor.

A I have not done a study.

Q On page 23 you say, at the top of the page,
that you believe that the Union Pacific's proposals
might cause the two applicants to abandon their merger
plans. Dec you see that testimony?

A Yes. From the bottom oif 22 and the top of

Yes. Would you explain the basis for that

A I think the basis for that belief is laid out
here in the sense I think there are two substantial
problems with the UP application relative to the KCS
application. One is because its long haul trackage
rights and because of the attendant cost associated with
those, I believe that they will -- that the cost savings
that are projected by the applicants will be #omewhat

attenuated, perhaps severely attenuated, by the UP's
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presence of its system. 80 that aon the cost savings
side, there would be a reduction in cost savings. And

then on the revenue generating side 1 helieve that the

Union Pacific, which is a strong railroaa with a strong

foothold already in the California market, serving many
of the same shippers that are served in the Southern
Corridor, although serving them to different
destinations, both at the east end, the chemical traffic
on the Gulf Coast, and at che western end, of course in
the Los Angeles arc:a and the Bay area, serving those
shippers in terms of their transcontinental Central
Ccrridor traffic, T believe that the UP would be
essentially a much more aggressive and much stronger
competitor and in that sense tend to take away a g:eater
fraction of the traffic base from the Southern
Pacific-Santa Fe and, hence, be a much more serious
threat to the financial viability of the entity than
witl : KCS.

Q As a result of that what you're saying is that
if the UP's proposals were granted in substantial part,
you think that the applicants might well be advised to
call it ot¢?

A W:ll, if I look at it from Santa Fe's
perspective, I ask would I rather be competing with the

Southern Pacific or the Union Pacific, and my answer
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mignt well be the Union Pacific worries me because they
are /A very strong, very well managed railroad.

Q I wasn't asking yor to make that comparison.
What I was askiny vou is that if you were advising the
Santa Fe, in your best economic judgment do you think
that if the UP proposals were granted in substantial

wart, you might very well advise the merged carriers to

call it off rather than go forward? ,

A I might. That would have to be studied from
the standpoint of ~- frcom a standpoin. which I have not
studied the question. But it is possible.

MR. MARTIN: Just a minute, Your Honor?
JUDGE HOPKINS: Surely.

(Pause.)

BY MR. MARTIN: (Resuming)

Q Ckay. I would now ask you to turn to your
second verified statement that is co.n:ained ia KCS~14,
dated November the 21st. Okay. The first section of
the text of your KCS-14, after we get past the
introduction, has to do with market definiticn, starting
at page 2. » want to ask you about a statement that you
make on page 3, eight or aine lines down, the sentence
tha starts, "A substantial body of econometric evidence,
however, consistently supports the view that the service

offered by competing modes does not, fOor many products
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shipped over long distances, provide a close substitute
for rail traw.sportation."
Do you see that se-.tence?

A Yes, 1 do.

Q Now, wouldn't you agree, though, that for some
products, competing modes can be close substitutes for
rail over long distances?

A Yes, 1 would agree,.

Q Wouldn't you also agree that for other
products, competing modes can be a close substitute over
shorter distances?

A Sure, that's true.

Q Now, in the next paragraph at the beginning
you say, "The extent of intermodal competiticn is quite
often relevant to defining a market." Isn't that
another way of saying that olten rail and motor carriers
are part of the same transportaticn market?

A I would say often they are.

Q And where that is so, and the Commi-si0n
should not exclude from its consideration of the market
motor competition where it 1s so.

A 1f one uses the standard criterion like the
Justice Department's 5 percent test, cthere are going to
be cases where truck and rail by that test would be in

the same market.
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Q On page 4, for example, the top of the page,
dbout the third sentence, you say, "Truck is a close
subscitute for rail in the long haul transport of
produce, but a less close substitute in other areas."

Do you see that?

A Yes.

Q You're not suggesting that procduce is the only
commodity where rail and trucks are close substitutes?

A No. This is an example.

Q On page 5 in the first full sentence you say

that source comnetition may sometires "provide workable

and relatively efficient results.” By that I gather
that you mean constrain railroad pricing, true.

A I think there are two questions there. I do
mean that workable and relatively efficient means would
constrain railroad pricing.

Q And where that is so, ther source competition,
I take it, would have 0 be taken into account as part
of the assessment ¢ the narket, would it not?

A In those cases, yes.

Q Let me ask you to flip over now to page 13.

At the bottom of page 12 and on 13 you are referring now
to ecconometric literature on truck-rail
substitutability. Do you see that discusrfion in the

bottom paragraph on 12 and 13 and on beyond that?
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A That's right.

Q At the bottom of page 13 a couple of lines up
from the bottom you say that these econometric studies
show that over the most relevant ranges of modal

attributes, the elasticity of demand for rail is

relatively low. For most commodities, and especlally

for longer hauls, the elasticity of demand for rail is
less than one.
Do you see that?

fH That's right.

Q Are these ¢conometric studies upon which this
conclusion is founded based on data from the
post-Staggers Act period, that is, post-19807

A No. Unfortunately, data availability lagsn
rather considerably in this part of the government. So,
for example, the ceniius of transportation, the most
recent one availab'e is 1977, arnd the most recent
studies use that 3ata.

Q So the data that j;ou're referring to in these
econometric studies goes back to the 1977 period rather
than the post-1980 period?

A Yes. Various sources of data have been used
in these studies, some from '77, some earlier, but
mostly in the '70s.

Q Thank you.
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On page 14 in the first full paragrapl y-
explain that the economic texthooks tell us that when
the elasticity of demand “‘n a particular markat is less
thin one, a monopolist would always have the incentive
v raise price. Do you see that?

A Yes.
Q W.y haven't the railroads raised their prices

to the level where they could earn monopolistic profits

if the elasticity of demand is so freguiently less tnan

one?

A Because the sezntence says a monopnalis® would
have the incentive to raise price. 1I1If you have ~- if
you are in a situation where the market elasticity of
demand for rail services is below one, but you have
competition among two, cr three, or four carriers, there
is no prediction in that case that the price would
neceuvszarily 50 up.

The point is if you take a duopoly situatior
in 2 market with elasticities below one, one prediction
that you can make is that when you merge and Lhere's
only one carrier in the market, prices will rise to the
elastic range of t e demand curve.

Q In other 'ords, where you really huve nonopoly
power you would raise your prices?

No. Market power in thnis sen:
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going to distinguish the term: You would raise the
prices in this particuler market where you have some
perceptible power over price in that market.

Q Can one infar from the absence of monopoly of

profits, if it could be shown that railroads today are

not earnirg monopoly profits in any significant markets,
could one infer anything about the elasticity of demand
in those '.ark~ts?

A No, not directly, because there is intramodal
competition in a very large number of railroad markets.
Q S0 you're talking now about elasticity of
demand for railroad service in general rather than the

particular railrocad service?

A Rather than the services of a single railroad,
yes. We're talking about in a market which we define as
some product within a geographi. area, we are measuring
now the elasticity of demand for that product. 1If there
are two firms competing, the elasticity of demand that
is perceived by a single firm is going to be much higher
than the elasticity of demand that prevails in the
market.

Q You are not here saying that because the
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