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mPAs) • what follows 1 w.l! use the URA as the unit of origin and 

deftmit ion f^l i'l but the bulkiest of commodities; for the la-ter vill use 

counlies 

/ . COMP 
n i l V f ANALYSIS OK THL PROPOShI) AISP/SH M(:RGER 

le t us consider all ir,-T.c moving on origin-destination pairs in which an 
A T V I / S P I e.ger would reduce the number of railroad competitors from 

,!ee ,0 IWO o f from .wo to one. According lo the empirical - de t i ce cue-
her such a reduc.ion could result in a significant increase in market powe 

! . '.Kcd 111... ...ul signi.icanlly mc.eascd transport prices facing 
pp s but cording to ...e t l . o ry ou.lined above, only for tho.c ocation 

o m n S i t y oinbinaliSns in which .he two or three remainmg rail car rs 
constitute l c market in other words, only for those combi.ia tons for which 
intermodal compeiilion and source competition are not important. 

-I- bles A I lh '^ugh A.XIII in the Appendix list the most .mportant com-
, „ J j ; S « and locai^ns where the number of rail ^ ^ ^ ^ 
rr .m .hrre lo IWO or from two lo one. ihe source of the data is the UOD 
a 1 way 11. p e " Ly " 'c ICC (Considerations of both tracta ihiy 

an d ta c .nfide iiiahty conipel .lie geographic ugg.ega.ion.) Here I add.cs 
only a sample represe.lmg th -se commodities of .he larges. tonnages and 
ilh.straling the analyl.-. l principles involved 

Cliemical products a.c represented lieie by products 28123, 
nou Is 28125, potassium compounds; 28151. cyclic u.termcd.ales; 2 
Z ^ ^ ' o t , . , J c U c - . c M s : 28185. glycols and glycerines; 2821 1. pi s.ic 
, n . ais and 284.9, s.iaps 1 liese are bulk producis trave ling over long 

su '.1 i tances to, .he luos. part great enough tl nt with the exception o 
nt of he wi.lim-f.al foinia and wilhm- fexas moves, motor carriers are no. 

he l ike. - In all cases geooraphy prevents water .a.r.ers fro in 
n i r 1 i r i g eflective y Source competition is of potential significance for 

1 ; V . n ffcre L i e d commo.lities such as these, but the - - road a 
I sliirpcr in.ciucws levealed it only rarely to t,e a powerful factor at 

bo h o Ig tul dcsliiia.ioi, (.hough It is often a factor a. one or .he o her) 
•n.usJoI the ma,<,r.ly of these commodities listed in the tables .1 appeals that 
the merged tai lro.d we ild I.e ablr-o raise us p.ices .m- , „ l 
inciiicibc k ,^t- i , r „« , r_-45 l l 1 shipper association tiafhc, an.l 

ContaVH-rued ( pujoyback ") irajjic 451 11. sn | | 
46111 all freight rale shipmenls - is a somewhat dilferei t m^ttei. Mo.or 
Carrieis "ui c.nnpe.e elleciively for .his ..allic over a much longer dis.ance 

- s e e . . o re . 0 , m , , I9 ;9. p 1 . , e n . . c m » ^ ^ ^ 

RAILROADS A N U C O M P k l i r i O N 3)4 

than for coinmodities si.cli as bulk clicniicals. so ili.i i some of the table entries 
are removed from lhe list of moves of competitive concern— specifically, the 
within-California moves and some of the 1 os Augeles-llouslon inira-
corridor moves However, the remainder of the tonnage is beyond the re.icli of 
regular motor carrier coinpeli l ion. ' ' Wc cannot analyze source competiuon 
with^omplete confidence for this iralhc. since we do no. know what the 
specifi':; commodities in the containers are, but we do know that much 
containerized traffic is branded, which suggests that this factor is nol critical 
For most of lhe containenzed traffic listed, then, it appears that lhe merged 
railrontl would be able 'o laise il:> prices 

F r e s h f r u i t s a n d i i e y c . u M e v o l i i u p o r t . n i c e here . . i d . u l c I I'.15, | ) o . . i t o c s , 1214, 

oranges; 1224. grapes, 1J12, carrots; 1331, broccoli, 1 334, celery. 1 333, lettuce, 
and 1398. melons. These are relatively high-value, iiine-scnsiiivc coinmc i.!:cs 
for which motor carriers must be included in the rnaiket even for moves as 
long as 2000 miles (Oum f l979, p 48t)|) This removes ail bul the longest 
moves of Table A.l from our list of mailers of possible concer., The 
remainder —sliM over a hundred lliousiind tons -remain subject lo railroa.1 
price,increases, however, since source compeuuon docs nol appear lil.cly to 
mitigate the niaiket power of the merged r.ulioad 

Several yrains appear likely to be alfecteil by the merger, including 1111, 
barley; 1132. corn; 1136, sorghum, 1137. wheal, ...id 1144, soybeans Since 
these commodities typically leave the farm by truck, truck Is quite cr mpelilive 
wilh rail Tor short ilislancc moves, however, the evidence suggests vongly 
lliat~i>cyond a certain distance —perhaps 25t) miles, certainly no n. than 
500 miles —motor carriers cannot be included in Ihe market . " Ah ci Ihe 
within-Midwest a'ld Adilun-Califoinia tonnage is lemoved from concern by 
Ihe likelihood of this inlermodal compeuuon Source compeiilion offers ^oln^ 
protection to ship[)ers or receivers of some of ihese movements bul almost 
never to both slii()pers and receivers, and hence it is rarely elfective in 
preventing the exercise of raihoad market power 

A (illh group of commodities of importance consists of automobile 
products- inoloi p.isscngcr cats. 37112, iiiolot trucks and 37149, 
motor vehicle accessories and pails. Tiiese are high-value, branded manu-

" ^ e e lhe verilied slaleiiien.s of .he Cal.lurnia Grape and l icc I ru i . I eague. Hapag l.luyd 
Agcudcs, and I Ar ; i J Y I reigh. l uiwarders, and Ihe Pos. I lea i i i ig Unci of (lie US IVpar tn ien i of 
Justice, p 29, fn.2S 

"See , for eiar.iple, Sorenson Adam and Anderson f l985) . Uauincl t l " I [1987). and 
lhe "Disu. ice Travelled' daia in .lie a ja! Kamr., C u n .Murkttiny lej tuns I l ic presidci.i of 
Agrc i , I n c , leatiOcd ihat bulk g ia in i aic i /p i c j l l y shipped on l ; up lo 150 miles by i i io iur 
carrier. Suppuit i i ig evidence is cunlained in lhe verified slale-neiiii of .be Farmers Co-op 
i'levator Company, Atchison (^ounty Fanners Union (.uopeiative Atsociai ion, .be Colorado 
Wlical Adininislral ive CoiiiiMii.ee. r.'ooperal.ve IVodc-cers. Farmers" Flevaior (.'ompany. 
lexingt n M i l l and f : levalo ' (.'luiipany. Mar ly Mason and Assuciaics. and Matins Ciraiii and 
li levalor Corporat ion 
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factured commodities for which motor carriers can compete with rail for 
distances of perhaps one thousand miles, but not for distances significantly 
greater Ihan that " Thus s'me of the l.os Angeles-Houston mtra-corridor 
moves are probably protected from supercomnelitive rail pnces, as are some 
of the Midwest-Guif Coast moves The same cannot be said, however, of the 
California-Nfidwest and Los Angrles-Houston and beyond trafiic, most of 
which must move distances exceeding two thousand miles. Similarly, the 
strongly branded nature of these commodities renders source competition 
ineffectual in protecting ship|)ers from rail price increases. 

Finally considei (he lumber products represented in the tables-24114, 
p.dpwood logs; 2411 5, pulpwood chips; 2421 1, lumber; 24321, plywood; and 
24996 wood particle board. I hese divide neaily into two groups. Pi.lpwood 
logs and chips are low-value cominodities for which intermodal competition 
is etfective only for the shortest of distances; this factor can remove from our 
hst of concern so ne but nol all of tl.e within-Midwest and within-lexas 
moves listed here, fhe other lumber producis are higher-value manufactured 
commodities for which intermodal competition can be effecf.ve over 
moderate distances, but not long eno.'gh to eliminate these moves from the 
list of problem mo ês ' ' Source compeution does not appear to be important 
for these moves 

Using analyses such as these for the commodity movements shown in Ihe 
tables and rougher estimates for movements 'lesser tonnages in the same 
kjcograpliic coriid.)rs, 1 estimate lhat an *.';SI7SP merger would cause a 
significant loss of compeiilion for 35.3 million tons of Irafiic. The average 
revenue lo the lailroads from this tra(fic-io all the railroads parlicipaong in 
the iraltic, not jusi the ATSP and SP is $63.64 per ton, yielding an estimate 
of J2 24 bilhon of ;ommerce adversely affected by Ihe merger.-

Using t-igure 1 we may divide the aggregate clfect ofthe merger into four 

parts: 
(1) liiangle A, the loss lo sliip|)eis ftom an increase i i price, 
(2) leclangle i), lhe loss to Ihe railroads from a rcdu ;tion in tonnage that was 

eainins more than marginal cost. 
(3) rectangle C. the transfer from shippers to the raiiroads. and 
(4, rectangle I), the gain lo the railroads from a reduction in operating costŝ  

Areas A and H represent unambiguous welfare losses to society. Area C 
may nol represent such a welfare lofs if it is merely a transfer; however, to Ihe 
extent that (he Iransfci results in increased rent-seeking pr the loss ol 
conipetiiion lesulls in A'-iiielticiency, then some or all (or conceivably more 

"See Ihe venfied ilaieinenis uf tbe ( hryjier Corporation, tbe fieiieial Molo. i Corporanon, 
add Vullj . tagfii uf Amcrica.and Fillnianf I985,p40,fn.31] 

'•See tbe venfied slaiemenis ofCowhtz Stud Company, Giayi Harbor llaidwood, and Valley 
I .milder Salei, and »'in;i.an (198.', p 35, h' 24] Note thai based upon ihese itatenienls, Oum s 
[1979] cnncluiion that for lumber producis there is ' no significant intennodal competition even 
in slioil fiJul niarieli " goes luo f j r 
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I itjure 1 
Cortipelilive ronseijueiKcs ofthe Merger 

than all) o f area C repiescnts a welfare loss lo society as well '» Area D 
represents an Li ia inbiguous welfare gam l o society 

W e can estimate a range for the si^e of these a'eas by mak ing lhe f o l l o w i n g 
assumptions: 

(1) the merger w o u l d result in an average pr.ce increase by lhe railroads for 

the affected t ra l l ic in the range of 15 percent ( M a c A v o y [1989] 

M a c D o n a l d (1987. 1989jj .0 .30 peiceni (A tk in son and Kerkvl ie t 

• [1986]) , 

t l O t i l t - t t for ""l^seeVwig is Posne, [1975J, .ee .Iso Tullock fI980) and Tirole 
(l?8i(J Tbe das ic reference for AT iiiemciency is 1 eibenslein (1966] An ewriple of Ibe type of 
ren 1-Kek.ng anj rent dissip.lion *h,ch migh. foll>.w an ai..:.o,npe.iiive rale i„c,e,.e ' . .he 
muld-ye.r niultl tnounal dispute beu.en the Omaha Public Power Disi.ic and lhe Burlington 
Northern Railroad over coa. laiilfs (K.C Uo J878)) See. for e.aniple. Ibe Ad,„„ ira.ive Law 
ludgo deci.l^m of January. 1986, Ihe inilial l( C decision of November 1986 and Ihe ICC 
deasler, (in response lu a., appeal) of May, 198 7 For an e.ample of rem-.eekmg brougfil about 
by a., aullcompetiuve me.ger, one need look no fu.iher than ibe inuliiiude of conditions to 
merger approval sought by competing and . onnecling rjrhoads in Die ATSF/SP proceedini 

Tl.ero 11 no diipuit that the merged railroad planned lo raise some of iis prices In an 
interview with the JoumJof t.ommtft, pubhsted on lhe morning of Ihe scheduled ICC vote on 
Ibe merger proposal, ATSF president h.i... I . i i u 'zeroed in on pricing a, a ma.or post merge, 
concern We ve got lo have p,„mg diK.phne.'fie said Some business is so unprofitable 
we wUI have to raise our pnces - Allbou<li he did imt specify all of the business' to wbich he wai 
rereidiig, two areas riienlioiied wbicb are relevant lo Ihe discussion above are • inlermodal [ i e 
piggyback) business" and • easibound perishables '• 



COMrCTITION 

ro 
CJ 
00 

Piacnn-

T A i i t l l 
C o m AMP B t n i r m o- n i l Pi>oi>o$to MIJ>C(K I» Puicts ot AfTici^o T«*»f ic lHC»tASt av 30 

PEKCCNT 

Elaiilcliyof Dtma,-i 
-Oi 

flalllcilyof Dtnmn^ 
-10 

Annual OptroUng Savings 
K/O.Vffl 'o" 

niieci Welfare t oss 
„ $42 8 million 
Tiansfei (lom Shipper* 
.. $255 i million 

Diieci Welliie I oss 
. $85 6 million 

Iians'ei (rom Sbippe's 
^ $2)9 2 million 

Ann-wl Oftraling Sav("«> 
$220 Million 

Direct Welfare Lost 
1. $}l 1 nultiun 
Transfer from Shippers 
« $198 3 million 

Diiect Welfa.e 1 ms 
- $62 2 niilliun 
Tiausfei from Sliippc" 
• $188 ' million 

(rricdiacudcr and Spady I ne i I) I " 

„, '„',::?;;;i,.... »• .<••- ••; i? "" 
,„ the tange of 2 5 (Kicent to 5 P"«" ' ^ concerning these assumptions 
, . o points should be made f/J/^^^^^^^^^ 

, f „ s . IS that tb. assumed '"'^^J^^ .̂^ firms, a constan. elasl.ci.y 
assur.p.iotis In a Co.i.not ' " " J ' ^ ' ' ' ' ' ' ' ^alio of 134. a merger of 
of demand, and an ' » ' ' - V ' " ' " ! 1 cojt reduction of 5 percent (2 5 
duopoly fi.-ns.wMch pnce by 42 pe.ee... (4b 
percent) incieases the F " ' " " ^ ^ "^^^ .f'^l^ee tirnu which results in a 

r:;:r,:s:;:ii;:j. -
nature of firm in.eracuonf omCourno. ^^^^ ^̂ ^̂  assumptions 

llie second i oinl is that, as a reierce i 

, „ . g huads tesuLd . . . . ^ - t " " ' " ^ c ^ " X ^ ^ ^ ^ ^ ' - ^^^^^ 

bib;!;:::-'^^.="= 
o Z t ' ( 1587. pp W 506) 1 1. >s clear ^ ^ ' ' ^ " V e " lea also lo.ecas. one ume saving, o 

'•S^HSnis:x.,».i.-i..-.i 

Annuat Optraling Savings Annuat Optrating S.'vings 

$110 Million $220 Ml l l lun 

Elojllelly ef DtmanJ Direct Welfare Loss Direci Welfare Loss 

-OJ ^ $116 4 mil l ion >• $98 0 mi l l ion 

Transfer l i om Shippers Transfer from Sliippe'S 

- $520 8 mil l ion >: $466 4 iml l ion 

ElailUily of DimjnJ Direci Welfare 1 oss Direct Welfare i oss 

-1.0 ^ $232 8 mil l ion - $:95 9 mil l i m 

J ransfer horn Shippers 1 ransfei f rom Shippeis 
- $4-10 1 i i i i U i o i i - $ 4 0 ) 7 n i d l i I I I 

concerning cost reductions aie especially generous pirsi, nol all cli.inges in 
what railroad people call operalmg c.isis .irc cli.mges in WIMI economisis call 
marginal cosis Second, 1 iiave assumed that the in.irginal cost >.urve is lla. II 
there is any decline iii the maiginal cost curve in the lelcvant range î f 
demand- due lo economies of scale or density —the reduction in output 
caused by the loss of comjietiiion will prevent the forecasted cost savings from 
being achieved, ' l his elfeci is compountled by (he f.ic. .hat the level of 
marginal cost affects lhe level of price chosen 

Tables I and 11 show the lesulls of calculalions ulilizing these 
assuniplions.'' Two poinis stand oui l he "'rst is llie iinpoi lance ol choosing 
the correct value for both the annual operating savings and the elasticity of 
demani! '* I believe lhat the case record sup|)orls more strongly lhe smaller 
estimate of operating savmgs, bul ihere is almost no discussion of the 
elasticity value (which cf course varies by product and location) The second 
point shown cleaily by the lable is lhe iintiorlance of the treatment of 
transfers If transfers from shippers to the railroads are treated as a diiecl 
welfare loss-- either because ihrough reni-sceking and A" inellicicncy they are 
likely lo becuiue itadiiional welfare losses or because iranslers resullmg fn/iii 
mergers are negilively valued per j f - then the merger is socially harmful 
under any icasonable estimates of eltictei.cies and llie oilier lelevani 

" A n n e«aniple uf ibe c.lculaiions. consider ilie souilitasi miadrani of Table I - $6) 64. 
IO AfC, - J63 64/1 34 - $47 49 Iben MC, - (U95)l$47 V>) - $45 12, and H, - ($45 12)11 )») 
(I 15) - $69 3) lltdQ/dhnQ/P) - ~ I and {), - )5 3 nullion. iben Q, - )2 04 millimi l l lullows 
lhat A - { O i ) ($5 89) () 26 iinllion) " $9 6 million. B - ($b) 64 - 47 49) () 26 iiiillion) - $52 64 
millic:i;and C - ($5 89)()2 l>4 niilliun) - $188 72 mill j n 1 be sî e of (J is nol niipurlanl. since ibe 
luiaf iavi.-;g> —spread across both iialhc compeiilively banned and irartic nul competi..vely 
Harmed by the merger i i sel by assmnpiiun 

"Indeed, it could be arguc.l tha. ibe wide range ol uncer.a.nly concerning an esiunale ol cost 
savings hero is evidence fur ibe pusiiiun uf liudi (1978) and oibcrs ibai efficiencies should nol be 
coiuidered f i individual merger cases bul raibcr should be factored into the concentration levels 
In Ihe Mcrgi r Guidelines See also l.aiide [ 1 ) 
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variables If transfer, are treated as welfare-neutral, then the merger is socially 
beneficial wilh the higher es.imale of efiicency gains, - cvc.> w th the lower 
estimate it the losver .stitnate of pr:ce increases is accepted as well 

low if one accepts the smaller estimate of operating savings, and if 
on swi g o P ace a Ton-negligible value on transfers, the merger becorne 

I I lu V . I evaluate So long as one assumes that at least 26 percent o 
Uic wealth ..ansfer is translated into a welfare loss, the merger is on net 

' " H ; : : ^ " S r a shit, trom normative to positive analysis. 1. is^beyc^ui 

(,, ; S ; ^ o ; ; ' S : o favor small, organised groups al the expense of large. 

, J l c C d^a :^ , ^ : : . ! ! an eslunaie of annual operating savings resulting 
! ,1 Z r Z , ,1 S 88 2 inillion-4.3 percent of total operating costs. If we 

seTl rmagnitude ot Ihc s of gross deadweight looses and Iran e S 
:s t o . ' , twice -he pr >mised level of eflicienc.es^Thus w e.lier the CC 

b l eved lhat transfers a.e transformed into deadweight losses or tha 
ua sf rs are iransfortned into political losses, it appears that the vo ume o 
iransfe!s was sullicieu. to ove.oonic tl.e small numbers eifect (hypothesis (2) 
above) and defeat the inetger 

VI CONCLL'SION 

In Ihis paper I have dc ...bed how the Merger GuideUnes may be applied to a 
n this l ' ' ' l ' ^ ^ ' , . ^ used the GuidclineUo evaluate the 

r̂ ^ o n l . : a n d SoutHem racinc raHroads, Although 
m ie onclusions are difiicult to reach m a merger of his complexity.. 

; ow that under teasonable assumptions cot.cern.ng the likely operat ng 
^cTeiicies resulung f.o.n lhe merger, lhe merger is likeiy to l,e harmful to 

"See. in gcneial. Su.K' tl9'l 1 FcllJman 0916]. 
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SQciety, particularly if one places modest, though significant negative value on 
transfers from shippers lo Ihe merging railroads 

What Itic analysis aho .Icinonslrules is the critical importance of three 
factors in evaluating the impact of a merger such as this one: a careful, 
location- and cominodily-specific analysis of the loci of likely cotnpelilive 
hann, an unbiased estiinale o( those operating savings promised by the 
merger which could nol be obtained ihio.igh means less aniicoinpelitive. and 
a careful Judgment as to the iinporiance (or lack thereof) of transfers in the 
calculation of welfare losses 

RUSSELL W PITTMAN. 
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T A U I S A 1 

t.UCAriON C<t i roar<i* M i u w t M . D iHtc l iu r r EAST 

SrrC5 PRODUCT rows 

461II '.II Freight Kale Shipments 1 ) S I 6 4 I 
4SIII Shipper Associalion 1 lal l ic 706 321 

1))) Lei'uce 36) 336 
20341 Wine, brandy or iJiandy Spirits 311 941 
20iy) Mined Luads of i-'ood 2)1 252 
20621 Sugar, ( j ra i iu la ic i l or PuwUered 220 948 
iJIII M o l o i Passenger Cars. Assembled 213460 

1214 Oiaiiges 186192 
? j ; i J Sodium Compounds 1)9 120 
20»6 Catsup ur Oii icr Tunialo Sauces 11)6)6 
• 1224 Grapes 1020)0 
SJSII Copper, Uiais or hro iue 100860 

im Cantaloupes, Melons or Muskmetuns 100758 
2812i Polassiin*) Compounds 96 5)2 

2om Mixed Loads of Canne i l-ood 84 760 
Il9i Potatoes, O.ber iban ' weet 83 3)2 

nu Celery 78 848 

mt U.uccoli 64 )20 
20}7) Fio^ei i Vegciablei 64 2.2 

IJI2 Carrots 63)16 
209)) Nu l or Vegetable Ods 54 660 
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J A M A I I 
t-jCVOH - CALIfOaNIA-MlDWtST. DiRicnON • Wl5T 

SrCCJ PRODUCT 

46111 All Freight Hate-Shipments 
45/11 Shipper AssJ'lation Traffic 

;/Ji5 Sorghum C)-lint 
j n i l Motor Passenger Cars, Assembled 
20461 Corn Syrup 
20S2/ Beer. Ale, Porter, Stout 
J7I/2 Mulcr Trucks. Assembled 
J7/<9 Motor Vehicle Accessories or Parts 

1/J7 Wheal 
2092) Soybean Cake, Flour, Gri l l . Meal 
44III Freight Forwarder Ttaffic 

/fJ2 Corn 
282/( Plastic Materials or Synthetic Reains 
2092/ Soybean Oil, Crude or Refined 
2042/ Prepared Feed. Animal, Fish or Poultry 

/ / ) / Bailey 
I I2I2 Prepared HiiuininouiCoal 
40241 Paper Wasie or Sc^ap 
))/27 l i n " t i l l Products 
2014/ Hides, Pelts or Skins 
4221 / Trailers, SemiTrailerj, ot Conlaloera 
4)111 Mai! 
2041/ Wheat Hour 
2.i44l Coinielics. Perfumes 
JJ/2J Iron or Steel Sheet or Strip 
284/9 Soap or Oil-.1 Delergenl! 

TONS 

t S60400 
I 196 392 

727448 
7129)6 
509 920 
432 480 
267400 
197 529 
188 380 
16)696 
162680 
132910 
138 760 
132 376 
II2800 
110920 
107620 
.01840 
99680 
87480 
79 25! 
77120 
7S920 
61 468 
60 644 
54 440 

T A « I I ! A I I I 
IxiCt-nou - l .A- l loui ro t4 , IrriaA Coaiupoit; DimcriON • CAjr 

STCC: PRODUCT 

21/2) Potassium Compounds 
46II I All Freight Rale Shipmenls 
324// Hydraulic Cement 
29//iS As,iball Filches 
20821 Deer, Ale, Poller, Stout 
242// Lumber, Kuujh ur Diessed 
2812) .Sodiui.i Compounds 
m i l Moior Passenger Cars, Assembled . 
43/// Shipper Association Tralfic 
2084/ Wine, Brandy or Brandy Spirits 
/02/2' Copper Concentrates or Precipllatea 

TONS 

1069 404 
490 540 
367604 
291000 
210920 
121040 
109 400 
97040 
89888 
62 240 
33484 

LOCAIIOM 

RAILROADS AND C O M P C T I T I O N 

TAULS A IV 

I LA—HOUSTON, lNia* Co««iooK, DiafCiiOM » Wur 

STCC) PRODUCT TONS 

11)7 Wheal 268 752 
11)6 Sorghum Grains 230 I I 2 

324/ / Hydraulic Cement 155 i6B 
1129 Kuw C'oiion. t4ll(2 147 064 

26MI Fibeibuard. P«|>erbuafd ur Pu lpbo j rd 129120 
26211 f l C M S p r i n . 1 12 560 
28211 Plastic Materials ur Synthetic Resms 109 200 

11)2 Corn 95 488 
461 :i All Freight Rale Shipmenls 93 232 
26111 Pulp 78 520 
20461 Corn Syrup 66120 
20141 Hides. Pells or Skins 6)920 
32741 Lime or 1 ime Plaster 524)2 
4SIII Shipper Association Trall ic 50092 

T A B L I : A V 

L O C A T I O N « LA — H O U I T O N . A N D -evoNo; D I R E C T I O N - EAST 

srcci PRODUCT TONS 

46111 
1129 

20S4I 
4)111 
mil 
20995 
2812) 
37/49 

All Freight Rate Shipmenls 
Ra* Cotton. NEC 
Wine, Brandy ur Brandy Spi'ils 
Shipper Assucialiun Trallic 
Motor Passenger Cars. Asseii bled 
.Miied I oadt of Fuud 
Sodium Compounds 
Motor Vehicle Accessories or Paiti 

I 340 570 
258 IfJO 
15 0 648 
I12).'2 
107 584 
84000 
7) 192 
52 400 

T A B I C A VI 

L O C A T I O N •• LA — K O U S T O N . A N D DbvONO, D I I E C T I O N - W t l T 

STCCS PRODUC1 TOWS 

46: II Al l Freight Rate Shipmenls 1 1)2 792 
28211 Plastic Malei ials or Synihelic Resins 57)316 
26)11 . Fibeiboaid, Paperboard or I 'ulpbuard 167780 
4 3 / / / Shipper Associalion r ial f ic 13)644 
28/8) Glycols or Glycerines 128 400 
24)2/ Plywood or Veneer 100 200 
29117 Petroleum Residual F uel (his 99080 
)7lt2 Motor Trucks, Aiscinbled 94 600 
33/24 I,on or Sleel Bars 74 600 
329)2 Light Weight Aggregates 72 720 
28 /J I Cyclic Intermedialcs frum Benienc 67 880 
29114 Petroleum Lubricat ing or Siiniiar Oils 63 800 
28181 Miscellaneous Acyclic Organic Chemicals 60)20 
4III7 Mil i tary Impedimenta 56001 
29119 Petroleum Refining H'ouucis, N F C 51 348 
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T A I I B A VII 
I MiDwuT-GuLfCoAfT^ DiRicnoN - NORTH 

SrCC) PRODUCT TONS 

28211 PI Stic Materials or Synthetic Resins 
) ) ) / / Cc oper. Brass or Bronie 
2631 1 Fi'-eiboaid, I'ipeiboaid or I'ulpboard 

11)7 Wlieil 
329)9 Nonmetallic Mieciali or Earths. Ground 

111 360 
100060 
70060 
59716 
58 480 

TA»:J>A.V1I I 
l>ocAnob - M u j w m - O u L f COAST, DiRecroN - Soimi 

SrCC) PRODUCT TONS 

11)7 W.ieat 
//32 Corn 

204/ / W icat Hour 
//44 Soybeans (Soya Deans) 

20461 Ccrn Syrup 
2991) Pe roleum Coke 
144/3 In.lustrial Sand 
J7/ / / M )tor Passenger Can, Assembled 
20H3 Gicasc or Inedible Ta..ow 

370 546 
223 726 
219 648 
131676 
117000 
107100 
18440 
71480 
60880 

TAbiKAlX 
lxx-.AnoN - PACIHC NW -CAUfORNiA. ARIZONA; DiRiCTnON - NORTH 

SrCC) PIODUCT 

46111 AV Fietght RaleShipmenll 

IOCATON " PACIHC N W 

T*i>it A X 
CAUfORNiA. A R I Z O N A ; U IRBCTION • Soinn 

S7CC3 Pl.ODUCT TONS 

to 

24211 L nbei. r.r^ugh Of Dieised 
2tf3// F.:<rboard, Paperboard or Pulpboaid 
24)21 Plywood or Veneer 
26211 Hcwspiiiit 
24996 Wood Panicle Board 
262) 3 Priming paper. Coated ut Uncoaled 
33/24 Iron or Sleel Bars 
262/4 Wrapping Hajier 
2083/ Malt 

2054 160 
699120 
55^240 
5)k680 
• 04 280 
19/880 
127040 
85 680 
77080 

RAILROADS A N D COMPCTITION 

TA«ie A VI 
L O C A T I O N - W I T H I N CAL IFORNIA 

S T C C ) PRODUCT TONS 

1191 Sugar Deeis 64) 400 

)24U Hydraulic Ccmeni 562 094 

2812) Sodium Compounds 412 212 

26)11 Fiberboard. Paperboard or Pulpboard 200440 

327)2 Gypsum plaster 175444 

46111 Al l Freight Rale Shipments 1)4 268 

11)7 Wheat 120980 

24lli Pulpwood or Other Wood Chips 78 240 

20841 Wine, Brandy or Brandy Spirits 64 )60 

40211 I ron or Steel Scrap 55040 

20821 Deer, Ale. Poner, Stout } ) 6 8 0 

70441 Rice, Cleaned <: 560 

24211 Lumber, Rough or Dressed 51 440 

T A I I H A XII 
IxjCAUON •• W I T H I N M I D W O T 

S T C C ) PRODUCT I O N S 

1/37 
11)6 

40211 

Wheat 
Sorghum Gra in i 
I ron or Steel Scrap 

748628 
274 694 

70 380 

TABIE A X I I I 
txx;ATiON - W . n i i i i T H A S 

srcc) PRODUCT TONS 

r ) J 7 
2821/ 
24/14 

4 0 2 / ; 
24//) 
2991) 

Wheal 
Plastic Materials or Synthetic Resint 
Pulpwood Logs 
Iron or Steel Scrap 
Pulpwood or Other Wood Chips 

• Petroleum Coke 

34)216 
278 800 
149 780 
147 280 
107 080 

76 640 
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EDUCATION: 

I n s t i t u t i o n 

University of C a l i f o r n i a , 
Berkelev 

Degree Date 

Ph.D. 6/83 

F i e l d 

Econor.ics 

Major Areas: Transportatio.i, I n d u s t r i a l Organization 
ana Eco.ncmetrics/Statistics 

Ph.D. D i s s e r t a t i o n : Strategic Motives and Competitive 
Effects m Railroad Mergers 
(Ted Keeier, Advisor) 

Freiburg Universitv, 
Freiburg, West Germany 9/76- I n t e r n a t i o n a l 

7/77 -dies 

Recipient of Rotary I n t e r n a t i o n a l Fei:o-A-ship 

University of Wisconsin, 
Mac1son B.A, ^•'o Sconcm-' '.with 

honor?) 

A c S S ; f ; ; . r outstanding Scholastic 
Achievement, awarded to thcTVwc'tcV 
Science graduates -t Letters 

- 244 -



PREVIOUS EMPLOYMENT: 

Visiting Research Fellow Bureau -•^ Tr-^,^^^^ ^ 
Economics, Canberra, A u s t r a l ^ ; J uV -^0^^^^''^- ^̂ ^̂  Communicatio: 

~ ' '̂-̂ -•y - oanuarN' 19 92. 
Economist, O f f i c e cf Policv and ina'vs-^ 
Commission, Washington, D.C Ja--a-' ~cc-""""S"''̂ .̂̂ -- Ĵ 'erce 
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Wally F e r r i e r (co-chair) 
A-ugust Schomburg (co-chair) 
Greg Young (co-chair) (j 
Hun Lee (co-chair) 
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Jane F e i t l e r 
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Ming-Jer Chen 
Harry Sapienza 
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Raymond Smith 
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John Purgess 
Douglas LaBahn 
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Uogistics Club fl985-l99C; . ' ' = - f a t t e n and 
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Member of Search Comm.ittee, Transportation, Business and P-iblic 
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I I. Introduction, Summary and Statement of Qualifications 

A. Introduction 

In this proceeding, we were asked by Kansas City Southem (KCS) to examine the 

merger benefits and savings claimed by Union Pacific and Southem Pacific (LT-SP) and to 

estimate the real costs that will be bome by the shipping pubiic if this merger is approved 

without remedial conditions. 

In our analysis we have used the most accurate and reliable data available describing 

the merger and its possible consequences on competition and on the shippers who rely on 

rail. In this Statement, we have primarily used actual da*̂  as produced by the involved 

railroads describing actual performance history over the routes which would be affected by 

the merger. We have also supplemented this actual data with reliable data available from the 

public record and with our experience in conducting transportation and logistics studies over 

the course of our careers. 

B. Summary 

The UP-SP merger filing contains m.erger savings and benefits estimates that have 

been repeatedly revised, are still not finalized as of this date and must be regarded as 

unsupported by this Board in the deliberations. 

The applicants' failure to present persuasive support for their merger savings claims is 

endemic to most major rail merger applications. Independent studies have shown that no 

mi>ior rail merger approved since 1980 has achieved the benefits claimed by the applicants. 

We have found the costs and benefits defective as presented by applicants. Union 

Pacific Railroad and Southern Pacific Rail Corp.. (collectively, the "Applicants"), based on 

our examinauon of the: 
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• context of historic results and pattems, 

• Applicants' work papers or depositions, 

• quantitative accuracy, and 

• consistent application of recognized estimation methodologies. 

In their Appendix A, the Applicants claim total, net annualized benefits of $3,014.3 

million, plus total, net one-time costs of $1,447.0 million, for the proposed merger. Our 

analysis of the projected benefits from prior mergers establishes that a significant number of 

the claimed benefits failed to materialize. Based upon these studies and a careful analysis of 

the AppUcants' claimed benefits for this tiansaction. we believe that Applicants have 

o- :rstated the public benefits of this transaction. 

We submit the UP-SP Application is demonstrably flawed by both errors of omission 

and by errors of commission. LT-SP made significant errors in its computation of the costs 

used in estimating the benefits of the merger. Further errors were committed by the 

improper mixing of dissimilar Econometiic and engineering estimation methodologies. In 

addition, the AppUcants' Pro Forma Financial Forecasts contained in Appendices B through 

D of the AppUcation are unusable due to intemal inconsistencies which lead to errors of 

unknown magnitude and direction. The appUcation is thus flawed by improper metiiodology, 

inconsistent application of recognized practices, errors of commission, and errors of 

omission. Our conclusion is clear: tiie merger benefits are overstated, tiie costs are 

understated. 
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C. Statement of Qualifications 

My name is Tom O'Connor. 1 am Vice President of Snavely, King. Majorob. 

O'Connor & Lee, inc. (SKA), an economic consulting finn witii offices at 1220 L Street. 

N.W. in Washmgton, D.C. 1 have been engaged in the study of transportaUon economics 

for more than twenty years. 

My professional career began in 1973 as an economist witii the Interstate Commerce 

Commission aCC). Subsequentiy. I have held increasingly responsible management 

positions in transportation, govemment. industr\' and ronsultin^-

• Manager of Local Rail Ser\ ices Planning for United States Railway 

Association; 

• Assistant Director of Costs and Economics for (.lonrail; 

• Assistant Vice President of Economics for tiie Association of Amencan 

Railroads; 

• Vice President of DNS. Transportation Consultants 

• Vice President of Snavely King Majoros O'Connor & Lee. Inc. 

I have previously provided testimony on transportation economics, costing, design and use of 

the waybiU sample, and other issues before the Interstate Commerce Commission, tiie U.S. 

Railway Association and federal and state couns. A statement of my quaUfications appears 

in Attachment A. 

My name is John Darling. I am President of Rail-Ways. Inc. (Rail-Ways), a 

asportation consulting finn with offices at 18 South Porter Street in Elgin. Illinois. 1 have 

engaged in railroad management, operations, planning, cost analysis and finance for 

riy thirty years. 
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My professional career in the railroad industry began in 1967 as an Industrial 

Engineer in tiie Planning Department of tiie Baltimore & Ohio Railroad (B&O). Since tiien I 

have held increasingly more responsible staff, management and investment positions in tiie 

railroad industry. 

I have previously provided testimony with regard to railroad cost finding, economics, 

finance, mergers and acquisitions, and operations before the ICC, the U.S. Office of 

Technology Assessment, state regulatory agencies and legislatures, and federal courts. A 

statement of my quaUfications appears as Attachment B. 

S . Results of U.S. Railroad Mergers Since 1980 

The specific purpose of tiie Staggers Rail Act of 1980 ("Staggers Act") is "to provide 

for the restoration, maintenance, and improvement of the physical faciUties and financial 

stabiUty of tiie rail system of tiie United States."' 

Given the profound economic consequences of the present Application, it is incumbent 

upon tiie Surface Transportation Board (tiie "Board") to review tiie results of mergers and 

consoUdations considered by the Commission since 1980 to determine what contribution 

previous mergers have made, if any. to furthering tiie purpose of tiie Staggers Act, as that 

purpose was articulated by the U.S. Congress. 

Sec. 3, PubUc Law 96-44S; 96tii Congress (October, 1980). 
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A. Applicants' Recent Experience with .Major Railroad .Mergers. 

Each of tiie Apphcants has been involved in at least one previous major merger 

proceedirg since 1980 - UP m tiiree and SP in two.= We have examined some of these 

merger , to detennme if tiie claimed benefits were obtained, and at what price. 

1 Union Pacific Corp. et al - Control ~ Missouri Pacific and Westem 
Pacific Railroads, F. D. No. 30.000 (11982) ("MOPLT").^ 

The cost and benefit claims of tiie applicar.ts in MOPUP. and tiie restatement of tiiose 

claims adopted by tiie Commission, are recaratulated in Tables II . 1 and 11.2. respectively.̂  

The only immediately apparent difference m the u-eatments of costs and benefits used m tins 

proceedmg to tiiose used in MOPUP is tiiat in tins proceeding labor severance and protection 

costs are treated as onetime items, whereas in MOPUP those costs were treated as recumng. 

That distinction will be discussed further m Section III of our Statement. 

We selected six areas of inquiry for furtiier examination. For each mdicator we 

accumulated opeiating or financial data for ten years: for tiie four years preceding tiie 

merger, tiie year of consummauon. and five years following consoUdauon. The data used by 

us are found in Exhibit 1 to tins V.S. Histonc data v̂ere all taken from Applicants' reports 

to tiie Commission. Forecasted levels of revenues and expenses were taken from tiie 

Commission decision in MOPUP.* 

In addition, SP has purchased significant line extensions from the esutes of .he 
icago, Rock Island and Pacific Railroad and tiie Chicago. Missoun astern RaUway 

participated m two small corporate restmctunng mergers witii its subsidianes, tiie Pacilic 
:tric Railwav and tiie Texas and New Orieans RR. 

^ 366 I.C.C. 459. 

* 366 I.C.C. 780 - 791. 

Ibid. 
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a. Gross Revenues. 

Nominal (i.e., reported) combined gross operating revenues realized by the UP, MP 

and WP in the four years preceding approval of tiie merger in 1982 had been rising rapidly 

until the year of the merger when gross revenues fell by roughly 5 %. This fail continued tiie 

following year and was not reversed until the second year foUowing the merger. For the 

remainder of the study penod, gross revenues were flat. 

In constant doUar terms, gross revenue feU sharply in the year of unification and 

remained stagnant for the remainder of the study period at a level approximately $250 to 300 

million below the aT>pIicants' forecasts, or Z% to 10% below forecasts. The resulu; of this 

analysis are iUustrated in Figure n.l. 

i; 

i 
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SUMMARY OF BENEFITS 
UNION PACIFC RAILROAD, ET AL •• CONTROL .- MISSOURI PACIFIC ft WESTERN PACIFIC 

As astimatad by tha Applicants In Finance Oockat No 30000 

ro 
CD 
00 

D E S C R I P T I O N V E A R 1 Y E A R 2 V E A R 3 

A n n u a l O n a - T l m a T o t a l A n n u a l O n a - T l m a T o t a l A n n u a l O n a T l m a T o t a l 

N E T R E V E N U E G A I N S : (a) 28 7i)3 28,793 3 7 0 1 9 37 019 41 132 41 132 

O P ' I R A T I N Q B E M E F I T a ; 

I a l io r b a v n y s (b) (b) (b) 

N o n l a b o r S a v i n g s 
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Cofnrru jntcal iu<is /<;u«nputers i f (2 .381) ( 2 , 3 M ) 83 93 618 518 

O p i ' r a l i u n s 1 / .8M8 ( 2 5 . 0 4 ; ) ( ' , 1 4 9 ) 18 040 (11 400) 6 640 18 112 ( 1 0 8 0 1 ) 7 311 

Qenera l & Adr i i in i&t ra l ive T.xro 7,170 13,484 13 484 13.528 13 528 

Tulol O p e ' n t K i y Bwnbl i ts 47 5 9 ' ; (80 .423) (32 628) 63 0 8 5 (21 62'J) 41 456 6 3 6 1 6 ( 1 9 2 5 2 ) 44 364 

(Employee Me ioca l i on t x p e n s e 0 0 0 

l a b o r Pro lec l i o r t /Separa i io f t (29 .362) (29 362) (7,064) (7 .064) (5.874) (5 874) 

6 H P P E R 1 0 G I 6 T I C S 6 A V i ; ^ G 8 0 0 0 

T C T A I C O S T S A N O B E N E F I T ! ) 

I d r t u d i i i g i n v f t m m grui is ^8 .233 ( 8 0 423) (62 190) 66 021 (21 629) 34 392 57 742 (19 252) 38 49") 

AM I n c l u a U a ^80,423) (33 397) 93 ,040 (21,629) 71 41 1 98 874 (19 252) f J 632 

D E S C R I P T I O N V E A R 4 V E A R S N o r m a l T o t a l 

A n n u a l O n a - T l m a T o l a t A n n u a l O n a - T l m a Tota l A n n u a l O n a l l m a 

N F r R E V E N U E 0 A I N 8 : (a) 41 .132 41 .132 4 1 1 3 2 41 .132 41 ,132 0 

0 ( c R A T I N Q B E N E F I T S : 

1 fit)Of Srtv in( js 

(!••) 
( M (b) 

N o n 1 flbor S a v i n g s 

Cor U l i ) i i a t i on 32 ,006 32 .006 32,006 3 2 0 0 6 32 006 171.67b) 

CornrmiMicadons/CJui r ipu lers 518 518 518 518 61M (2 3811 

Oppra l to f i s 18,112 (7 067) 10 1<'6 18 112 (5 798) 2,314 13 822 (61 013) 

Cienerai A Ad i i i i n i s l ra t i ve 13.528 13 528 13.528 13 528 13,528 0 

l o l f l i t - j pe ia l i ny Bene l i l s 64 ,164 ( M ) 6 7 ) 5 6 1 9 / 64 164 (5 i m 58 366 5 9 9 7 4 1 1 3 ' J 0 6 9 ) 

I i n p l o y e e Me loca l i on ( x p e n s e 0 0 0 

1 « h n / P fo Ied i rM t /Separa t i ou (C 921) (4,921) (4 665) (4 665) 0 0 

8 M : P P E R L O C i l S T I C S S A V I N G S 0 0 0 

T O T A L C O S ' S A N D B E N E F I T S 

( :»( I fHi i i t j i c v t - n i i e ( j f l i f is %8,243 (7 ,867) 51,276 1 59 ,499 (5 798 j 53 701 5 9 9 7 4 (135 069) 

Al t i n c l u t l v a 100 376 | 7 . 9 e / | 82 ,408 r 100 6 31 94 833 101 106 ( 1 ) 5 0691 

cr 
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3(6 I C C, 766 - 791 

24 Sep 82 SUMMARY OF BENEFITS 
UNION PACIFC RAILROAD, ET AL - CONTROL - MISSOURI PACIFIC « WESTERN PACIFIC 

As restated by Ihe I C C In Finance Docket No 30000 

at 

D E S C R I P T I O N V E A R 1 V E A R 2 
A n n u a l O n a - T l m a T o l a l A n n u a l O n a - T l m a T o l a l 
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O P E R A T I N Q B E N E F I T S : 
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f .a r t J l i l i / a i i i y i 
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4 7 0 0 0 

27 

19,755 

7,1 70 

(1 836) 
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Co in rn t i n i i - a l i ons /Co rnpu te ra 518 518 
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b. Net Operating Revenues. 

In nominal dollars, the combined net operating revenues for UP's predecessors were 

trending slowly upward m the years preceding the merger. However, when expressed in 

constant dollars, this modest up-trend became a precipitous fall which continued until the 

year following the merger. If one ignores Lhe extraordinary write-off in 1986, UP's 

constant-dollar net operating revenues were recovering at a rate of roughly 10% per year 

from about $300 million in 1983 to approximately $450 million in 1987. Nevertheless. UP's 

constant-dollar net operating revenues remained at a level well below forecasted levels of 

approximately $543 million per year. These r.sults are illustrated in Figure 11.2. 

C. Income Performance Indicators. 

It is particularly instructive to look at three separate measures of financial 

performance for the UP and its predecessors in the years spanning the 1982 merger. In 

Figure 11.3 we have displayed ordinary income, net railway operating mcome. and eamings 

before interest and taxes ("EBIT") expressed in constant 1982 dollars for the ten years from 

1978 through 1987. 

By all three indicators, tbe fmancial performance of the UP, and its predecessors, 

is not materially afTected by the merger. 

It was not until five years after the m.erger that the financial performance of the UP 

;,begin to chmb. By that time, any effort to attribute the jrowih of the UP to tlie 1982 merger 

|would have been, at best, highly problematical. It is far more likely that, by 1987. the 

iilroad industry - including the UP - had instituted marketing initiatives, begun to reduce 

3r costs, restructured (or "reengineered") vhe'r operations, and takfn other steps to 
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improve productivity. At the UP, these actions would have all been independent of and 

unrelated to, the 1982 merger. 

{ 
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d. Railway Operating Expenses. 

Again expressed in nominal dollars, total railway operating expenses, as repo.ced by 

the UP's predecessors, had been climbing steadily at an average compound rate of about 

14.5% per year until the year before the merger. In the next two years, including the year of 

the merger, total railway operating expenses fell, but then resumed an upward trend at a 

much lower rate than before the merger. Expressed in constant dollars, however, the faU in 

operating expenses was impressive but did not continue beyond the first year following the 

merger. In the aggregate, total railway operating expenses appear to have attained savings 

greater than forecasted. However, one must recall that actual traffic levels averaged 20% 

below forecasted levels. These performances are shown in Figure n.4. 

e. General and Adninistrative Expenses. 

General and Administrative ("G&A") expenses are always one area which is smgled 

out for specific attention by the applicants. Histoncally, as m the present instance, merger 

applicants always forecast large and immediate G&A expense savings. However, whe. . 

examines the UP experience, as shown m Figure n.5. one finds that followmg the merger 

not only were the savings not realized, but the downward trend estabUshed years before the 

merger was reversed, ar ' G&A expenses increased substantially m the years immediately 

following consum.mation of the merger For TIP thf^rje.A 
c merger, ror v f , the G&A expenses did not fall to 

forecasted levels until the fifth year after the merger. 
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^ f. Car Utilization Experience. 

Another area of merge.- benefits that applicants almost always tout are claimed car 

utilization savmgs. The applicants usually find a network model for the new system that 

forecasts attractive reductions m car miles and car days, irrespective of any putative traffic 

gains tiiat may also be claimed by the applicants. We sought to test these forecasts by 

examining the car mile data for the UP and its predecessors. Car mile, revenue ton mile and 

tomiage data are good indicators to test since they are not susceptible to definitional or 

combmatorial errors when more tiian one carrier is involved. 

Reported car-mile reductions achieved in 1981 and 1982 were sustained by the 

merged UP foUowing unification. However, when car miles are normalized using revenue 

ton miles per ton indicia to eliminate die effects of year to year vanations m annual tonnages 

handled and average lengtiis of haul, tiien it is found, as shown m Figure n.6. tiiat tiie 

observed car utilization trends began long before tiie merger and were not influenced in any 

measurable way by tiie merger. Indeed, an exponential trend lme fitted to tiie data suggests 

an invariant down-trend acros.̂  tiie entire ten year period. 

To summarize, merger benefits in general, and panicularly for Applicant UP, have 

histoncally proved to be elusive. As we see in die followmg sections, otiier investigators 

have come to similar conclusions. 
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The historic data demonstrate convincingly ihat Applicant UP did not obtain the 

benefits it claimed or sought from the MOPUP consolidation of 1982. 

2. Santa Fe Southem Pacific Corn. - Control - Southem Pacific 
Transportation Co., F. D. No. 30,400 (1986 )̂.' 

Claiming to be a "failing firm" and a "weakened competitor," SP's first attempt to 

become party to a railroad merger under present merger regulations was tiie proposed control 

of SP (also known as "SPT") by tiie Santa Fe Soutiiem Pacific Corp. f"SF") decided in 1986 

("SF/SPT"). The SF/SPT case is particularly relevant to tiie instant proceeding for several 

reasons. 

First, SF/SPT has been, so far, die only major rail merger application denied by tiie 

Commission since 1970.' It is likewise true tiiat until die present Application was filed, 

SF/SPT had been tiie only parallel merger considered under post-Staggers Act regulations. 

The Commission found that "tiie transaction's anticompetitive effects outweigh its potential 

public benefits."* 

Secondly, the Commission concluded that: 

"SPT's fmancial condition is not desperate. Lhat SPT has not been shown to be 
failing, and tiiat tiie applicants "weakened compeutor" and revenue adequacy 
aiguments [were] without merit." ' 

* 2 I.C.C. 2nd 709. 

' Since 1970, four otiier major merger applications were dismissed at the request of the 
[^licants. 

* Ibid., pg. 

' Ibid., pg. 828. 
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Finally, in SF/SPT tiie Commission criticized tiie "temporal narrowness" of tiie 

applicants' analyses.'" The Commission went on reject die applicants' calculation of public 

harm, not because of the cost metiiodology adopted, but because of the tonnage estimates. 

Because applicants' estimate of the alleged dollar amount of welfare loss due 
to potential revenue increase is based upon estimates of the specific amount of 
exposed tonnage, the exercise is not a useful one. For one thing, attempts to 
calculate the specific volume of exposed tonnage assumes unrealistically a 
static economic environment. [Emphasis added.]" 

The Commission also noted that the applicants fi\'e-state common service area was 

one of the most rapidly growing corridors in the country. And because thai "region of 

unparalleled growth" is served in whole or part by the applicants, the "possible 

anticompetitive" effects of the proposed SF/SPT merger must be viewed with extreme 

caution."'^ 

Since the SF/SPT merger failed to receive approval, no quantitative retrospective is 

possible. Nonetheless, we believe it is instructive to review the reasons for its failure. 

We each participated in the preparation r f the analyses in tiie SP/SFT case, though 

neither of us appeared as a witness. At that time John Darling was Director of Cost 

Analysis for the Santa Fe and Tom O'Connor was Vice President of DNS Associates, a 

transportation consulting firm retained by SF/SPT. Our conclusion is that the merger was 

denied because tiie risks of competitive harm from Joss of compeution were significant and 

satisfactory remedial conditions were not proposed or adopted. "We see the same pattem in 

this case. 

1° Ibid., pg. 813. 

" Ibid . pg. 875. 

Ibid. pp. 761 - 762. 
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3. Rio Grande Industries, Inc. et al - Control - Southern Pacific 
^ Transportation Co.. F. D. No. 32.000 (1988) ("RGI/SPT").'^ 

Witii Santa Fe Pacific Corp's failuic to obtain approval for tiie SF/SPT merger, SF 

was ordered to divest itself of eitiier ATSF or SPT. SF"s petition to reopen was denied'̂  

and in September, 1987. SF filed an initial plan settmg fortii several altematives for 

divestitiire tiiat were under considerouon. In December. 1987, SF filed its final plan under 

which it had agreed to sell SPT to Rio Grande Holding. Inc.. a subsidiary of Rio Grande 

Industries. Inc., which was also tiie parent of tiie Denver & Rio Grande Westem Railroad 

Co. ("DRGW"). Approval of tiie RGI/SPT control apphcation by tiie Commission was tiie 

action tiiat created tii<. present Applicant. SP. and such approval had to be a foregone 

conclusion i f tiie Commission's divestiture order in SF/SPT was to be effectuated in a timely 

manner. 

As in tiie preceding cases, tiie applicants filed a summary of estimated benefits to be 

derived from a DRGW - SPT consolidation. 

In addition to total operatmg benefits of S149.4 million per year projected by the 

applicants following consolidation, tiie Commissiun found that "push-down" accounting (to 

be used to write down SPT's assets to reflect the actual pnce to be paid by RGI) was proper 

and appropriate in purchase tiansactions of tiiis type.'- The effect of tiiis write down, the 

Commission obsened, would be to reduce depreciation expense in yeajs subsequent to tiie 

" 4 I.C.C. 2d 8.34. 

2 I.C.C. 2d 852. 

4 I.C.C. 2d 980 and .Accounting Princ^les Board Opinion No. 16. 
15 
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umfication, "... rerulting in a projected increase in earnings."'*— but producing no change 

in cash flows. 

It was widely believed tiie RGI/SPT consolidation was intended by tiie Commission to 

solv,*, tiie problems of tiie SPT. In its decision and order, tiie Commission found that: 

In addition to tiie increase in eamings. Applicants [RGI/SPT] have 
demonstrated a viable plan of financing, sales of real estate properties and 
estimated benefits from consolidation (increased revenues and traffic, cost 
savmgs and otiier efficiencies) which will allow RGI and SPT to generate 
sufficient cash flows to undertake all necps^ry maintenance and capital 
expenditure nroprams and adeooatelv servir.p anH |>raH..aiiy reduce tiie dent 
incurred to finance this transaction [Emphasis added] 

Given tiiat Commission finding, it is instructive to subject tiiis ti^saction to tiie same 

general retrospective used by the Banks Study as descnbed m tiie foUowing section and by us 

m tfie preceding cases. In tiiis instance, however, we have used tiie "SPHI Four Year 

Projected Income Statement" reprinted by the Commission in its decision.'* 

We selected four areas of inquiry for furtiier examination. For each indicator we 

accumulated opf.-rating or financial data for tiie year of consummation and for five years 

foUowing consoUdation. The data used by us are found in Exhibit 2 to tiiis Statement. 

Historic dat' were all taken from Applicants' shareholder reports. Forecasted levels of 

revenues and expenses were taken from Table I of the "Financial ViabiUty" attachment to tiie 

Commission decision." 

4 I.C.C. 2d 980. 

" Ibid. 

'* Ibid., pg. 999. 

''Ibid. 
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a. Rail Operating Revenues and Evpenacs. 

Figure 11.7 compares tiie forecasted revenues and expenses adopted by tiie 

Cr"mission in RGI/SP to the actual experiences of tiie consolidattxi firms foUowing approval 

(expressed in constant dollars). As is evident from tiie Figure, revenues generally followed 

the forecasts. Expenses, however, never even came close to meeting the applicants' (and the 

Commission's) expectations. Once again, the applicanis in a major rail merger were 

condemned to repeat history. 

b. RaUway Operating Eamings. 

An unbiased analysis of forecasted eamings in comparison to actual experience further 

iUustraies how far from reaUty were tiie expectations of tiie applicanis. Whereas tiie 

principal shareholder may have profiled, tiie firm did not. Eamings improvements were 

elusive and inconsistent witii the experience of iie railroad industry as a whole during this 

period. 

Even a cursory examination of Figure 11-8 shows clearly that the aerial experience, as 

measured by Net Railway Operating Income (NROI) and EBITDA was far below forecasts. 

Forecasted G&Zv and car utilization savings weiv nol readUy available and a 

3st-audit of those measures could not be conducted. 

To summarize, in this instance (as witii tiie MOPUP). merger benefits have been 

liown to be elusive Applicant SP has not received the benefits it sought - or hoped for -

om its consoUdation with RGI. Going into 1995, collectively, tiie Applicants were "0 for 

- 284 -



ro 
00 
cn 

$2,600,000 

$2,3^0.000 

(/) 
"D 
C 
03 $2,080,000 
(/) 
D 
O 

(/) 
^ $i,8::'0,000 

o 
Q 

$1,560,000 

$1,300,000 

RIO GRANDE INDUSTRIES, INC. (SPHI) 
Forecast vs. Actual Revenues & Expenses 

1989 1990 1991 1992 1993 

Year 
1994 

A t̂iiqi Oper Rev 

Forecast Oper Rev 

Actual Oper Exp 

• 
Forecast Oper Exp 

"1 

iCl 

c 



DLJSTRIES, INC. (SPHI) 
Forecast vs. Actual Earnings 

ro 
ca 

(0 
TJ 
C 
03 

O 

sz 

I— 

CO 

o 
Q 

$600,000 

$500,000-

$400,000-

$300,000-

$200,000 

$100,000 

$0 

($100,000) 

($200,000) 

Forecast Indicators 

1989 

Actual Indicators 

1990 1991 1992 1993 1994 

Actual NROI 

Forecast NROI 

--^ 

Actual EBITDA 

Forecast EBITDA 

•V 

C 

00 

Year 



c. Other Recent Merger Experiences. 

Two other recent mergers or con.solidations have a prospective bearing on this 

Application. Both occurred in 1995. These are tiie merger of the Chicago & North Westem 

Transportation Co. ("C&f" ') witii Applicanl UP °̂ and tiie merger of tiie Santa Fe Pacific 

Corporation into Burlington Northem Inc. and a concom.itant consoUdation of the Burlington 

*^orthem RaUroad Co. and the Atchison. Topeka and Santa Fe RaUway Co.-' 

Both transactions are relevant because of whal each demonstrates with regard to the 

complexity inherent in a major rail consolidation and tiie management planning and discipline 

necessary to complele a cc/ordination of the size and scope tiiat is contemplated by tiie 

Operating Plan (the "Plaii") included with tiii^ Application. 

4. Union Pacific Corp. et al ~ Merger - Chicago and North Western 
Holdings Corp., et al. F. D. No. 32133 (1995) (UP/CN^"). 

The involvement of the UP with C&NW dales back more tiian a century and is much 

loo compUcated (and Urelevant) to recite here. Suffice it to say that ui March, 1995. UP 

received authoriiy from tiie Commission to complele its long, and often, predicted absorption 

of tiie C&NW. In 1995 tiie C&N"W had gross operaung revenues of S905.3 miUion - $1.13 

bUlion if Westem RaUroad Properties. Inc. ("WRPI") is included.^ 

By way of companson. for the same year. UP had gross operating revenues of 

$5,167.2 milUon After consolidating adjustments, if UP and C&NW had been merged in 

'° F.D. No. 32133, Decision No. 25, decided Februarv 21, 1995. served Marc -
1995. 

'̂ F. D. No. 32549. Decision No. 38. Auguofl6. 1995 (UnpuuLshcd). 

^ Applicants' Work-papers po. NO3-000466 through NO 3-000468 and AppUc^-^- work 1 J 
paper, pp. N03-000344. ^" 
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1994, tiie effect on UP's gross revenue would have been a net increase of $1.08 biUion. or 

about 21 This is a large number, bul not in companson to tiie magnitude of tiie S3 

bUlion, or about a 49% increase, contemplated by this AppUcation. 

Regardless of tiie many years of stady and preparation, however, UP's efforts to 

coordinate tiie activities of tiie former C&NW. and to consolidate its operations into tiiose of 

tiie UP, turned into a fiasco. Among the problems tiiat developed by September and 

October, 1995, were the following: 

Locomotive and crew shortages leading to extensive car and train delavs; 

Shortages of qualified tram and engine crews leading to further train delays: 

Route congestions which caused still further train, engine and crew shortages: 

Labor savings delayed or deferred as terminauon dates were extended: and 

Shipper switching services were delayed or suspended.-* 

The obvious question is if UP has expenenced tiiis much difficulty in coordinating tiie 

C&NW integration, what is going to happen witii tiie SP, wbich is roughly 200% bigger tiian 

was the C&NW. In tiie Applicants" Operating Plan. Witness Bradley King acknowledges the 

existence of tiiese problems, admits tiie Applicant UP "may have been too aggressive" in tiie 

23 
AppUcants" ."ork paper, pp. N03O00344. 

" Three letters of Ronald J. Bums. President and Chief Executive Officer. Applicant 
to shippers ar.d c~ployces. one und:red. two dated November 7 and December 4, 1995. 

•^vely; Metra. Commuter Rail System On-Time performance Repon, November 22. 
Gary Washburn. Chicago Tnbune. Metro Secuon. Wednesday. November 22. 1995.: 
King & Ongerth (Separate testimony by Mr. King), .-ipplication. Vol. 3. pz. 60. 
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way tiie UP tiied to absorb tiie C&NW. and avers tiiai this experience was a "lesson [they] 

wiU remember m connection witii a UP/SP merger."" 

To try to gain some insights into the merits of tiiis promise, we have examined the 

Plan and its derivative merger costs and benefits in comprehensive detail in an effort to 

determine if it reflects tiie experience of tiie UP witii the C&NW, or are tiiere chaUenges 

which remain ignored or unaddressed. Some results of tiiis examination are presented in 

detaU in Sections III and rV, foUowing. 

^» Burlington Northem Inc., et al - Control and Merger - Santa Fe 
Pacific Corporation, et al, F.D. No. 32,549 (1995) ("BNSF")-* 

The difficulties encountered when bringing two large organizations together nave also 

been felt by the BNSF. Unanticipated implementation problems, including ex post facto 

decisions regarding space aUocation, have mtroduced some disarray into BNSF's 

implementation schedules. BNSF has also had to delay certain personnel reductions and, 

reportedly, some terminated employees were recaUed to duty. 

AU of this is only to say that management of a major railroad cons-DUdation is a very 

difficult and complex undertaking. AppUcant UP has experienced difficulties with its most 

recent adventure. RNSF has also has problems. And. as we wUl show, there is notiiing in 

the AppUcants' Operating Plan to give the expenenced observer any comfon that the 

Applicants have inevi to anticipate, much less solve, the problems. 

V.S King Ongertii Ŝepâ ate lesumonv bv Mr. King), .Application, Vol. 3, pg. 
60. ' ' 

Commission IVcision No. 38. August 16. 1995. unpublished. 
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B. A Recent Independent Review. 

Our findings with respect to the consistent inability of merging entities to achieve 

their claimed savings are confirmed in a recentiy completed independent sludy. In March, 

1995, a review of U.S. railway mergers titied Railway Merger Initiatives: The U.S. 

Experiencewas pubUshed by the Ontano (Canada) Ministry of Transponation. Prepared 

by the U.S. consulting firm of R. L. Banks & Associates, in association with KPMG 

Management Consulting (Canada), this study (hereinafter referred to as the "Banks Sludy"), 

sought n identify the implications of railway consolidations for Canada. At the request of 

the Ministry, Banks examined the "genealogies" of several U.S. rati systems, including, but 

nol limited to, a detailed evaluation of the actual economic effects of four particular railway 

mergers ~ it was, if you wiU, a posi-audi: of tiiose mergers. 

The Bank's Sludy provides a factual and illuminating discussion of the benefits of 

mergers. The report is certainly objective with respect to this case, since il was: 

• Produced in March. 1995: months before tiie UP-SP merger was announced 

• Prepared on behalf of a Canadian Provincial ministry not involved in the UP

SP merger case 

• Based on pubUc data routinely reponed to tiie ICC by the railroads and 

compiled by the Association of Amencan Railroads. 

^mong the objectives of the report was the evaluation of the actual economic effects of 

rgers. The principal m.ethod of determining the effects was to compare the reported 

<71 
R L. Banks & Associate's Tnr./KPMG Management Consulting. Raî -̂ay .Merger 
"ves: The U. S. Experience. .4 Report to the Ontano [Canada} Ministry ofTransportation. 
plus Appendices A - D (March. 1995). This unpublished study is attached hereto as 

•hmeni "CT" and mcorporated herein by reference. 
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r 
activity, expenses and revenue of the merging carriers before and after the merger. Four 

U.S. mergers were analyzed: 

• BurUngton Northem and St. Louis-San Francisco (1980) 

• Chessie System and Family Lines (1980) 

• Soutiiem Railw?y and Norfolk & Westem (1982) 

• Union Pacific, Missouri Pacific and Westem Pacific (1982) 

The findings of the study as to the actual economic effects of mergers have direct 

bearing on the n.erger savings claims made by UP-SP and should be considered carefully by 

the STB. Those findings can be summarized as follows:^' 

*t Large mergers generaUy faUed to achieve their promised efficiencies 

• Rationalization of physical plant was slower than forecast and slower than 

rationalization achieved by non-merging railroads 

• Staff reductions were slower than forecast and slower than those achieved 

by non-merging railroads 

• There was no noticeable improvement of financial performance lit the 

merged entity compared to other railroads. 

The strength of tiie Merger Initiatives study is that it provides an unbiased comparison 

between the claims of the appUcants and the performance of the applicants. Here are the 

findings:^ 

• The costs of the merger typically involve: 

o Loss of competitive altem.atives to shippers 

See Railway Merger Initiatives. The U.S. Expenence, page 82. 

" See Railway Merger Initiatives: The U.S. Experience, page 39. 
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D Costs and administrative burdens of integrating staffs and systems 

° Costs of labor reduction 

The benefits of tiie merger typically involve: 

Rationalization of plant and facilities 

D Ability to offer single line system service over an extended range 

° economies of scale and density 

Comparison o*" the costs and benefits of the merger studied typicailv showed 

that tiie costs :id occur nat the merged entities failed to achieve the claimed 

benefits, more specifically: 

° Three of the four merged entities experienced reductions in operating 

revenues during the four years followmg tiie merger.̂  

Employment reduction was already underway prior to tiie merger and UP-MP-

WP had tiieir largest one year reduction tiie year before the merger" 

Claimed economies of scale failed to show up in the bonom line. UP and NS 

saw Nel RaUway Operalmg I ;Come (NTiOI) plunge. CSX NROI increased 

slightiy. BN NROI increased noticeably.̂ -

By the fourth year of the merger, plant rationalization, as measured by mUes 

of road, was largely unrealized. In fact, non-merging carriers rationalized 

plant faster than the merging camers." 

i j " Ibid., pg. 40. 

L" Ibid., pg. 42. 

Jbid.. pp. 44 - 45. 

Ibid., pp. 46 - 47. 
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• In terms of Gross Ton Miles per mile of road NS and UP both failed to 

achieve improvement. ^ 

• In terms of Loaded lo Empty -atio, the merged carriers showed 'ack luster 

perfonnance. CSX and NS loaded to empty ratio got worse whUe UP faUed to 

show improvement in this critical measure of performance." 

• In terms of staff utiUzation, as measured by the number of hours paid for 

compared to the number of hours worked. aU of the merging carriers shov ed 

detenorated performance.̂  

• In terms of revenue per ton mUe, the merging carriers were slightiy higher 

than Class I railroads as a whole. If savings were achieved they were 

apparentiy not passed on to the shippers.'̂  

The overaU conclusion of tiiis report is clear. Merger savings estimates should be regarded 

as claims ratiier tiian accomplishments. Moreover, tiie STB should realize that history 

indicates tiiat even if savings are achieved, tiie shipper probably wiU stiU not realize tiie 

benefits. 

As noted above, The Banks Study found tiiai large rati mergers were widely supposed 

to generate substantial costs and benefits. The most widely touted costs were (i) tiie results 

of a loss of competitive altematives for shippers, (ii) tiie burden of integrating staffs and 

systems, and (ui) tiie costs of compensating redur.dant personnel. Similarly, the greatest 

^ Ibid., pg. 58. 

" Ib'd.. pp. 59 - 60. 

Banks Study, pp. 65 - 66. 

'̂ Ibid., pp. 67 - 68. 
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benefits were supposed to result from (i) tiie rationalization of plant, (ii) the resulting 

economies of scale and density, and (ui) tiie abUity of the merged carrier to offer single-line 

service over an extended range. 

One of tiie most important finding of tiie Banks Stiidy was tiiat, when realized 

revenue per RTM for tiie merged subjects is nonnalized to total Class I experience from tiie 

year preceding tiie merger, tiie merged carriepi rates increased relative to the nation as a 

whole ~ which experienced faUing rates. 

This crucial finding deraonstrates that the merged carriers were able to extract a 

premium, and did extract a premium, from the shippers relative to other railroads. 

Thus, tiie Banks Sludy found persuasive analytic evidence that large merged carriers 

do have an abUity to influence prices. From tiiese observations, one may infer tiiat the 

resulting carriers do exert "market power," even where tiie Commission has determined tiial 

tiie pubUc would continue lo have access to compeuuve altematives foUowing tiie merger. 

Il should be emphasized here tiiat tiie Banks Study was commissioned, completed and 

presented long before tiiere was any hint of the Applicants' plan to merge. Tne observations, 

results, findings and recommendauons of tiie Banks Study were arrived at and made 

completely independent of eitiier tiie present AppUcanon. tiie AppUcants" claimed costs and 

benefits, or tiie objections and concems of any protestant or respondent in tius proceeding. 

The Banks Sludy findings were arnved at tiirough an unbiased application of 

\ recognized analvticsi techniques, consistentiy applied to publicly available data, and 

subjected to peer review by a respected public accounting firm. These results should, in our 

opmion, be accorded tiie same weight and consideration ;?s would be extended TO any 

scholarly inquiry published by a qualified, objective mvesugator. 
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C. PeBiaent taability to Achieve Merger Savings 

AS noted above, failure to achieve merger savings ,s a long standing problem. ThU 

same pattetn of dtf.culty in ach.evtng the clatmed savmgs in merger cases has been 

,978 the Secreur, of Transpcrutton .ssued a landmarlc study. "A Prospecnts for Change m 

a,e Freight RaiUoad Industry." That re^rt ctted two Federal Ratlroad Admmistradon 

(PKA, case studies whtch found that two mergers achteved only a portton of the. projected 

cost savings. Among the Secretary's major fmd.ngs. wtth respect to these case studies. 

were tiie following: 

. The mergers achieved only a pomon of their projected cost savings 

, Availability of capital was a consttaim on achieving the savmgs 

, Change was restricted by the need to preserve certain service arrangements 

, -nte merger savings were hampered by the extended f.nod of time required to 

implement tiie merger 

Moreover, when one considers the beneficianes of the changes, the FRA concluded 

that 

"... characte 
risticaUy. these Ichangesl resulted in more advanuiges to the railroad 

companv than to the raU customers. 

TOs is a very import, observation for the STB to consider in its deliberations on die 

current case. The data we have reviewed indicates ma, this patte. would rep t̂ m the UP-

SP mert'.er as proposed. 

~ u T:,»,ant Railroad Indû tTW A Preliminary Report by the 

sec:usir̂ -"̂ ^̂  °" 
1978. page 92. - 295 -



In this respect, the conclusions of one of the FRA studies are instructive.The 

Report to FRA found tiial: 

• Savings were over estimated by 33 percent 

• Capital costs were under estimated by 24 percent. 

The net effect of tiiese two forces is quite predictable. The merger benefits did not 

materialize as predicted. 

Based on our observation and analyses, tiiis prolonged and repetitive pattem of failure 

to achieve tiie predicted merger savings wiU likely continue in tiie current case. The 

presumption tiiat merger savings wiU be achieved is clearly not supported by tiie facts and an 

assumption tiial savings will be achieved is definitely not warranted. 

The uncertain nature of merger savings claims is underUned by tiie fact tiiai during 

deposition of its wimesses UP-SP revised its trackage rights costs significantiy and conceded 

tiiat furtiier revisions affecting merger costs and benefits were coming. If tiie UP-SP merger 

is to be financed largely by tiie claimed savings, as indicated by tiie Applicants' Pro Forma 

Financial, tiie unresolved questions regarding tiie size and timing of tiie savings raises 

questions witii regard to tiie financial viability of die consolidated entity and raises 

fundamental questions regarding tiie long-term advisabUiiy of tiie merger. We see two 

[possible outcomes which would work to tiie decided disadvantage of the shipping public: 

• FaUure to achieve savmgs leadmg to service cutbacks in an attempt to reduce 

costs 

Analysis of N&W-Wabash-Nickel Plate Merger. Prepared for Federal Railroad 
ministration by Gellman Research Associates. December. 1977, page 22. 
I 
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• Failure to achieve savings leading to rate increases in an attempt to increase 

revenue. 

If the savings are not achieved, one or tiie otiier of tiiese outcomes is probable and neitiier 

outcome would work to tiie benefit of the public, 

i n . Review of AppUcants' Merger Cost and Benefit Claims. 

A. Unit Costs Used By LT SP 

In computing tiie benefits tiiey ascribe to tiie merger, tiie Applicants have used URCS 

unit costs to estimate nel revenue. Thus, tiie accuracy of tiie URCS unit costs is a 

foundation of the accuracy of tiie Applicants' claimed merger benefits. 

Accordingly, we have examined carefully tiie construction and application of the 

Applicants' URCS unit costs. We have identified a fundamental error in tiie URCS costs 

used by UP-SP Ui tius case. When UP-SP revised its estimate of tiie costs associated witii 

trackage rights, however, UP-SP also stated tiiat tiie URCS unit costs, as computed bv its 

consullani, Klick. Kent and Allen had nol been revised.*" 

We are botii expert in tiie development and application of URCS. The UP-SP wimess 

made a number of statements which are key to tiiis crucial finding. These may be 

summarized m the foUowing points: 

• The process of URCS generating its unit costs is "...science or purely 

analytical process..." [Tr. page 85] 

40 See Transcnpt of tiie deposition of Mr. Richard F. Kauders. taken on February 29, 1996. 
page 85 and following. 
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• There "...was no change" in the Klick. Kent URCS unit costs between tiie 

original filing and tiie revision tiiai was distributed at tiie deposition. [Tr. 

page 109, 110] 

This deposition transcnpt establishes tiiat tiie URCS unit cost mns at issue, tiiose produced 

by Klick, Kent, tiie "...runs tiiat I have talked about for 1994 URCS tiiroughout today are 

in tiie depository." [Tr. page 109]. These are tiie unit cost runs used by UP-SP. We 

have a number of difficulties with these unit costs."" 

A fimdamental flaw (discussed m Section ni.2.bj is tiie impermissible exclusion of 

labor costs from an LT̂ CS application in which the percenis variable regression results are 

predicated on the inclusion of labor costs. 

The flawed umt costs cn which UP-SP has based its cost estimates are similarlv 

incorrect to varying and unpred.ctable degrees. As will be explamed in greater detail 

below\ tiiese errors mean tiiat the Ecmometnc estimates of volume and reroute cost s;>vi.ngs 

themselves are demonstrably inconect. 

The inescapable conclusion is that these LT-SP unit costs, and the conclusions 

Applicants base on them, are not suitable for use by the Board in its deliberations. 

B. Benefits 

As staled previously, a review of tiie Applicants" Plan is necessary for several reasons 

includmg. but not limitui to, a need to try to understand how the Applicants have proposed 

REDACTED 
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to deal witii die enonnous tiansition and implementation problems which would confront 

them in tiie event tiiis Application were to be approved as proposed. 

Additionally, because of tiie probably profound economic dislocations which would 

occur m tiie event tiiis merger were approved, it is imponant for the STB to understand what 

benefits may be derived by the pubUc if tius merger were to succeed where all others have 

failed. In an effort to meet tiiese needs, we have carefuUy examined each merger cost and 

benefit claim marie by tiie Applicants, tiie proposed urning of each claim, and tiie treatment 

accorded each claim by tiie Applicants in preparation of Appendices A tiirough D of die 

AppUcation. 

As a first step, however, we have sought to esublish tiie financial and operatmg 

condition of each Applicant tiirough the end of 1994 (tiie Applicants" "Base Year"), witii 

projections tiirough tiie end of 1995, as a context which will give perspective to tiie 

Applicants' merger claims. 

C Applicants' Operatmg Results - 1991 through 1995. 

Our summaries of actual and projected operating results for the AppUcants are found 

Ul Table m . l and presented graphically in Figures Ui. l tiirough ni.4. The measures used 

for tius portrayal are: gross operating revenues, net operating revenues, comparative income 

performance, and raUway operating expenses. 

1, Gross Operating Revenue. 

As shown m Figure I I I . l , for tiie penod of 1991 tiirough a projected 1995. railroad 

operating revenues for botii UP and SP have each grown in nominal terms.*- In constant 

1992 doUars, howevp'-. the gross revenues for SP are p'-ojecied to have fallen slightly in 19̂ 5 

*̂  Gross operating revenue3 exclude non-operating sources such as land sales revenues. 
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suggesting tiiai SP's real growth has been stagnant over tiie last tiiree years. For that reason, 

it is surprismg, given tiie testimony of SP's witnesses rerarding its difficulties witii regard to 

selUng its services, to find tiiat as a percentage of total U.S. Class 1 freight revenues. SP's 

efforts to improve its operating revenues tiirough 1994 have been slightly more successful 

tiian tiie efforts of tiie UP in ternis of national market share. The constant dollar data may 

be found in Tables III.2. 

For UP it is instructive to compare revenue trends experienced in the period of 1991 

through 1994 witii tiie trends experienced dunng an earlier pre-MOPUP merger planning 

period from 1978 tiirough 1981. During tiie earlier penod. UP's revenues had been 

stagnant, beginning to fall tiie year before tiie merger was approved and faiUng to recover 

until long after tiie MOPLT* merger was consummated. In tiie present instance, UP revenues 

ĥave been rising steadily and strongly throughout tiie merger plannmg penod. Given the 

rengtii of LP's current trends - even before tiie inclusion of robus'. C&NV*' revenues - tiie 

)iUty of tiie UP as a pnvate sector firm is no more assured witii tiie added revenues to be 

ived from tiie SP merger tiian it presentiy is witiiout those revenues. 
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SEPARATE UP - SP RAILROADS 
Gross Revenue Performance 
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INDIVIDUAL UNION PACIFIC, SOUTHERN PACIFIC AND C&NW RAILROADS 

(A) 
o 
NJ 

II Desc r ip t i on Sources 1991 1 1992 1 1993 1 1994 1995 1996 1 
|RE VENUES. TOTALS Nominal Dollars (Adj Basa Yr) ^ -
1 Tolal Operating Revenuss R 1. Sch 2 t 0 ~J 1 - , .. J. 

Union Pacilic Railroad 4,662.956 4.788.999 4,856,068 5.167,248 5,405,248 
Souihern Pacilic Rail Corp 2,445,000 2,859,200 2,742,569 2,941,527 2,943,030 
Chicago & Norlh Western 803,033 816.456 838,903 905,342 999,542 

Totals 7,910,989 8,464,655 8,437,540 9,014,117 9 347,820 0 
U S Total Class 1 A A H 10 Yf I i w i r J , 27.845.000 28,349,000 28.825,000 30,809,000 n/a 

TOTAL RWY OPERATING EXPENSES R 1. Sch 210 

Union Pacil ic Railroad 4.569,874 3,862,534 3,904,661 4,094,723 4,264,723 
Souihern Pacilic Rail Corp 2,900,300 2,699,700 2.732.100 2.715,200 2,816.300 
Chicago & North Western 796,743 722,866 724,440 764,497 788,070 

1 Totals 8,266,917 7,285,100 7,361,201 7,574,420 7,869,093 0 
1 U S to ta l Class 1 A A d 10 Y l l i e t i i l s 28,061,000 25.325,000 24,517,000 25,51 1.000 n/a 
I N E T R W Y OPERATING INCOME R 1, Sch 210 

1 Union Pacific Railroad 9w\0a2 926,465 951,407 1.072,525 1.140.52b 
Souihern Pacilic Rail Corp (455,300) 159,500 10469 226 327 126 730 
Chicago & North Western 6,290 93,590 114,463 140,845 211.472 

Totals (355.928] 1,179,555 1.076,339 1 439.697 1 478,727 0 
U S Total Class i AAX 10 Yr T i x i J t (216,000) 3,024,000 4,308,000 5.298,000 n/a 

EARNINGS BEFORE INTR, TAXES, DEPR & AMORT 

Union Pacilic Railroad (Calc ) 527,082 1,380,965 1 421.848 1.568,106 1.651 525 
Southern Pacilic Rail Corp (Calc ) (330,400) 2 9 8 ^ 0 0 143,669 366,127 270.730 
Chicago & North Western (Calc ) 55,097 143,995 165,212 193,368 264.472 

Totals 251,779 1,823,360 1,730,729 2.127.601 2,186,727 0 
U S Total Class 1 A A H 10 Yr [ i w i d s 2,290.000 5 , i<4 ,000 6,694,000 7.756,000 n/a 
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2. Railway Operating Expenses. 

Operating results, in both nominal and real terms, from 1991 tiirough end of a 

projected 1995 show tiiat in recent years, both firms have continued to hold the line on costs 

a.s traffic and output increased. It should be noted, however, tiiai regardless of SP's cost 

containment activities, tiie forecasted expense levels upon which tiie 1988 RGI/SPT merger 

was predicated, as shown in Figure 11.7, have remained an unattainable goal. These data are 

presented graphically in Figure III.2. 

Expressed in terms of a proportion of tolal Class I operating expenses. SP has 

maintained an average position at 10.7 percent (plus or minus 0.2%) of total Class I 

operating expenses from 1991 tiirough 1994. By way of comparison, during tiiis same 

period UP's proportion averaged 15.9 percent (plus or minus 0.3%) of tolal Class I operating 

expenses. If tiie variances for each company are expressed as a percentage of its average | j 

operating expense, one fmds tiie variances are virtually identical (plus or minus 1.9%) and 

neither company can claim to have made any noteworthy, additional progress in controlling 

costs since 1991. 

3. Net Railway Operating Revenues. ' 

Net railway operating revenues (which exclude non-operating mcomes) for botii UP 

and SP can be seen in Figure HI. 3 to have been following similar trend patiis until 1995. tiie 

year tiie merger was announced. Even if SP's S112.6 million 1995 special charge is 

excluded, its net railway operating income is piojecied to have fallen in 1995.-*̂  Judging 

from 1995's projected poor results, SP's effons to hold it costs have been inadequate. 

The SP P.'-ospecrus shows the special charge to be S65 million, whereas its Term 10-Q 
filed witii tiie Secunties and Exchange Commissions states tiie special charge to be $112.6. 
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^ Arguably, tiie roots of tiiis failure may be traced back to tiie time tiiat SP languished 

in tiie SF's voting trust."" At various times, tiie trust was managed by one or anotiier of 

two banks, neitiier of which had any experience managing railroads. As tiie Commission 

observed, going into tiie SF trust. SP was a luong company -- for tiiat time. But since its 

emergence from the trust, tiie SP has never demonstrated anv of its former vitaliiv. 

Pursuant to tiie Commission's cease and desist order of December 14. 1983. tiie SPT 
rf^^ placed in an uTevocaoIt. uiuwpcuucni vuuiig mist which allowed che holding companies, 
^an ta Fe Industnes, Inc. And Soutiiem Pacific Co., to consummate iheti" merger on December 
^ 9 8 8 remained in tiiat trust until the RGI control order was consummated m 
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o 

INDIVIDUAL UNION PACIRC. SOUTHERN PACIFIC AND C&NW RAILROADS 
1 Description Source* 1991 1 1992 1 1993 | 1994 1995 1996 1 
IHEVENUES, TOTALS Constant 79i)5 Dollars (Ad| Base Yr) 1 

Tolal Operating Revenues RCAF - 91 a 92 7 95 0 96 8 100 0 
Union Pacilic Railroad 5,078,112 5.167,330 5,111,900 5,335,369 5,405,248 

1 Souihern Pacilic Rail Corp 2,662,685 3,085.077 2.887,056 3,037,232 2,943,030 
1 Chicago & North Western 874,529 880,956 883,099 934.798 999 542 

1 

Totals 8,615,326 9,133,363 8,882,054 9.307,399 9,347 820 0 

TO .''AL RWY OPERATING EXPENSES 
Union Pacilic Railroad 4,976,742 4.167,674 4,110,370 4.227,948 4,264 723 
Souihern Pacific Rail Corp 3,158,522 2,912.976 2,876035 2 803,541 2,816,300 
Chicago & North Western 867,679 779.972 762,606 789,371 788,070 

Totals 9,002,943 7,860 623 7.749.011 7820,860 7,869,093 0 

NE~ RWY OPERATINQ INCOME 
Union Pacilic Railroad 101,369 999,656 1.001,530 1,107,421 1,140,525 
Southern Pacilic Raii Corp (495,837) 172,101 1 1,021 233,691 126,730 
Chicago & Norlh Western 6.850 too 984 120,493 145,428 211,472 

Totals (387,617) 1,272,740 1,133,044 1,486,539 1,478.727 0 

EARNINGS BEFORE INTR, TAXbS. DE'RC & AMORT 
Union Pacilic Railroad 5.35,369 1 454,156 1.471,971 1,603,002 1.651.525 
Souihern Pacilic Rail Corp. (370.937) 311,001 

151,389 
144 221 
171,242 

373,491 270.730 
Chicago & North Western 55,657 

311,001 

151,389 
144 221 
171,242 197,951 264,472 

Totals 220.090 1,916545 1,787,434 2,174,443 2.186 727 0 
. 
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4. Comparative Income Perfonnance. 

Figure in.4 displays tiie effect of SP's asset write-down on raiiway operating 

eamings. However, one can also see tiiat UP's railway eamings before interest, taxes, 

depreciation and amortization ("EBrTDA"), while significantiy higher tiian SP's, is not 

growing at a rate tiiat is projected to be significantiy greater tiian tiie growth rate 

demonstiated by tiie SP. For all practical purposes, SP's real earnings growtii rate has 

stagnated. 

5. The Railroad Industry in 1S>95. 

a. T-affic Trends. 

Exhibit 3 develops a pro forma projection of tiie results of operations for 1995 for 

bctii UP and SP. As Exhibit 3 shows, tiie projected operating income for SP is well below 

tiiat for UP. Regardless of tiie problems tiiat SP may be experiencing individually, tiie | 

railroad industry as a whole has become a robust, vital member of tiie private sector of tiie 

economy. On tiie whole, most railroads are seeing continuing gains in car loadmgs across a 

broad base of ttaffic lines. Many of tiiese gains have come from ttucking companies shifting 

to increased use of intermodal services to preserve market share in tiie face of increasing 

driver shortages, fuel prices and equipment regulation.** Additional gains have come from 

tiie Sttong growth in tiie demand for low sulphur Western coal by Eastern utilities faced witii 

tough Clean Au- Act resttictions.^ Last, otiier bulk commodities, such as grains, have 

remained sttong. 

45 
Tiucking industty otticers predict a shortage of 200,000 Icng-haul drivers bv the vear 

2000. 

46 USA Todaw 10/7/94. 
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l l In 1993, railroads moved 54% of all coal mined m Nortii Amenca - approximately 

523 million tons." Tne next year, 1994, became tiie largest year in history for coal car 

loac ings at almost 6 miUion carloads originated. Coal now accounts for approximately 40% 

of tiie railroad industry's total business. 

r 

*7 
Source: National Mining Associauon, Facts About Coal 1994. page 49. 
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Strong gains, however, have nol been limited just to coal. Through December 30, 

1995, total car loadings for all commodities were up 2.4% over 1994.*" 1995's continuing 

revenue growtii foUows a 1994 total freight revenue increase of 6.9% over 1993. It is not 

surprising, tiien, tiiat witii tiese continued revenue increases. Class I railroad stocks have 

appeared on almost everybody's "buy" list. 

But witii tiuS newly found prosperity has come increasing pressure from tiie shipping 

community for furtiier performance improvements - particularly witii on-time reliability -

and from tiie stock m.vkets to keep increasing shareholder value. So regardless of tiie recent 

Sttengtii of tiie industty, continumg economic demands have forced Class I railroad managers 

to look even harder for more efficient ways to run tiieir businesses and utilize tiieir assets, 

b. Performance Trends. 

As a complement to tiie recent gains in ttaffic volumes and revenues summarized 

above, tiie railroads have also been domg a better job of delivenng tiie service tiiey seU. 

Aggressive use of new technology has not only pemiitted tiie industty to cut investment and 

employment but also improve performance and achieve on-time deliver>- rates of between 

90% and 95%. Diverse new technological applications have addressed a myriad of operating 

problems from quicker stops for heavy, fast ttains to computerized routing and tiack 

monitoring. 

However, tiiese successes notwrtiistandmg. problems continue to test tiie industty's 

-Interline Service Management" aSM) system. The ISM system is intended to respond to 

shipper demands for an easy and speedy passage of goods from one camer to anotiier. The 

I) 

48 

Age. FebruaA, 1996, pg. 1. cung the A..sociauon of American Railroads. 
li 
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^ big customers ui particular want ever greater on-time reliability and a "seamless" transfer of 

their freight between carriers and ttan.sponation modes. 

Two important shippers have even complained publicly about a perceived 

"deterioration" of service.*' Clearly, tiie railroads have nol yet progressed far enough to 

tolerate even small distractions from tiieir goals. 

Further, for tiie first time in decades, tiie railroads art facing severe capacity 

limitations tiiat resttict tiie traffic volumes which can be handled economically. Such 

physical challenges raise issues tiiat no one in today s generation of railway managements has 

ever dealt witii. In order to continue tiiis growtii. the industry must now confront tiie 

daunting task of increasing capacity in an industrv- tiiat has histoncally had a difficult time of 

earmng its cost of capital. Specifically, how can capacity be increased witiiout slowing - or 

even reversing - recent gains in increased shareholder value?*° 

c. Capacity Trends. 

For tiie fttst time in more tiian rwo generations, railroads are investing heavily in 

increasing mainline ttack capacity. For example, in 1994 and 1995. all Class I railroads were 

eitiier building new. or restoring previously removed, second and tiiird mainline ttacks. and 

for the first time since before tiie Great Depression of tiie 1930's. new 4tii mainline trackage 

was built for tiie exclusive use of freight ttains." The railroad industty- spent more than 

$200 million in 1994 on new ttack and uifrasuiiciure and even more was expected to be 

[uly 

Progressive Railroading. July, 1995 and Railway Age. May. 1995. 

Progressive Railr-:}ading, My. 1995 

*'l995 °^ mainline located west of Nonh Plane. N'E. Progressive Railroading, 
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invested in 1995." This amount does not include investments in bettering existing tracks 

and infrastructure. 

Similarly, 1994 was tiie best year in a decade for buildings of rail equipment. For 

some builders, business was up by more tiian 50% in 1994." Railroads are hiring train and 

engine crews for tiie first time in 10 years. The locomotive fleet is growing at tiie fastest 

pace in 15 years. And 1994 saw tiie fu-st increase in tiie freight car fleet since 1980.^ 

There can be no doubt tiiat tiie Staggers Act has achieved its stated purposes witii 

regard to tiie railroad industry as a whole. However, does the present Application offer tiie 

best, or only, solution consistent witii public policy goals of tiie Staggers Act. We submit 

tiiere is a better solution tiian tiiat proposed by tiie Applicanis bul in order to understand tiie 

comparative merits of tiie proposals, one must first understand tiic sttengtiis and weakness of 

tiie present Application. 

6. Review and Analysis of Applicants' Appendix A, "Summary of 
Benefits." 

Pursuant to applicable regulations, tiie Applicants have filed a 'Summary of Benefits" 

in appendix A to tiieir Application (tiie "'Summary").'- For convenience, tiie Summary is 

reproduced below as Table ni.3. In addition. Table III.3 offers totals for botii annual and 

onetime costs and savings lor the entire five-year post-merger period as reponed by the 

Applicants. 

52 ' Progressive Railroading, March, 1995. 

" Traffic World, 2! 

** Railway Age. April. 1995. 

" Railroad Merger Application (-AppUcauon"). F.D. No. 32760. Vol. 1. pg. 93. 
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ICATION, VOLUME 1, APPENDIX A 

30 Nov-95 

I 

SUMMARY OF BENEFITS 
U N I O N PACIFC R A I L R O A D . ET AL •- C O N T R O L « M E R G E R - S O U T H E R N PACIF IC RAIL C O R P . 

F Inanc* Docks l No 32700 

23 Mai 9t 

D E S C R I P T I O N 
, ( S l h o u s a n ' i s l 

D E S C R I P T I O N Y E A R 1 YEAR 2 
A n n u a l O n a T l m a T o l a l A n n u a l O n a - T l m a T o l a l 

N E T R E V E N U E G A I N S ( • ) 22,814 2 2 8 ( 4 ! 2 3 i 53 .232 

O P E R A T I N G B E N E F I T S : 

I r t l /Of Sav ings 

M o n t abor Sftwtfigs 
QO.ie-i 90 5H5 222 073 222 9 / 1 
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The effects of the Applicants' claimed merger benefits on forecasted results of 

operation are shown in Figures in.5 through III.7. Forecasted operating results were taken 

from Applicants' pro forma financial statements ("Pro Formas") as given the Application.** 

In Section HI.3, we discuss some metiiodological problems with the Applicants' Pro Formas, 

but we have assumed here that those problems do not impact the pro forma income 

statement. For the reader's convenient reference, tht data are attached hereto as Eixhibit 4. 

a. General Issues. 

Before undertaking our discussion and analysis of tiie UP-SP Summary, tiiere are 

three general points tiiat need to be understood: 

• First, the Summary makes no distinction among the accounting treatments that 

may be appropriate for tiie various component cost and benefit claims. In 

particular, operating income and expense items are mixed indiscriminately witii | 

capital, or balance sheet, items. 

• Second, the Summary draws on a mixture of analytical techniques. Some cost 

and benefit claims are derived from engineering studies, while other elements 

depend upon Econometric modeling techniques. Mixing techniques can, if one 

is not very careful, result in double-counting some savings or costs elements 

and/or omission of others. 

• And last, tiie Applicants provide no coordinated schedule of investment and 

savings timings and recognition of some savings may precede the investment 

upcn which that savings is dependent. 

*̂ Application. Vol. 1. pp. 95 tiirough 152. 
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ba Net Revenue Gains. 

For the purposes of our statement, we have accepted arguendo and without extensive 

comment the Applicants' gross revenue projections as presented in their work papers.*' 

Our use of these projections must not be interpreted or construed as an acceptance of either 

the Applicants' traffic or revenue projections. We have serious concems and reservations 

with estimates of merger revenue gains in general and with the Applicants" estimates in 

particular. We have already shown in this statement that merging entities typically fail to 

achieve the forecast revenues. We have cited specific instances where this Applicant has 

failed to achieve its forecast revenues- We expect tiiat to occur again if this merger is 

approved. 

Having stated that, however, we are using the Applicants" traffic and revenue 

projections as a matter of convenience and to simplify companson of our conclusions with 

those of the Applicants. 

Applicants* Work papers, p. CO3-30008? and COZ-100012 - C02-100013. 
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(1) t*RCS Unit Cost Determinations. 

The composite unit costs of handling tiie subject traffic were determined using a 

combined UP, SP and C&NW Uniform Railroad Costing System rURCS") cost model 

application tiiat was predicated on the Form R-l Annual Reports to tiie Commission filed by 

each of tiie foregoing carriers. '̂ There are two versions of tiie Applicant's composite unit 

a 
cost factors: the customary, all-inclusive model,'* and a separate version in which labor H 

O 
< 

costs have been "excluded" by setting the labor expense inputs to Collectively, tiiese Q 
flC 

files are referred to hereinafter as tiie "URCS Files." 

The Applicants' principal cost analyst. Richard D. Kauders. did not file a separate 

Venfied Statement, but his deposition was taken on February 29. 1996 in V/ashington, D.C. 

and is referred to hereinafter. Westem Rail Properties is tiie Class II railroad created by 

C&NW and Union Pacific to compete with BN for Powder River Basm coal traffic. 

According to Witness Kauders. Westem Railroad Properties, Inc. rWRPI") is not uicluded 

in eitiier of tiie URCS files. 

However, it was determined that several changes have been made (and perhaps are 

still being made) to the ApplicanLs' unit costs. Among otiier effects of these pending changes 

has been an increase in the revenue-to-cost ratios that were imputed to tiie BNSF trackage 

rights agi-eement. On a weighted average basis, tiie revised cost estimates show the 

Applicants' proposed trackage rights fees wtil cover between 171% at the 3.0 mill rate, to 

Application. V.S. Draper and Saltzman. Vol 1. pg. 365. Application. V.S. R.P. 
|*eterson. Vol 2, pp. 299-301. Applicants" Work papers, pp. CO4-300394 - C04-300446. C02-
{00005 - C02-100006. and Applicants' computer disc labeled CO4-300508. 

I Found in the Applicants" computer file labeled "UPSPCN9-i" cn disc CO4-300508. 

60 
Found in tiie Applicants" computer file labeled "94NOLABR" on disc CO4-300f98. 
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Application. V.S. of J.H.Rebensdorf. Vol. 1. pg. 306 as modified in Kauders' 
workpapers. pp.CO4-700001 - CO4-700056. 

- 3.?1 -

r 1117c at tiie 3.1 mill rate, or 199% at tiie 3.48 mill rate.*' Furtiier, Wimess Kauders Y | 

confirmed tiiat tiiere is an error in botii URCS Files attributable to tiie Applicants' ! 

inadvertent omission of incremental locomotive gross ton miles associated witii tiie projected 

handling of tiic incremental traft'ic. The Applicants, at tiie time of the deposition, were still 

preparing revised URCS Files to remedy tiiis defect, and errata and revisions were 

subsequentiy filed. 

It should be noted that the Applicants' URCS unit costs continue to be clouded 

by the errors we pointed oui earlier in this statement, and which we discuss further in 

the next section. Accordingly, these errors continue to be transmitted into the 

Applicants' revised analyses. 

(2) Exclusion of Labor Expenses. 

An example of the difficulties encountered when attempting to mix cost finding j 

methodologies is observed in the Applicjjits" procedure used to generate unit costs which 

exclude labor costs. Since tiie Summary treats "Net Revenue Gains," "Labor" and "Non-

Labor" benefits separately, it is necessary to remove labor from tiie URCS applications used 

to estimate non-labor savings to avoid a double-count of labor expense. The Applicants' 

objective was proper, but their execution is flawed. One cannot simply zero tiie labor 

expenses to construct a valid non-labor cost mode.. To do so causes serious analytic 

problems. 

URCS is similar to its predecessor Rail Fon.i A fRF.A") in its basic methodology of 

applying statistical analysis to individual expense accounts in order to provide a tool for 

t 



1 
allocating expenses to an individual process. The URCS. however, provides a significant 

advance over RFA by allowing for different "percents variable" on an individual railroad 

basis for expense allocation purposes. The value of lhe percent vanable is used to show 

eitiier tiie percentage change in a cost level tiiat will occur relative to a given change m 

actual output level or, conversely, to allocate a given cost level to one or more activity 

measures. 

In Its elementary form, URCS applies a "standard" multi vanate linear function to 

each of tiie URCS expense categones to determine a relationship between total costs at each 

level of output and vanable costs at each such output level. If tiie "true" cost relauonships 

are linear over tiie range of interest - which we assume tiiey are - tiien esumates of total 

variable cost can be made for specific transporuuon movements. The Applicants" use of tiie 

URCS model is tiieoretically sound, provided tiiat tiiere are no attempts to apnly the model in 

ways it was not intended to be used. 

A question arises m tiie use of tiie URCS when modifications are made to expense 

account aggregations. Tlie percent vanables were esumated by including all elements of 

variable expense. If one arbitranly fixes a single, large group of component expenses at 

zero, tiien tiie apportionment of expenses between fixed and vanable expenses has shifted. 

^Similarly, tiie total variable portion of costs has been redefined by this shift and rhe former 

[analytical relationship between total vanable expense and variable (or marginal) costs is 

ndamentally altered, as is tiie resulting unit cost estimate. 

I Percent vanable coefficients may appear to be line;u-ly dis-jrlbuave across tiie total 

pnable rost expression, but tiie contiibutions of each consutuent expense component to the 

feression process tiiat denved the value are definitely not disunbuuve. Simply put. 

322 -



computations produce a different result when perfonned on the combined total as compared 

to the same computations performed on the parts making up tiiat total. 

It has been shown tiieoretically that if percent variable values from a standard URCS 

regression equation are applied to a segmented cost aggregation (i.e., an aggregation which 

excludes elements such as labor tiiat affected tiie determination of tiiat initial percent variable 

value), tiien two errors will be made." 

• First, the percent variable estimates for the segmented expense aggregation 

win be incorrect and biased in an unknown direction by an indetemunate 

amount. 

• Serond, application of tiie biased percent variable values to segmented 

expenses will produce umt cost estimates that are biased in an unknown 

direction by an indeterminate amount. 

While the analysis may be a bit complex, tiie conclusion is crystal clear. In practical 

terms: 

• The UP-SP calculation of its unit costs for use in tiiis case is incorrect; 

• The resultant unit costs are mcorrect; anc' 

• The findings based on them are incorrect. 

Thij single error clouds the Applicants' UTICS uuit costs and all of the results 

drawn from those unit costs. 

0 

*- Bereskin, C.G., Menionndum to Witness Darling. St. Ambrose Universitv. College 
of Business, Bettendorf. LA (March. 1996). 
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Should tiie assumption of fixed, zero expense be arbitrarily imposed, as it i: . in tiie 

present AppUcation, tiien biases in both tiie percent vanable and unit cost estimates will 

cause biases in tiie resultant variable cost esumates. 

Furtiier, depending on tiie "U^e" relationship among tiie labor and non-labor expanses 

and output (whi-.h dctennination has not been mffoduced by tiie Applicants) tiie resultant 

biases will also be of unknown direction. Such an unsound process must create doubt on all 

estimates of variable cost resulting from tiie improperly specified model. Expressed 

meu.phorically, you can't take tii.^ tomatoes out of tiie sauce and still sell it as tomato sauce. 

(3) LT-SP Multi-modal Model System Output Forecasts. 

The AppUcants forecaiit tiiat tiie merged company will gamer certam traffic gains, net 

of identified losses resulting from tiie settiement agreement witii BNSF. The Plan postulates 

ran operating network (routes, schedules, blocking, and tiie Uke) that will emerge when tiie 

Applicants consoUdate tiieir operations." 

A^ described by Wimesses King and Ongerth. the AppUcants used a so-called "Multi 

Modal" network modeUng system (a propnetary computer model).^ As shown in tiie 

attachments to Mr. Kauders" memorandum to Wimess Mark Draper dated November 19, 

1995," tiie presumed outputs from tins model were used by Wimess Kauders to esumate 

botii tiie variable cost of handling mcremental traffic volumes and certain otiier elements that 

will be discussed belo-v. The unit cost factors detemuned from tiie URCS model are tiien 

" Application. Exhibit 13. UP/SP Operating Plar.. Vol. 3. pp- 103 ei seq. 

" loid.. pp. 21 - 22 and pp. 112 - 114. 

65 Applicants Workpapers, pp. C04-300394 to C(D4-30O446. 
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applied to tiie output statistics generated by tiie Multi Modal model to estimate tiie variable 

costs of handUng forecasted incremental ttaffic. 

The analytical concept adopted by tiie Applicants is basicpJly sound. However, in 

addition to tiie problems already identified witii regard to unit cost estimation, tiiere is 

anotiier, independent set of problems witii tiie forecasted output statistics. The output 

statistics used by Kauders to estimate total variable costs do not demonstrate reasonable - cr 

even rational •- fiinctional behavior.** 

I) 

Applicants' Workpapers, pp. CO4-300396 to CO4-300397. 
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Proposed Merger of Union Pacific Corp.et ai and Southern Pacific Rail Corp. et al 
FINITE DIFFERENCE ANALYSIS CF CAR STA^ISITICS 

nio RECONCIL WQi-
Page VOL COSTS 4 

DESCRIPTION RR • Ld PVT - Ld RP Empty PVT • empty Totals Combined 

Loaded Empty Totals 

Vo lume-Based Changes 

Car t louts 4,730 (196) (476) (2.250) 4.534 (:.726) 1.608 

Cat Pays 197 (8) (20) (94) 189 (114) 75 

Car Miles 561.313 4 i 5.104 323,571 91.792 977 417 415,363 1,392.780 

I s l r l l le rence: rr i l les/hour 118.7 •2123.0 •679.8 -40.8 215 e •152.4 7 7 0 3 

Rerouf . i-Cased Changos 

Car 1 lours (15,253) (27,105) (2'J,693) (8 861) (42.358) (29.574) (71.932; 

Car L'ays (636; (1,129) (862) (370) (1.765) (1,232) (2,997) 

Car Miles (265,872) (214,486) (206,642) (128,273) (480 356) (334 915) (815,273) 

I s l D i f fe rence ml les /hour 174 7,9 10.0 14.4 11.3 1 1 3 11.3 

Net Changes 

Car Hours (10.523) (27,301) (21.169' (11.131) (37,824) (32,300) (70,124) 

Car Days (438) (1,138) (88^) (464) (1,576) (1,346) (2,922) 

Car Miles 295,441 201,618 1 16,929 (36,481) 497 050 80.448 577,507 

I s l C i t te ronce: m l les /hour -2B.1 -7-4 -5.5 3.3 13.1 •2.5 •8.2 

Volumrf Based Changes 

Car Hours 104 32"?^ 4 32% 17 46% 82 54% 250 77% 150 77% 100 00";: 

Car Oays 104 32% 4 32% 1 7 46% 82 54% 2'>U 77% 150 77% 100 00% 

Car Miles 57 43% 42 57% 77 90% 22 10% 70 18% 29 82% 100 00% 

Retoiitp Based Changes 

Car Hours 36 0 1 % 6399% 69 97% 30 03% 58 89% 41 11% too 00% 

Car L'ays 36 0 1 % 63 99% 69 97% 30 C3% 58 ^9% 41 11% 100 00% 

Car Miles 5b 35% 44 65% 61 70% 38 3C% 58 92% 4 1 08% ;oc 00% 

Nel Chf.nges 

Car hours 27 82% 72 18% 65 54% 34 46% 53 94% 46 06% 100 co% 

Car L ays 27 82% 72 18% 05 54% 34 46% 53 94% 4e 06% 100 00% 

Car MHes 59 44% 40 56% 145 35% -45 35% 86 07% 13 93% 100 00% 

Sou'ce Applicants' workpapers pg C04 300400 



File RECONCIL WQC 

Page VOL COSTS 3 

Proposed Merger of Union Pacific Corp,9» al and Souihern Pacific Rail Corp. et al 
Appllcanib' Eallmatlons of Cosis to Ha.idle Increased Volumes 

Source _Arj)iicortg' W^rkpaperii pp C04 300396 thm 300412 





^ Using appUed matiiematical techniques of finite difference analysis to the output 

data,*' as shown in Table in.4.1 and III 4.2. it was demonstrated tiiat tiie network model's 

.-esults are iUogicaJ. For example, according to tiie model, for each additional loaded car 

O mile of a loaded, railroad-owned freight car tiiat is added to tiie new system, tiie time online 

will increase by only seconds - a first difference of II8.7 miles per hour.** 
O 
< 
O 
LU 
CC 

I 

9 
Even more remarkable is tiie behavior of incremental loaded, privately owned freight 

< 
cars. For pnvate cars, each additional car mile operated reduces tiie time on line by g 

OC 

seconds - a first difference of -2,123 miles per ho..-. Similarly confounding results are 

found for tiie first difference of almost even,' other output variable. 

Simple analyses of output variables used by LT-SP to estimate total variable costs 

yield improbable - even irrational - results. Tnese ana.yses again undennine the data 

put forth by UP-SP to describe the costs and benefits of its merger. 

As noted above, first approximations of the firsi denvatives of almost every output 

variable used by Witness Kauders to estimate total vanable costs yield improbable and 

urational results**. The Applicants have offered no theorv- to explain tiie aberrant behavior 

of tiie output predictions and we know of no mechanism tiiat would cause tiie total vanable 

costs of a finite traffic increment to exhibit the behavic demonstrated by tiie Applicants' 

67 Ibid., pp. CO4-300399 to CO4-300400. 

For a discussion of tiie calculus of finite differences and tiie computation of approximate 
derivatives of functions known only in tabular form for selected values of tiie independent 
variables, see texts such as. Pipes. L.A.. Applied Mathematics for Engineers and Phvsicists. 
Chapter 10. McGraw-Hill Book Co.. New York (1958) or Kapalan W.. .Advanced Calculus, pp. 
136 et seq., Addiuon-Wesley .Wishing Co.. Rfading. MA (1956). 

. For example, a first difference is tiie slope of the chord connecting ar.v two finite points 
} of observation. It is only a first approximation of the first denvative. The frs( denvative of 

distance witii respect to time, for example, is speed. 
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model. Simply put, how can GTM increase by million gross-ton-miles, while LUM 

increases only by unit-miles and TM decreases by train miles?'° 

To put the Applicants data into railroad operating terms, tiie trains are getting 

heavier, tiie locomotive power per gross ton mile is falling and tiie number of trains is 

decreasing. Simply put, tins does not add up. 

The only conclusion supportable by the data is that there are profound errors in 

the \pplicants' network model. Consequently, the Applicants forecast of the net 

revenue gains is fatally flawed. The flaws come from the use of nonsensical 

incremental cost estimates. 

Evidentiy, tiiese cost results ?re not merely poor approximations: tiie Applicants' total 

variable cost forecasts are predicated on; 

• unit costs containing unknown biases of indeterminate magnitudes, 

• applied to inconceivable output statistics, 

• to obtaii- r'̂ sults that can be descnbed only as unbounded fantasy. 

We submit the AppUcants variable cost forecasts are totally worthless and of no 

probative value whatsoever to anyone - including the Applicants. 

(4) Total Variable Cost Calculations. 

The Applicants claim net revenue gains of $76,045,000 per Normal Year and a total 

of $281,268,000 in the first five years following consummation of tiie merger."' These 

fii o 
> 
o 
H 
m 
O 

I) 

70 
See Appendix A Page 92, Volume 1 of UP-SP Application and Applicants' Workpapers. 

pg. CO4-300396. Note: co obtain tiie LUM change, one must divide tiie "Horsepower Miles' 
number appearing on tins workpaper by Applicants" average horsepower per unit of 3,066 hp 
per locomotive ^ found cn woik^a^i pâ e C04-i0(j411. 

'̂ Apr-iicants' Work-papers, pg. CO4-300083. 
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claims are predicated on gross revenue gains, net of settiement and otiier losses, amounting 

tc $233,700,000 per Nomal year or 5864,690.000 over tiie first five ye; .'-,. As 

demonstrated a'oove. however, tiie Applicants' claimed incremental costs of per 

Normal year, or over tiie five year transition period ~ before reroute 

economies - are unsupported by any credible evidence. Furtiier, tiie Applicants' workpapers 

show tiie Applicants calculated total incremental vanable costs using unit cost factors which 

excluded labor and tiien adced back a separate Tram Mile-Crew labor cost factor.^ This 

total incremental variable cost estimation procedure introduces a third hybrid cost application 

of equally serious analytical dubiety. 

The Problem 

While we have identified serious problems witii tiie Applicant's unit costs, a proper 

reestimation of tiie Applicants' composite URCS regression analysis excluding labor is not 

possible. 

A Solution 

Wc respectfuUy submit tiiat. regardless of tiie obvious procedural and tiieoretical 

infirmities a more useful and reliable, base year expense number may be obtained by using 

tiie AppUcants' base year weighted average operating ratio. From tiie Applicants' Base Year 

pro forma income statement consolidation, tiie average operating ratio is found to be 

82.1%.^ This implies tiiat tiie forecasted, incremental operating expense incun-ed by tiie 

..lerged company attnbutable to the net tiaffic gains - before reroute economies - is closer 

> 

o 
m 
O 

^ Applicants'Workpapers, p. C04-300405. 

Applicants' Workpapers, pg. N03-000354. 

- 330 -



to $191. 9 million per Normal Year, or approximately S709.9 million over the five year 

implementation period. 

c. Labor Savings Claims. 

When Applicants' labor savings claims were reviewed carefully for support from the 

workpapers and other sources cited by the Applicants. Once again, we found vlaims and 

assumptions thit simply do not add up. 

The Summary claims labor savings which total about $1.1 billion over five years. 

For tiie aggregate sum of "Agreement" and "Non-Agreement' positions presentiy staffed (or 

autiiorized but not filled) by tiie Applicants, tiie Applicants Labor Impact Exhibit̂ * Identifies 

approximately 4,909 positions to be abolished, 1,522 positions created, and roughly 2,950 

positions to be transferred, subject to fiirther negotiations witii affected labor organizations. 

Up to a point, the workpapers provided by the Applicant support the savings recited in tiie 

Summary." 
0) 

74 Application, Labor Impact Exhibit. Vol. 3, pp. 407 tiirough 422. 

AppUcants' Workpapers pp. CO4-300379 tiirough CO4-300382. 
6 • 
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r 
However, as shown in Table ni.5, if one takes the stated compensation rates for tiie 

various I.C.C. Employee Classes, which are extracted ft-om tiie Applicants' composite Wage 
Q 

Form A«tB,̂ * and applies tiiose rates to tiie positions identified for aboUshment. tiie total H 
< 

annual labor savings, including fringe benefits, in a "Normal" year is , or ^ 
K 

about $5,071, 160 less tiian tiie total "Nonnal" year savings claimed in tiie Summary. 

Over the Five year implementation ptriod the toUl labor savings claimed by the 

Applicants appear to be overstated by about $78.6 million. 

Furtiier, if one applies tiie rates established by the AppUcants for employee severance 

to tiie positions identified m tiie Labor Impact Exhibit as being subject to reduction,̂  and 

tiien adds tiie products for each I.C.C. Employee Class, we find more disturbing en-ors: 

The total severance cost over the Hve year implementation period is $370,719,312 

- or approximately $223,717,000 more than the AppUcants show in Appendix B. 

Tlie severance rates we extracted from tiie AppUcants' work papers and used here are 

consistent witii and supported by tiie experience of Applicant UP in reducing employment 

following its absorption of tiie C«S:NW.̂ * 

In summary, when one attempts a careful reconciliation between the composite 

Wage Form A&B, the compensation and severance rate, and the Labor Impact Exhibit, 

the overstatement of net savings totals approximately $300.3 miUion over five years. 

*̂ Applicants' Workpapers, pp. C04-300387 through C04-:,00392. 

Applicants' Workpapers, pg. C04-300383. 

AppUcants' Workpapers, pp. HC32-000203 and HC3:-000208. 
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^ In addition, tiie Applicants employee relocation forecasts would seem to comport witii 

botii the numbers of people projected to be relocated and the assumed average costs for such 

Q relocation. 
UJ 

O FinaUy, tiie Applicants claim to create ne jobs in tiie fumre at tiie cumulative rate of 
Q 

miUion per year̂ '. We have found no explanation for tiiis claim. Ol 
OC 

d. Non-Labor Savings Claims. 

Over tiie five-year implementation period, the Applica.!ts' non-labor savings claims 

totai approximately $1.9 biUion, or roughly 64% of all claime l̂ savings for tiie period. As 

seen in Table m.6, tiie one-time costs incun-ed over tiie same period to obtain tiiese benefits 

total about $1.2 biUion. ] or presentation purposes, non-labor costs and benefits are 

separated by tiie AppUcants among four categories labeled "Car Utilization," 

"Communications/Computers," "Operations." and "General and Admimstrative." Within 

each of tiie major categories of Operations and General and Admmistrative tiie Applicants 

have identified numerous individual projects. We discuss each of tiiese categones in tiie 

foUowing pages and a detailed critique of each project may be found in out ixhibit 5 

an- .ed hereto. 

(1) Car Utilization. 

As used by tiie AppUcants, tiie category labeled "Car Utilization" is misleading. The 

Applicants' discussio.i of "Equipment Availabilitv " (pertaining only to freight cars, howeverj 

is found at page 85 et seq. of King and Ongerth's V.S.'° The Applicants' Witnesses 

identify three areas of fireight car benefits: 

Applicants Workpapers, pp. C04-300379 tiirough C04-30C382. 

'° Application. Vol. 3. pp. 85-87. 
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1. Matching Seasonal Utilization pattems 

2. Eliminating Cross-Hauls-

3. More Efficient Operations." 

However, the only car utUization savings identii'ied and claimed separately in the Summary 

are those attributed to mitigation of seasonal low utiUzation pattems (item 2. above). 

Witnesses King and Ongertii claim car savings of about miUion annually." 

Examination of Applicants' workpapers show that this savings is attributed to the elimination 

of leased cars." However, there is no suppon for or source of the number 

cited or found in the workpapers. 

> 
o 
H 
m 
O 

81 Ibid. 

Applicants' Workpapers, pp. Cai-3002«>4 through CO4-3003U2. It is curious that tiie 
Applicants did not a'sc claim interchange car day savings attributable to the elimination of 
interchanges between Applicanis as a car utiUzation benefit. These savings are lumped in with 
tiie Applicants' so-called "T Plan" benefits. 

" Ibid., pg. 86. 

" See fn42. 
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If tiie size of ti«.e car reduction is a product of tiie Multi modal network model, tiien 

such estimates should be subject to tiie same skepucism witii which tiie otiier system output 

forecasts are received." Moreover. cer.am car types are identified for reduction, such as 

equipped gondolas and open top hoppers, which are not usuaUy associated witii any lengtiiy 

seasonal fluctiiations tiiat vary geographically. For example, when certain coal mines shut 

down for tiie miner's vacation, many shut down nationwide. The available evidence 

persuades us tiiat tiiis benefit claim is predicated on unsupported data and is inconsistent witii 

indusG7 expectations for the indicated car types. 

FinaUy, tiie historic results of tiie Applicants earlier mergers demonstrate 

unequivocaUy tiiat tiie AppUcants have never obtained tiie car utilization sr.vings tiiat were 

forecast in tiieir appUcations. For tiiese reasons, tiie AppUcants' car utiUzation savmgs 

claims should be rejected as speculative, unsupported and historicaUy unattainable. 

(2) Communications and Computers. 

The forecast costs and benefits attnbutable to consolidation of tiie Applicants' 

management infonnation systems ("MIS") is discussed in tiie Operating Plan at pages 250 

tiirough 253.»* No elaboration on tiie summary presented in tiie Plan is offered by any of 

tiie operating Witiiesses. The Summary includes Normal Year benefits of $14,214,000 per 

year witii a total savings over tiie five years following unification of about $51.9 r.iiUion. 

The cost to obtain tiiese benefits is estimated by tiie Applicants to amount to more than 

" See our jreceding dis.~ussion of Applicants' system output forecasts. 

.Application, Operating Plan. Vol. 3, pp. 250-253. 
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miUion.'"' The documentation supporting tiie Applicants' MIS planning appears to 

be comprehensive and, at first look, appears to be well tiiought-out - with one exception. 

As stated m tiie Plan, in 1994, SP outsourced aU of its program development and data 

center activities. The Plan states tiiat "(OoUowing tiie merger, tiie SP outsourcing will be 

canceled."** This was a new program. The value of the contract to the ven or is 

purportedly close to $600 million. The AppUcants should expect to pay a cancellation fee of 

at least tiiree times tiie annuil vendor fee or about miUion.*' The cost to buy out 

that contract was omitted from tiie Summary. 

The one-time costs of the MIS consoUdation <>bould be increased to approximately 

$284,730,000. 

(3) Operations and General/Administrative. 

The AppUcants' Appendix A shows tiiai the majonty of the costs and benefits are 

ascribed to either an Operations or a General/Administrative function. As stated above, tiie 

Applicants claim more tiian $1.9 billion of recumng. non-labor savings in tiie five years 

foUowing merger. Further, tiie Applicants forecast tiiese recurring savings to continue at a 

rate of $494.6 milUon per Normal Year tiiereafter. From Table HI.3, one can see tiiat tiie 

AppUcants forecast recumng benefits over tiie five-year transition period totaling $581.7 

miUion ft-om Operations and S628.1 milUon from General .Admimstrative. or $157.8 mUlion 

and $138.0 milUon, respectively, per Normal year tiiereafter. 

J3 
m 
O 
> 
o 

Applicants' Workpapers, pp. COH-300007. HC04-300001 - HCa4-300002. and C04-
300031 tiirough CO4-300033. 

** Applicaiicn. Operating Plan. Vol. 3. pg. 250. 

" Applicants' Workpapers, pg HC04-300002. 
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From Table HI.3, one can also observe tiia: tiie one-time costs to secure the 

Operations benefits amounts to $1.31 biUion over tiie five-year transition period. The 

General/Admiiustrative function, however, appears to provide additional one-time benefits 

totaling $237.4 milUon for a net cost to the firm of $1.18 biUion. 

We did not have tiie time or workpapers needed to examine tiie details of each and 

every project; we have not attempted to reengineer the Applicants' proposal. Our intention 

has been to test each claim for reasonableness by applying independent measures and criteria 

wherever reUable indicators could be found. In our review of tiie individual projects tiiat 

comprise tiie AppUcants' Operations and General & Administrative cost and benefit claims, 

we found problems and questions which would affect tiie amount or level of cost or benefit 

claims. These problems or questions generally faU uito one of six types. Sometimes, more 

than one type is identified. They are as follows: 

[a] Beneflts which are overstated or costs which are understated. 

Our criticisms of the net revenue gains, labor savings, cn utiUzation and MIS benefits 

each reflect tins problem. Tlie problems arises when tiie Applicants faUed to include some 

known cost item which impacts vhe cost or benefit forecast. Examples include'": 

• Failure to mclude tiie costs of utiliues and tenant service for tiie expansion of 

offices at 

Q • Estimated cost understatement: + 
Ol 

^ • FaUure to accurately portray tiie fuel cost. If UP fuel cost was adopted by SP. 
LU 
CC 

33 
m 
O 
> 

fuel costs would not go down, thev would go un. m 

• Estimated cost understatement: + 

90 See our Exhibit V for additional dctaU. 

339 



"F 

Q 
LU 
h-
O 
< 
Q 
LU 
CC 

[b] Speculative claims for which AppUcants provide no support. 

This problem arises as the result of the recognition of some cost elemer • whether 

recognition is extended either by inclusion or exclusion, which is not expected or typically 

known to be part of a customary railroad or other business activity or relationship. 

Examples include": 

• FaUure to support claimed improvement in warranty recovery. 

• FaUure to support claimed price reduction for fuel. 

[c] Claims unrelated to implementation of the merger. 

Sometimes operating managers see ari opportunity to accompUsh some capital goal or 

firush some project by including it in a much larger project where it may go "unnoticed." 

Such projects may be worthwhile on their own ments. but such activities should not be 

aUowed to affect the consideration or outcome of tiie bigger project. Examples include'"'̂ : 

• Misconstruing the fuel purchasing agreement as a merger benefit. 

This is a mechanism avaUable independent of the merger. 

• FaUure to support claimed cost reduction in material transportation 

charges. 

• Miscategorizing savings from a combined vehicle fleet as being associated with 

the merger. These savings are available independent of the nerger. 

O 
UJ 
o 
< 
o 
UJ 
QC 

" See our Exhibit V for additional detail. 

^ See our Exhibit V for additional detail. 
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[d] Artificial claims based on the avoidance of a discretionary 

obUgation. 

If an undertaking creating an obligation or liabiUty is purely discretionary, tiien tiiat 

undertaking camiot be used to support or justify anotiier action; two activities are 

independent. For example, one cannot claim $30,000 of income by deciding to visit tiie 

local LincoUi dealer for tiie purpose of not buymg a car. One example is:'' 

• Misconstruing defertal of purchase of maintenance of way equipment as a 

merger benefit. Whetiier tiie merger occurs or not, purchases like tiiis, and 

the Lincoln, can be deferred. 

[el A disclosed opportunity which may be exploited by either AppUcant 

without the merger being a necessary condition precedent. 

Briefly, eitiier AppUcant may have obtained certam business infonnation from tiie 

otiier AppUcant which may not be proprietary or confidendal to eitiier AppUcant. The first 

AppUcant may use tiiat Infonnation freely witiiout incuning an obUgation to participate in tiie 

proposed merger. Examples include:*' 

• Many of tiic items in Exhibit 5. including examples cited in tius list. 

Knowledge of tiie savings opportunity is often tiie only requUement for 

achieving tiie saving. Much of tiie savings potential can now be reaUzed by 

eitiier SP or UP witii or witiiout tiie merger, 

[f) AU Other. Self-explanatory. 

We have used tiie foregoing standards to review tiie Applicants' cost and benefit claims. 

" See our Exhibit V for additional detail. 

** See our Exhibit V for additional detail. 
t 
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RESTATED SUMMARY OF BENEFITS 
UNION PACIFC RAILROAD. ET AL •- CONTROL ft MERGER - SOUTHERN PACIFIC RAIL CORP. 

Finance Docket No 32670 

01 J - n i P T I O N 

UB1 REVENUE GAINS: (•) 

OPEHATING BENEFITS: 

I n.ior Savings 

Ntxi t abfx Ijaviiiys 

Car Ulih/alion 

Ctxnmu'MCations/r-cwTiputeis 

Ope'eliofis 

Gonvral & Adaiuiislfalwa 

I otal Opttal i f iu Oenalitj 

1 iiiployee Relocalion L upeiise 

I aliOf ('rol«clioii/'S«paialio(i (b) 

KMAI o l ' I I IAMN'i HI N l - m S 

SHIPPER IOGI8TIC8 SAVINGS 

TOIA l COSTS AN'J BENEFITS 

All Inclusive 

ntSCRIPTION 

NET REVENUE GAINS: (a) 

OPERATINQ BENEriTS: 

I Bl)<K Saviiios 

N<xi . abw Savings 

Car Uliii/alioti 

Coiiimiir:icaiions/C(Kiipuler5 

Operations 

General & Admirasfaiive 

lolal Operaliny Heiielits 

Cniployeo MelocBtoii Expense 

lal ior Ptoletlion/SetiBialiixi 

Ol ' l MAUN!. IU Nt MIS 

SHIPPER LOGISTICS SAVINGS 

l O I A l COSIS AND BENEHIB : 

I »̂  lu.iiin^ ftivt'nue gamti 

All iMCliiaUe 

f l ic 

I'aye 

ni 'ONcii viQ} 

ULNl aUMM 

2-1 Mor 96 

NolB a Nel ot adO'lionnl costs ol lianillina increased Kall.c 

YEAR t YEAR 2 

Annuel One-Time Total Annual One-Tlme Total 

12.550 12 650 29 283 29 283 

B6 162 86 162 213.721 213,721 

0 0 0 0 

( i ' . * s i ) (83 969) (95.8301 821 (198 016) (197.195) 

i ). 790 (565 027) (541 231) 50 125 (391 451) (341,326) 

30.416 140 256 170 672 28,942 38 000 66,942 

128.513 (508 739) (360,226) 293 609 (S5I 467) (257869) 

(26 594) (26,6941 (44 742) 144,742) 

(274.252) (274 252) (161,332) (161 332) 

141,06? (80U 586) (668 623) 322 891 (757 542) (434,651) 

27,250 27,250 35,086 35,086 

155,763 (609 686) (653 823j 328 ' 95 (757 542/ (428 84 7) 

168 312 (809 586) (641 273) 357 977 j757 542| (399 665) 

VEAR 4 YEARS 

Annual One-Tltne Total Annual One-Tlme Total 

3 / 6 4 « 3 7 649 41,83? 

247,083 24 7 983 250 743 250 743 

0 0 0 0 

21.719 (1 223) 20 496 14 214 0 14 214 

75 666 (124 900) (49 294) 82 188 9 905 92 092 

49.IW2 0 49 992 49,992 0 49 992 

395 360 (126 183) 269 1 76 397 130 9 905 40704! 

0 0 0 0 

(1.726) (1,728) 0 0 

4:1)009 (127,910) 305 099 436 968 9 905 448 873 

(13,248) (13,2481 (4,164) |4 164) 

382.112 (127.910) 254 202 392 S72 9 905 402,677 

4t9,761 j l 27,910) 291 851 434,804 9 905 444 709 

YEAR 3 

Annuel OnS'Tlme Tolal 

33 466 33 468 
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0 0 

26 997 (2.960) 24037 

69 146 (265 589) (196 443) 

37,20/ 65 000 102 267 

378 221 (203,549) 1 74 671 

(3914) (3014) 

(16,102) (16,102) 

411 087 (223565) 188 122 

(22 332) (22,332) 

355 889 (223,665) 132 324 

389 35' (223 565) 165 790 

Normal Totale 

Annual Annual One-llme 

41 832 154,780 0 

250,743 1 043418 0 

0 0 0 

14 214 St .SSO (286 168) 

82 168 300.921 (1 337 123) 

49 992 196 609 243 256 

397 138 1 592,838 (1.380 035) 

0 (76 250) 

0 (45) 413) 

438 968 1 74761 7 (1,1*08 698) 

(4 164) 22592 0 

392 972 1 615 4 )0 (1 698) 

434 804 1 770 209 (1 908 698j 
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other Findings. 

_ iinnunarized our review of aU projects tiiat comprise tiie 

General/Administrative cost and benefits claims. Our criticisms, 

our adjustments, if any, stated. These adjustments are summarized 

to recapitulate our findings: 

(0 The Applicants' Normal Year recurrent savings claims are 

overstoted by $315.8 million per year. The supportable .Normal 

Year recurrent savings are $ 434.8 million per year, 

(u) The AppUcants' total one-time costs, net of one-time benefits. 

incurred over the five-year transition period are understated by at 

least $ 461.7 million. The supportable net one-time costs wUl be 

$1,906 billion. 

•a Shippers Logistics Costs. 

Shipper logistic costs include tiie entire spectrum of . osts. direct and indirect, 

confronting tiie shipper once tiie transponation choice is made. The direct costs are easy to 

see. These are primarily transportation rates. The indirect costs are less clear ^id much 

more difficult to measure. An example of indirect costs is tiie carrying costs fc. inventory. 

The UP-SP estimates of shipper logisucs costs are based on a model vaguely 

described in by Witness Roberts. Our experience witii conducting shipper logistics studies 

and witii research on tiie type of model apparentiy used to estimate tiie shipper logistics 

costs'̂  indicates tiie following: 

i) 

' \ Tom O'Connor as Assistant Vice President of Economics for the Association of 
Amencan Railroads, had oversight responsibility for tiie project which collected data on 

(continued...) 
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,^ • The shipper logistics costs are driven by several major determinants which are 

inherentiy difficult to imp .̂-sible to measure. These include: 

• The locus of the responsibility for making tiie modal choice. 

The value of tiie goods, a very important factor In determining muial 

choice. 

• Inventory costs, including ownership of tiie goods and tiie relevant cost 

of capital to hold tiie goods in inventory. 

• Stock out costs, consisting of tiie probabiUty tiiat tiie customer will take 

tiie business elsewhere if tiie shipper does not have tiie goods on hand 

at tiie pomt and time of sale. This is a behavioral problem more akin 

to applied psychology than to applied economics. Again no reasonable 

investigator can -laim to have measured tins behavioral situation witii 

anything approximating precision. 

• Altemate mode availabUity. including not only tiie physical availabUity, 

but also tiie equally important shipment size and transport cost 

charactenstics. Our expenence indicates all tiiree are essential to any 

determination tiiat alternate modes will be eitiier avaUable or effective, 

Based on our expenence in working witii dozens of major rail shippers and railroads 

solving actual logistics problems and our expenence witii the data and analytical 

techniques used by tiie Applicants to esumate tiie benefits to shippers we find tiie AppUcants 

Ul 

'*(...continued) 

i ^ T u g i r / c o r M l r " ' - - - i ° P - " > ^ - - - C h by Dr, Paul Roberts on the 
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estimates Hawed. Specifically we find tiie estimates weakly supported as to tiie key 

determinants noted above and poorly documented as to process and results. 

7. AppUcants' "Pro Fonna Fmancial SUtements," Appendices B 
through D. 

The Pro Fonna Financial Statements mcluded witii tiie Application as Appendices B 

tiirough D were prepared by tiie AppUcant UP.- The AppUcants' workpapers reveal how 

each element of tiie Summary was separated among tiie various applicable accounting 

treatments.'̂  The separate elements were tiien transferred tiirough pro fonna journal entiies 

to tiie appropnate accounts needed to generate pro fonna financial statements for a 

consolidated UPC/SPR and for a consolidated UP/SPR.'* This presentation is required 

under tiie application regulations.** 

There is a problem witii tiie presentation, however. The AppUcants" Pro Fonna 

Sources and Applications of Funds for UP/SPR consolidated. Applicants' Exhibit 18. shows 

a cash increase of $103,256,000 in each year following tiie merger and m tiie Nonnal 

year.̂ *" The Pro Fonna Balance Sheets for UP/SPR consolidated. Applicants' Exhibit 16, 

show a constam cash and cash equivalents for each of tiie five years and for tiie Nonnal 

Year. One -- or botii -- of tiiese depictions must be wrong. Net cash changes in cash must 

tie to tiie balance sheet. 

^ Application, Appendices B tiirough D. Vol. 1. pp. 94-152. 

^ Applicants" Workpapers, pg- CO4-300004. 

AppUcants- Workpaoers. pp- N03-000270 - N03-000463-

49 CFR § 1180.9(a). 

'«> See fn55. 
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^ Moreover, as a general criticism, it is remarkable tiiat during a transitional period of 

traffic growth, increasing output, revenue increases, and intensive capital spending, the new 

firm's current assets (uicluding but not Umited to its accounts receivable), accounts payable, 

and material and suppUes are all unaffected, remaining fixed throughout tiie implementation 

period. This fictional portrayal of tiie firm's behavior contributes nothing to tiie Board's 

understanding of tiie effects of the merger on tiie AppUcants and we urge tiiat these exhibits 

should be accorded no probative value whatsoever in tiie Board's deliberations. 
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rv. Review of Applicants' Operating Plan. 

From the perspective of an investor or business analyst, the Applicants' Operating 

Plan is the most important part of tiie Application. The AppUcation, when taken in its 

entirety, is among otiier things, a summary of the firm's Business Plan. The firm's Business 

Plan, if used as intended and executed aggressively, becomes a responsive, vital document 

that: 

sets forth management's goals, 

explains their vision of the firm's structure and functions, 

identifies the firm s issumptions, resources and problems, 

maps the path tiie finn wiU follow to reach its goals, and 

explains how management wUl adapt to the unexpected. 

Finally, a proper Business Plan defines specific financial objectives for management. 

However, it is the Operating Plan that aUows us to see how all the elements wiU come 

together. 

Regardless of the comprehensive preparation that is evident in some parts of the Plan, 

the faUure of the .Applicants to coordinate tiie Plan's various component parts suggests this 

document was hastUy assembled and intended more to meet the lechnical filing requirements 

of applicable regulations than to serve as a management or advisory tool. 

Otiier Wimesses have identified specific operating problems tiiat the Plan either 

ignores, fails to treat adequately, or treats in ways which could be construed as disingenuous. 

In tiie precedmg Sections of our Statement, we have demonstrated tiiat the Plan contains 

numerous substantive flaws which affect the .Applicants' cost and benefit claims. 
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In this Secticn, we identify two elements that evidentiy have been omitted from the 

Applicants' planning- Specifically, tiic Plan omits certain costs (which leads to an 

overstatement of benefits) and it faUs to organize and present tiie Applicants' claimed benefits 

in ways that would permit an investor or a manager (or regulator) to analyze the claimed 

benefits in the context of projected costs and mvestments required lo obtain such benefits. 

We submit that without a comprehensive, coordinated Operating Plan, the Application 

offers Uttie useful infomiation with regard to either the Applicants" abiUty to consummate its 

plans ~ or the UkeUhood the merger wiU be successful. 

A. Omitted Costs and Overstated Benefits. 

The Applicants' Plan omits discussions of at least three key elements of cost, 

i SpecificaUy, tiie Plan (i) simply dismisses certam major problems which have dogged tiie SP 

for years, (ii) fails to make adequate provision for transitional expenses, and (iii) does not 

explain how the AppUcants' corridor capital program wUl reUeve the capacity problems 

created by projected traffic gains and proposed intemal reroutes. Each of ihese items could 

indlYiduaUy have a profound effect on botii tiie costs and timmg of benefits for tiie merged 

company. 

1. The Dismissal of SP Problems. 

As observed elsewhere in our Statement, tiic SP was held in voting ti^st for five years 

while tiie SF pursued its ultimately futUe merger plans. That debacle was quickly followed 

by an iU-planned sale of the SP to RGI. For 17 years, the SP has barely progressed while 

the rest of tiie industry grew , modernized and restructured. 

Now comes the UP witii anotiier merger proposal which it claims will sweep the 

problems of tiie SP. but - Uke tiie otiiers -- UP fails to explain how. 

i 
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The AppUcation and tiie Applicants' Wimesses repeatedly make tiie claim tiiat 

"[this] transaction will provide shippers faster, more reliable and 

more efficient service that wiU be more .esponsive to their 

needs. The expanded raU system wiU be able to offer its 

customers, and particularly SP shippers, important service 

benefits that merging railroads cannot provide as independent 

carriers." [Emphasis added.]"" 

These benefits, according to the Applicants, will be derived from (i) shorter combined 

routes, (u) reduced termmal delay and improved car utilization attributable to reduction of 

interchange and en route switching, (iii) improved SP reUabiUty tiirough appUcation of TCS, 

ATCS and other UP systems and procedures to the SP and (iv) the savings obtained through 

consoUdation of faciUties and reduced overheads. We have already addressed each 

identified, individual claim, but what of the costs that are noi specifically identified? 

To put our inquiry into perspective, it is instructive to compare the SP as it was in 

1977, the year before its application to buy the Tucumcan to Kansas City route of the former 

Chicago, Rock Island and Pacific Railroad Co."^ The foUowing Table IV.l summarizes a 

few key indicators for our i<irther reference. These data show tiiat in 17 years, foUowing 

two major line purchases (the Tucumcari Une and the SPCSL line), and two merger 

proceedings (one granted, the otiier not), traffic volumes and financial performances have 

both deteriorated. We would be remiss if we failed to ask what is the proposed merger 

'°' Application, Vol. 1. pg. 26. 

' - F.D. No. 298799 (Sub Nos tiirough 6F) (1978). 
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Tl 
going to do to remedy tiie effects of tiie last 17 years? We contend the answer is: Not as 

much a"! the UP claims. 

"Service and reU<a)ility'' are expressions of the frequency, speed and variance in 

performance, i.e., variance in scheduled pickup and delivpn/ of tiie firm's product. 

Regardless of differences in how mdividual shippers may weight tiie relative importance of 

each attribute, tiiey tend to consider all tiiree attributes jointiy. But of tiie tiiree, "variance in 

performance," which is tiie complement of reliabiUty, is most often accorded tiie greatest 

importance. Above all else, most shippers want to be able to depend on tiieir goods being 

received at a specified time. 
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Table IV . l 

Summarv of Summary of Selected Key Indicators 

Gross Operating Revenue [SmilUons] 

Total Rwy Operating Expenses 

Pre-Tax Rwy Operating Income 

Route Miles Operated - mUes 

Carloads, Ongmated 

lonnage. Originated (000) 

Freight Cars 

Locomotives 

Average Haul - mUes 

Sources: 1994: Application and AAR Analysis of Class I RR. 
1977; Financial data: Reports to I.C.C. as reported in Moody's Transportation Manual, 
1982. 

Any raUroad operating manager will confinn tiie old adage tiiat a tiiousano tilings 

have to happen on-time for tiie train to be on-ume, but it takes only one failure to disnipt tiie 

entire process. Because of geography, climate, and engineenng. tiie SP has always been 

subject to tiie capriciousness of weatiier (botii a.>pine and Saharan). tiie effects of alutude and 

humidit\. and tiie concomitant limits of human and mechanical endurance. 

1994 1977 

2,941.5 1,560.4 

2,718.0 1,207.8 

223.5 352.6 

13,715 6.150 

1.580.333 1.406.000 

103,862 75,765 

43.820 53.302 

2.407 2,321 

639 562 
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under 

There is no question tiiat tiie UP has tiie expenence and abilmes to operate a railroad 

difficult conditions - condiuons different from tiiose tiiat affect tiie SP. but nonetheless 

difficult. 

What is missing from tiie Plan, however, is any recognition tiiat, in addition to 

training, it is gomg to take time and cost money to transfer tiie UP expenence to the SP and 

to make it effective. Merely imposmg new systems on and/or relocating UP managers to tiie 

SP does not solve its problems. The managers and systems are essential but each must be 

integrated into SP's "culture" to become effective. 

The AppUcants have introduced no evidence witii regard to tiie timing and costs of 

integrating UP expenence and technology into tiie SP s corporate culture to help solve its 

recent service and reUabiUty problems. To tiie contrary. Applicants' Wimesses King and 

Ongerth state that: 
Using tiie Multi modal network modeUng system, we compared how 1994 
traffic on tiie two separate svstems was handled... The companson showed 
tiiat 1994 traffic on UP and SP could have been handled by a merged system 
for at least $70 mUlion less m direct operatmg costs... These savings do m 
include savmgs resulting from tiie improvement in SP operauons and reUability 
we expect as a result of tiie merger because the model "corrected all those 
problem^ before it made this comparison.̂ '-̂  (Italics added for emphasis) 

EvidentiaUy, tiie Plan "conects" the problems by assuming tiiat SP's problem can and 

wUl be dismissed - a dubious soluuon: zero-pnce. and often close to zero in effectiveness. 

2. Omitted TransUion Expenses. 

First, no operaung manager, whetiier from the railroad industry or elsewhere, who 

[has been tiirough a tumaround expenence will realisucally expect that systems, training and 

[capital mvestment define all tiie costs tiiat are going to be incuned to effectuate a tumaround 

103 Applicaiion. V.S. King and Ongertii. Vol. 3. pi 
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of the SP. Turnarounds of an entire firm, particularly of a big corporation, are brutal and 

costiy and should be undertaken only if the shareholders, lenders and management are 

absolutely convinced the result is worth tiie effort. Absorbing tiie SP in one piece is not 

going to be like taking on a healtiiy and weU-disciplined Missouri Pacific Railroad, or the 

Westem Pacific, or even the C&NW. 

As managers who have "been there and done that." we can attest that it simply takes 

time for the "cure to take effect." As iUustrated in a smaU way by the acquisition of C«S:NW 

by the UP in late 1995, the first year following absorption of the SP wiU start off Uke a fire 

driU. Even if aU the labor negotiations are in place (which they are not), all tiie systems in 

place and ready to switch on (which they also are not), and all of the training completed 

(which has not even begun), a certain amount of disarray mevitablc. The only quesuon is, 

how bad wiU it get and how long wiU it last? Asa tirst approximation of a cost of confusion 

estimate, the Applicants should assume that the SP's operatmg ratio wiU, on average, achieve 

no more than half of the first year's adjusted improvements, i.e., 93%, or operating expenses 

of approximately $117.5 mUUon more than the Applicants projected for Year 1 ~ after 

adju;;tment for misstated costs and benefits. 

Second, even if one assumes, arguendo, tiiat SP's service and reliabiUty problems can 

be solved, other significant transition expenses have been omitted from the Plan. Principle 

among tiiese are the costs of uaining SP employees how to use UP procedures, systems aid 

technology. The Summary includes a total of $34.4 million over five years for training and 

implementation.'*' Of tiiat total, tiie largest portion, $13.7 milUon, is included by tiie 

The Summary projects an annual, recurring savings of 3720,000 per year from SP's 
withdrawal from the locomotive training school operated jointiy with BNSF at Lenexa. KS. No 
money is added for performing tins training elsewhere. 
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Infonnation Technologies Group for "implementation." However, tiie only groups to receive 

"tiaining" are tiie maintenance of way forces, witii a total budget of almost S12.4 miUion for 

time end materials, and $6.4 million to train conductors and foremen in use of ATCS. The 

balance of $1.9 mUlion for aU odier training and implementation. At a projected cost of 

roughly $3,600 per employee, we estimate tiie omitted trainmg costs to total approximately 

$37.4 milUon over five years. 

3. Capacity Limitations. 

SP Witness John T. Gray discusses several physical capacity problems which he 

claims have Umited SP's abiUty to compete against botii BNSF and UP. We have alluded to 

some of tiiese same factors in tiie precedmg Secuon. The Applicants are concemed, 

according to Wimess Gray, witii tiie effects of SP's longer transit times and lower traffic 

densities which have contributed to its high operating costs. 

Since ?977, SP has extended its markets twice by purchasing lengtiiy pieces of 

bankmpt fomier railroads. The haUmark of botii Unes was overhead traffic and neitiier tiie 

Tucumcari line to Kansas City nor tiie SPCSL line to Chicago increased SP's access to new 

on-line customers m any meaningful way. Nevenheiess. tiie Tucumcan Une has allowed tiie 

SP to increase u^fic across tiie "Sunset" route west of El Paso and the route to Kansas City 

since 1977.'* As shown ui Table IV.2, by 1994, traffic density between Lordsburg and 

Tucson, Arizona (tiie Sunset Route), increased about 257c - using tiie same tracks SP had m 

place in 1977. 

105 

106 

Application. Verified Statement of J.T. Gray. Vol. I . pp.228-23l. 

abonf l l ^̂ Vv ^^^'^ °" Tucumcari lme under CRIP ov.-nershiD and operauon was 

de^siy w a T - T ^ n ' ' ^ ^ ^ ' ^ ^^PP^'^^' P^^' *^° -̂ 3- PS- 431, the «isuy was !.. .[ mUUon gross tons. 
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Similarly, Table IV.2 shows tiiat in 1977 SP handled more uraffic at greater traffic 

densities, across tiie Central Corridor and between Northem California and tiie North Pacific 

Coast tiian it does today - usmg tiie same tracks U had in 1995. The obvious question is 

tiien: did SP have tiie business m 1977 because it could move it, or did it move it because it 

had tiie business? The Applicants argue tiiat to get tiie business, SP has to be able to move 

i t 

As shown in Table IV.2, tiie Plan proposes to significantiy increase traffic densities 

over key SP routes. In some instances, tiie added tiaffic still does not reach SP traffic levels 

of 1977 levels, and in otiier Instances (e.g.. tiie Sunset Route) traffic levels would, if tiie 

projected tiaffic is garnered, continue to be significantiy greater tiian 1977 levels. To 

support tiiese "new traffic levels, tiie Plan proposes capital investments of more tiian S1.3 

bUUon in corridor ttack stt̂ cture over five years. 
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REDACTED 

Table FS .2 

Selected Comparative SP Route and Terminal Utilizations 

Routes 1977 1994 Post-.Merger 

"1-5" [Oregon] 

Traffic Densities (MGT) 1/ 35.0 29.8 33 

Daily Temunal Car Handling.!/ n/a 

Central Corridor [Nevada] 

Traffic Densities (MCT) 40.0 23.8 38 

Daily Terminal Car Handling n/a 

Sunset Corridor [Arizona] 
Traffic Densities (MGT) 46.5 60.7 76 

DaUy Termmal Car Handling n/a 

Goldec sute Corridor [SSW, Kansas] 

Traffic Densities (MGT) 4.4 23.6 33 

DaUy Termmal Car HandUng n/a 

Mid-Continent [SSW, Arkansas] 

Traffic Densities (MGT) 38.0 34.4 39 

Daily Temunal Car Handling n/a 

1/ Traffic densities: Exhibit A-13a)-a and -b. SSW - Purchase (Portion) - Chicago, 
Rock Island and Pacific (CRIP), F.D. No. 28799, Sub-Nos IF tiirough 6F (fUed November, 
1978). 

21 Applicant's Workpapers, pp. CO2-302339 tiirough CO2-302347. 
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Throwing a lot of money into tiie ground will permit the UP to reduce running times 

across SP routes and lower maintenance costs for tiiose lines. aUowing tiie merged company 

to operate more trains at lower mnning costs than are presentiy being obtained. But those 

investments do not, per se, increase traffic capacity or improve service and reUability. 

The fu-st effect of the (̂ orridor programs is to shift the accounting responsibiUty from 

the income statement to the balance sheet. The second effect is to relocate the delay. If 

corridor termini are unable to handle the projected traffic increases, tiien neither total transit 

times nor reliabUity wiU improve, and service quality may even deteriorate. 

In principle, tiie SP terminals in tiie West should be able to handle the mcreased work 

since lesser volumes were handled in the late 1970s, particularly after the programmed yard 

improvements are completed. However, our observation carmot be extended to include the 

Mid-Continent Corridor. The projected 20% increase in yard activity attributable to system 

traffic gains and intemal reroutes, in addition to the BNSF use of its trackage rights, may 

weU swamp terminals such as Pine Bluff. Arkansas. F-irther, projected intermodal terminal 

changes in the Chicago metiopoUtan switching disoici would seem to ignore tiie geographic 

and capacity Umitations, and tiie high costs, of terminals such as Canal Street. These 

possible capacity Umitations and costs are potential difficulties that the Plan does not address. 

Moreover, an effort by us to estimate the possible extent and costs of known terminal 

Umitations could not be completed witiiin the allowed response time. For that reason, all we 

can do is point to the possibiUty of unrecognized costs for the merged system in tiie 

Midwest. 

I 

i j 
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4. Where are the Costs and Benefits? 

a. The Geography of Costs and Benefits. 

In the course of our examination and critique of the projected benefits imputed to the 

AppUcants' proposed merger, we found there was no systematic attempt to evaluate the 

merits of each proposed investment, or cost, in terms of tiie benefits to be derived from tiiose 

costs. Nowhere have the Applicants made a systematic effort to examine the contribution of 

each part of the proposed merger. Even the Applicants" statement that. "Combining the two 

railroads wiU aUow each marginal dollar of capital to be used in a way that yields far more 

in terms of capacity and efficiency."'^ was conceded to be an unsupported claim."* The 

sort of comprehensive analysis that a financial analyst would insist on is beyond the scope of 

our Staiement. As an altemative, we have aggregated the Applicants" cost and benefit claims 

geographicaUy. The proposed service area of u:° merged firm has been split into two pieces: 

the West and the Midwest. . For each region tiiat could be associated with specific 

geographical regions, we have summarized the costs and benefits, exclusive of net revenue 

gains. The results of our operating cost and savings inquiry are presented in Table rv.4. 

107 

108 

1996. 

Application. Vol. 11. pg-34. 

Applicants" responses to KCS' Second Intenogatones. Intenogatory No. 43. Januar> 22. 
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Table T\ .4 

Estimated Geographic Distribution of 

Merger Costs and Benefits 

Excluding Net Revenue Gains 

($000) 

Region Capita] Labor Other Total 

West (789.6) 799.4 200.8 160.6 

Midwest (349.6) 294.0 69.8 14.2 

Total Located (1,139.2) 1,043.4 270.6 174.8 

b. Distribution of Costs a*.- ^nefits. 

A systematic examination of tiie geographic distnbution of tiie Applicants" claimed 

costs and benefits attributable to tiie proposed merger of tiie Soutiiem Pacific Rail Corp. mto 

tiie Union Pacific RaUroad clearly reveals tiie Applicants" plans and mtention to focus tiieir 

efforts on obtaimng tiie benefits available to tiiem in tiit Pacific Northwest. West and 

Soutiiwest (excludUig East Texas), at tiie expense of tiie midwest and East Texas. This 

objective is discernible not only m tiie Applicants" revenue projections, but also m tiie 

Operating Plan and c' .al investment program tiiai would ser̂  e as tiie foundation for tiie 

merger, should it be approved. 

The AppUcants Operating Plan proposes tiie consolidation and eUmination of many 

putatively redundant or duplicative acuvities and facilities now being perfonned or operaunc 
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across what would become tiie emerged system. The AppUcants propose to achieve most of tiieir 

claimed benefits by consoUdating or closing many activities and facilities tiiat are situated at 

points which would become common to tiie new raiiroad. However, an examinauon of the 

AppUcants" claimed daUy terminal car switching work load ( c f Application, Vol. 3, pp. 373-

375) shows tiiat, in addition to tiie econonues of scale attributed to tiie new system, tiiere is a 

profound shift of activity from tiie Midwest, v/hich experiences a decrease of more than 800 cars 

handle per day, to tiie West, particularly California and tiie Pacific Northwest, where tiie 

Applicants' projections show an increase of nearly 600 cars handled per day. Obviously, not 

only is tiiere a net growtii of traffic ui tiie West, tiie AppUcants are positioning their operations to 

concenuate on tiie services offered to Westem shippers and markets. 

The Applicants" commitment to tins strategy is even more fully Uluminated by an examination 

of tiie geographic disttibution of tiie proposed capital mvestment program tiiat underlies tiie 

Operating Plan. The workpapers supportmg tiie Application identify capital investments to be 

made over the first five years following tiie merger amounting to more tiian $1.3 billion. Of this 

total amount, more tiian 75 percent-or almost Sl biUion-is to be invested in tiie West. The 

balance is about $:00 miUion; nearly $100 million is to be invested in equipment anJ systems to 

support tiie new raUroad, and which leaves only about $200 mUlion for capital improvements m 

tiie Midwest and East Texas. 

The foregomg capital investments do not. however, include, or even consider, tiie huge labor 

costs of effectuating tiiis consolidation-should it occur. Labor protection payments, severance 

costs and employee transfer expenses amounting to nearly $260 miUion will be incuned to 

achieve the labor savings claimed by tiie AppUcants. (Exhibit 6) Much of this costs 
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is related to tiie proposed reductions of employment at SP locations in tiie Midwest tfiat are 

going to be eUminated in favor of UP facUities and locations. These rUuction reflect tiie 

staffing levels beUeved adequate to handle tiie reduced, Midwest regional work loads. 

AdditionaUy.m otiier costs are going to be incurred at UP's Westem locations wh.*re tiie 

Applicants propose to train new employees to perfonn tiie duties of fonner employees 

unwilUng or unable to leave tiie Midwest. 

In summary, tiie AppUcants Operating Plan, and its attendant capitiil budget, shows 

convincingly tiiat tiie management of tiiis new raUroad looks to tiie West as tiie source of aU 

merger benefits. It is in tiie V̂ est tiiat tiie new traffic going to be capmred and served. The 

Midwest-witii some isobted exceptions-would seem to be regarded by tiie AppUcants as an 

obstacle tiial has to be survived in order to reach tiie West. Moreover, tiie discrimination 

obvious in the coital program is so plainly drawn tiiat one is left to speculate witii regard to 

what otiier, unidentified marketii in tiie Ivlidwest may be abandoned by tiie AppUcants in tiie 

years soon to come. 

Since tiie AppUcants must not see a long term ftinu-e in tiie Midwest, tiie apparent 

strategic investment altemative for tiie AppUcants would be for tiie AppUcants~or tiie STB-

to seek anotiier investor-a joint venuire, perhaps- who could not only reduce tiie cost of tiie 

merger to tiie AppUcants (witii Uttle or no erosion of tiieu- reaUzable benefif.s), but who may 

aiso have complementary sttategic interest tiiat could improve tiie opportunity for everyone to " 

jhare in increased regional markets. '41 

The evidence regarding tiie geograclUc disttibution of costs demonsuates tiiat tiie new 

system would, if approved, become two raUroads. The Westem part of tiie SP, if combined 

witii tiie UP, would enjoy tiie preponderance of tiie operating economies. However, as 
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shown in T^le IV.4, tiie Midwestem fiagment, consisting of tiie balance of tiie SP, would 

produce relatively sniaUer savings, and substantially greater competitive problems. 

We would suggest tiiat not only tiie pubUc, but also tiie UP and tiie SP, would be best 

served if tiie SP were to be spUt into at least two (and posiibly more) piec^. If adopted, tiie 

"Comprehensive Solution" as put forth by KCS and otiiers is a definitive solution to tiie 

problem, allowing AppUcants to maintain tiie preponderance of tiie pubUc benefits . 

Concq)tuaUy Figure IV.l Ulusttates tiie solution: The UP could acquire aU Unes 

West of tiie indicated Une. The remainder of tiie SP could be sold to otiier carriers. One 

very substantial benefit tiiat everyone would gamer would be a division of tiie transition and 

tumaround problem. As JuUus Caesar said, "Divide and conquer." 

362 



Los Angers 

Union Pacific/SoDlhefn Pacific system 

BNSF Trackage Righrs 

1 ine Sales to BNSF 

UPSP Trackage Rights 

BNSF lines 

ew Q r̂leans 

FIGURE I V . l 



The Major Corridor Upgrades Figure, produced by Union Pacific RaUroad'"* 

demonstrates that UP-SP is being very selective about its investment. The mvestment is 

focused on tiie I 5 corridor along tiie West Coast and along tiie Soutiiem Corridor, 

Investtnent is sparse along tiie Gulf Coast and tiie Texas to St. Louis and Chicago corridors. 

Investinent is virmaUy nonexistent along tiie SP Centtal Corridor. See Major Conidor 

Upgrade Map prepared by Union Pacific. 

We see in tiiis investment program tiie beginnings of a rationalization program, 

downgrading and disinvesting m Unes not slated for long term growth m UP's individual 

corporate plans. The problem is tiiat tiiese same Unes are very important sources of 

competition to shippers. Disinvestment is often a prelude to divestiture. An altemative 

which couid preserve competition and serve the pubUc interest is simple: Divest now to 

wilUng buyers who can provide tiie service needed, carriers who will maintain botii tiie Une 

and the competitive service. 

'" See Traffic World, March 25, 1996, page 21. 
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Major Corridor Upgrades 

Oakianu 

New Single-Line Service. 

1-5 Corridor 
• M UP/SP in the 1-5 Corridor 

I M BN in the 1-5 Corricior 

Major Corrido.- Upgrades 
wmm lowa Jet. to Avontiale via Kinder 

• M El Paso to Topeka 

M B El Paso to Fort Worth 

Fort Worth to Big Sandy mmm Denver to Topeka 

Tracy to Martinez --•̂ '̂  Fort Worth to Herinqton 

El Paso to Colton mmm Alazon to Weso 

Source: Union P a c i f i c Railroad 



V. Conclusion 

Exhibit 6 summarizes and analyzes the claimed merger benefits. In Exhibit 6 we 

repUcate tiie merger benefit claims of AppUcants."" We also restate those merger benefits 

and costs reflecting the points made and supported in our Verified Statement. Our 

restatement demonsttates the numerous defects tiiat permeate tiie AppUcants' merger benefit 

assertions and claims. We summarize our findings on Exhibit 6, page 10 demonstrating the 

weakness of AppUcants' merger propcsal. We recommend that the Board reach one of two 

decisions: (1) deny the merger as propossd or (2) heavily condition tiie merger as 

recommended by KCS. 

110 Exhibit 6, p. 1. 
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CONSOLIDATED UNION PACIFC. MISSOURI PACIFIC AND WESTERN PACIFIC RAILROADS 

Finance Docket No. 30000 
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1978 
U634 
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105 050 
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0 718 

4,472,803 

120 9 

705,278 

816.941 

l,774,«43 

3.778,481 

694,121 

8y.302 
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4.833.1 Cl 

(25 2 
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1980 
083 

377.894 
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120 ) 
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4,082.211 
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67 47^ 
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1981 
0 03 

4.369,268 
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1208 
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t3 I 
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3 333.707 
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3.305 444 
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458.862 

7 70.052 
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51,691 

822.976 

124,177 

68,456 

190 835 

332,341 

83 oau, 
672,502 

1988 
1 192 

3.534,861 

67.600 

3,802,470 

S7 4 

492.994 

820.721 

1.331,804 

287,039 

2.932,256 

670.212 

15387/ 

(78,173) 

75.704 

894,809 

8,988 

234,975 

241,880 

382.649 I 

81 AO'* 

748.386 I 
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CONSOLIDATED UNION PACIFC, MISSOURI PACIFIC AND WESTERN PACIFIC RAILROADS 
f. ' ~ Finance Docket No. 30000 

FORECASTED INCOME STATEMENT - CONSTANT 1982 DOLLARS 

— 
HFiscnl Year end December 31 sl 

1978 1979 1980 1881 
Actual 

YaarO 

1962 
Actual 

YEAR 1 

1983 
YEAH 2 

1984 
YEAR 3 

1985 
YEAR 4 

1966 
YEAR 5 

1987 
YEARS 

1988 

nRallway Oparallng Revanuaa 

f reigtit Setvice Revetiues 

Meal property revenues 

Olhet Revenues 

4,387,853 

lOb.ObO 

4.529.172 

103,999 

4.887.635 

96.065 

4,389.286 

66,636 

3.823 807 

76 021 

3,808,783 

82,605 

3.608.793 

68,600 

3 608.783 

66.856 

3,806,793 

71.485 

3.808,793 

61,647 

3.806.783 

67,609 
folal Opetating Revenues 4.4 72,903 4.933 171 4.668.820 4,456.102 3.899,816 3,871,686 3,874,402 3,678,351 3,860,256 3.870.440 3.8/6 602 

Railway Oparallng Expanaea 

Way & Structures 

Equipment 

Transprxlalton 

Car hire expensa 

Deprec & Amort [ t j 

Taxes othet than Income 

Ueneral & Admin 379,621 377.894 372.019 361,602 357,302 380,212 343.666 343.854 343,684 343,854 343,854 
Total Hvty Opet Exp 3.778.481 4,028,131 4,082,211 3,909,287 3,226,102 3,320,802 3,288.137 3,267,000 3,284,168 3.261,907 3,278,189 

Nal Railway Oparallng Inooma 

Olhar (Inooma) Expanaa; 

Interest Expenae 

1 Other Expense (Income). Nel 

694,122 

09.000 

(143.000) 

608.040 

116,000 

(159,000) 

664.609 

148,000 

(174,000) 

846.616 

160.000 

(120,000) 

473,616 

180.000 

(102,000) 

660.766 

180,000 

(102,000) 

669.268 

189 000 

(102.000) 

691.361 

188,000 

(102,000) 

896.092 

158,000 

(102,000) 

666.443 

159,000 

(102,000) 

600.403 

<59,000 

(IC^.OOO) 
1 Folal Othet Expensa (44.000) (41,000) (26,000) 40,000 67,000 67.000 57,000 67,000 87.000 87,000 87.000 
pperat ing Income befora 

provision fo i Income Iana* 

Current Income taxes 

Deterred income taxes 

T3« 122 

146.000 

62,000 

646,040 

31,000 

103,000 

616,609 

39 000 

94,000 

806.818 

(1)6,000) 

247,000 

416.616 

(48,000) 

107,000 

493.766 

(179.000) 

511.000 

832.265 

(56,000) 

184,000 

834.381 

(109,000) 

196,000 

839.092 

(1.769.000) 

2.416 000 

831,443 

106,000 

88.000 

843.403 

5,000 

173.000 
Total provision /or Inconie taxes 108,000 134.000 133.000 132.000 et,ooo 332,000 106.000 89,r)00 647,000 186.000 1 78 000 

Nat Income (Loaa) • Excl Enl faotd l lama 840,122 812.040 477,609 376,618 388,816 161,786 426,268 448,381 (107,906) 368,443 368,403 
Average stiares oulrslanding 

Ope'/iing tiaho 

eBir 

EBITDA 

84 48^ 

637.122 

B8 94S 

784.040 

87 47K 

758.809 

67 891* 

888,618 

87 )9S 

878,616 

85 7r!< 

882,788 

84 79K 

691.285 

84 7!>% 

693,351 

84 84^ 

698,092 

84 80K 

890 443 

64 5 1 ^ 

702.403 

X 

H -
C 
M . 
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Tl 





CJ 

o 

X 

cr (-•• 
rr 

ts) 

File; UPSI- WQ2 



Operat ing Revonues • Consot idaled C&NW 

Operat ing Revenues • WRPI (es t ) 

Nel Form R l Operating .Revenues •• C&NW 

Operal iny Revenues UPHR 

Tolal Atljuslsci Form R 1 Revenues 

PRO FORMA PROJECTION OF APPLICANTS' RESULTS OF OPERATIONS FOR ,995 

(Thousand s) At or tor Ihe Year Ended December 3 i 

1995 

(</} 

1994 Change Change 

Union Pacific Railroad 
(•) Sources and Notes; (•) (c) 

Line 0) (2.3) (3) 

CJ 

6 Operat ing fcxpenses • Consol idated C&NW 

7 O g e r a t l n j ^ j e n s e s ^ 

8 Net Forrj i R I Operat ing e x p e n s e s ~ C & N W 

^ .P j l ? I£ ' i l i . a§«J^ lses UPRR 

' 0 Tolal Adjusted Form R 1 Expenses 

' ' Operflting Income ' " 

Southern Pacific Rail Corporation 
Sources 

REDACTED 

12 Operat ing Revenues 

13 Adjustments 
14 Net Adjiisteet Form R 1 Revenues 

15 Operf l t ing Expenses 

t6 Adjuilments 

17 Total Adiusted Form R i Expenses" 

IB Operating Income 

File UPSP WQ2 

Page UP NOMINC 2 

Sources and Notes 

Appiicants Forms R 1 Annual Reports (or 1994 Set. 210 

UP merger Pto-.pecttnes. SP Form to c, (or Qua.ter ended 9/30/95 
Applicants Work Papers pg HC32 0C0214 (or C&NW 

Note Wtiere spec.dc data do no . exist percentage changes determineu ,or nine months 

995. Obtained „ o m the Applicants Prospectuses were usee' to estimate changes (or the vear 

Lines will not add precise!), because o( rounding ^ 

Excludes - sp,(, |a| ,^ operat ing e /penses 

t") 

•J-
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PRO f ORMA PROJECTION OF APPLICANTS' R E S U L T S OF OPERATIONS FOR 1995 
At or (or the Nine Mo's At or (or Itie Year 
Ended September 30 Ended December 31 
1994 1995 Chang* 1994 1995 

Union Paci l ic Corporat ion 
Sources and Notes: 

line 

1 Operating Revenues 
2 Adjustment ot Resources spin ot( 
3 Subtotal 
4 Adjustment (or C&NW acquisition 
b Net Adjusted tfevenues 

(2.3) 
Actual 

(1) 
Actual 

(c) (d) 

(1) 
Actual Projected 

% 
Change 

(0 

ro 

6 Operating Expenses 
7 Adjustment o( Resources spin otl 
8 Subtotal 
9 Adjustment tor C&NW acquisition 

10 Nel Adjusted Operating Expenses 

1 1 Operating Income 

Southern Pacif ic Rail Co r fo ra t l on 
Sources: 

12 Operating Revenues 
13 Adjustments 
14 Net Adjusted Revenues 

15 Operating Expenses 

16 Adjustments 
1 7 Net Adjusted Operating Expenses 

IB Operating Income 

File UPSP VVQ2 
Pago UP NOI^INC 

Sources and Notes 
Union PacKic Corporation Merger Prospectus, pp 82 • 100 
Southern Pacilic Rail Corp Form 10 Q (or Ouarter ended 9/30/95 pp 2 - 8 
Note: Operating income results (or UPC given In UPC Prospectus ditler 
trom the UPC res-Its shown In the SPR Prospectus Tho rea8v>os (or these 
dittc ences are net given 
Note For lines 5. 10, 14 and 17. only. Col (e) equals Col c'.) plu: Col (c) 
Excludes $ special charge tc operp'ing expe.ises 

in 



COrflBINED UNION PACIFIC, CHICAGO AND NORTHWESTERN AND SOUTHERN PACIFIC RAILROADS 

UP INCOIVIE STATEMENT - NOtVIINAL DOLLARS 

CJ 

I ^ iscfll Yeof piKl Oocember 31 st 

ling R«v«nu«a 

f f t m h t St>rv:L() f lL 'veni jes 

H<v»l properly fevemies 

Other Mever)u«9 

folal Operating noveixies 

ftattway OpiKHlIng EipftnMS 

Way & Structures 

f (jmpmont 

IrflMsporlnlion 

I m e f oiher ttian iricofi^^ 

Oeproc & AfiKKl (I | 

Merger t»penses 

rieneral & Adfiiin 

i otol Hwy Oper f up 

Nst Rsllway Oparatlng Incoma 

Olhar (Incoma) Eipanaa 

liilefHSl ( Kprr^se 

( ) l l in fcMpeii'it' (tncortte), Nwl 

lolat Other £>'pens» 

Oparallng Incoma kafora 

provlalor for mcorna lanaa 

Oolerre-i tncome taxes 

199t 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 
•r- [ r o r c ^ t j (Forest^ (fcxcsli 1̂ orcbl) 

REDACTED 

lolal protfiSH n lof irtcome taxes 

Nal Incoma (Loa i ) 

Avpfflije sriftfes (M.irstanding 

{Cjporrtl i l to rr l l io 

I 13IT 

f B I I D A 

24 Mar 96 
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CONSOLIDATED UNION PACIFIC RAILROAD MND SOUTHERN PACIFIC RAILROADS 

CA) 
vl 
4:* 

t i5(.fll Yi ' f l f C I K I n u L c n i h e f 'H 

Railway Oparatlng Ravanuaa 

f reigtil Servico Revenues 

Meal property reveriues 

Otner fleveniies 

Total Operaling Metfenues 

Ral'way Oparaltng Enpanaaa 

Way & Strijclur«5 

Eqi;tprnent 

I.Biispoflniicwi 

( ar hire expense 

Deprec 8. Amort |11 

Taxe? oilier Ihan inconie 

Geiiofal & Af 'Mirt 

I otal R»/y Oper t:xp 

Total Other Expense 

Operating Incoma bafora 

provlaloi for Incoma laxaa 

Current income taxes 

Ueterred income taxes 

Tolal provis'ori lor income laxes 

Nat l"coma | L O M | • E K C I Ejrtraofd llama 

Avcrnye st'nros oulfstondtny 

(jcfflliny tiAtm 

rniT 

lUlTUA 

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 1 
AcKia l Projected ,1 

Nat Railway Operating Incom* 

Olhar (Incoma) Expanaa: 

i(^ier<^sl ^ • p e l l s e 

Oilier Expense (Irtcorne). Nel 

REDACTED 

24 'Mar«6 
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Exceptions to Appl i cant s Proposed a r J Claimed Costs and B e n e f i t s 

Function or P r o j e c t Note Type Discuss ion 

GENERAL AND ADMINISTRATIVE 
Communicat ions 

Eliminate SP codimnications 

F a c i l i t i e s 
Add to UP offices • rent 

— Non-Labor Source Ref: GENL ADMIN 

M-I 1 

Page: Ex. 6.16 

Enf>(oyee ' ra ' - i ing and supplies «A-2 

Supply 

(Jl 

Fuel maî igc.Twnt contract 

fuel price 

REDACTED 

Warranty recovery M-4 

I") 
X 
y 

tr 
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Exoeptlona to Applicants Proposed and Claimed Costs and Benefits 
Iimotloii_o£_P£ol80t lioia ZYMi pisoussion 

I roveI/centract lodging • non-agreement CA-5 

Adojit ProCard for SP GA-6 

New warehouses (A) GA-tO 

Internal (Conpany) material transport GA 7 

CJ 

O) 

CoiTbine v e h i c l e f l e e t 

Serv ice con t rac t b e n e f i t s 

CA-8 

CA-9 2< 5 

REDACTED 

Reduce OE f o r c losed f a c i l i t i e s 

Ma te r i a l (xjrchases savings 

GA-10 

2, 5 

X 

y 

c 
rr 

(Jl 
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Exceptions to Applicants Proposed and Claimed Costs and Benefits 
Function or Project Note Type Discussion 

Neu locomotive savings 

Inventory reduction (carrying/handling costs) 

None 

GA-12 

Capital service contracts 

Haterist purchase systems 

GA-U 

GAU 

2. 5 

1 

Marketing 
Employee training and supplies CA-16 

(J Finance and Law 
vJ 

Labor Relations and Human Resources 
Ernployee t r a i n i n g and so f ip l ies 

No Connents 

CA-17 I REDACTED 

OPERATIONS — Non-Labor 
••T-Plan" 

Use of 286,000 tbs. cara 

Table: OPERATTONS 

OP-1 1, 5 

Reioute fuel savings OP-2 

Reroute locon>otive savings 

Reroute savings • other than fuel & locoinotives 

CP-2 

CP-2 

I') 
X 



Exceptions to Applicants Proposed and Claimed Costs and Benefits 
Function or Project Mote Type Discussion 

Enployee training and supplies OP-3 

Intermodal and Auto 
Enployee training and supplies Opt, 

Common Point Consolidations 
Einplcyee t ra in ing arx^ supplies OP-5 

Centralized Functions 
Reduced LtD claim payouts 

00 

Replace UP weather contractor 

OP-6 

OP-7 

1. 2, 3 

3. 5 

REDACTED 

Locomotive Ut i l i za t ion 
l i rp loyee t r a i n i n g and s u p j i l l f s 

Maintenance of tiquipment 
Ernployee t ra ining arxl suppl ies 

— Mechanical 

OP-5 

OP-8 

Reduce H/W equipment repair OP-9 1, 6 

I'l 
X 
n' 

X) 
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Exceptions to Applicants Proposed and Claimed Costs and Benefits 
Function or Project llfite Type pisouaaion 

Reduce M/U equipment repair (Cont'd) 

Defer purchase of M/U equipment 

Increase M/U due to new business 

Remove obsolete faclUtiea 

OP-9 

OP-9 

OP-10 

1, 6 

1.6 

3,4 
REDACTED 

CJ 
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SUMMARY OF MERGER BENEFIT AND COST CLAIMS 

EXHIBIT 6, PAGES 1 - 1 8 

REDACTED 

PAGES 3S0 - 397 
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Railway Merger Initiatives: I he U.S. experience 

IN I ROI)UC HON 

The number of Class I Rai! Carriers in the U.S. has declineil from 52 to 13 in the last 25 years -
three out of every four major railway has lost its indepenilent identity. The fol lowing graphic 
displays the genealogies of some of the remaining systems. The reasons for this industry 
consolidation are varied, and have important implications for Canatia, which is facing the 
possibility of some foini <»f unification of all or part of the nation's two major railways. 

U.S. Railway Consolidations 

Now Hnven ~) 

/ l o W i i l . & I t>lilyl» 

risslo X ^ * " ) 

S c i i b o n i f i ^ 
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Jn theory, combinations, mergers and acquisitions can give the resulting carrier significani 
market power -- for more aggressive pricing and building market share. 

A merger or acquisition may result in improvements in cost structure permitting the 
abandonment of duplicative or excess facilities, and improvement of the utilization of those 
retained. 

The surviving carrier can also compete for traffic which did not move in the base perioti --
either by taking traffic from highways or t)pening a new source of supply to a new on-line 
industry. 

Hut mergers may also result in increments to market 5/ower that may be exercisetl at the expense 
of tlie public interest. Rates may rise, service deteriorate or disappear. 

A fundamental quandary exists with regard lo mergers inasmuch as those that promise the 
gieatest economic benefits to the merging caniers - parallel or largely overlapping mergers -
also promote the greatest potential for the abuse of market power. Thus, "end-to-end" mergers, 
or those whose benefits are principally the expansion of service territory, are less likely to pose 
competitive issues that concern third parties or the government. 

I his report, based on the U.S. experience, is intended tt): 

explore the corditions which give rise to rail mergers, 
describe the corporate and governmental approaches lo mergers, 
explain how anticompetitive conditions can be ameliorated, 

• evaluate the actual economic effects of mergers, and 
• describe the applicability of the U.S. experience to liastern Canada. 

T 
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I. Economic/Market Conditions Giving Rise I o Mergers 
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I. HCONOMIC/MARKin CONDITIONS GIVING RISH IO MHRGURS 

1. 

o 
Ol 

lil iv/1 ulsJlail Merge; s 

• Macroeconomic factors include economic contraction, demographic change and 
evolutionary change in the character of demand for transportation services 

Hcono nic contractlt)n may be the most powerfid causes of rail consolitlation, 
as it can threaten the survival of weak carriers 

Many mergers in the first half of the century were in response to 
contraction 
As contraction is temporary, and a weak merger partner vvill often 
debilitate a stronger railroad, this is a poor, and dangerous reason to 
pursue ct)nsolidation 

Demographic change, such as the migration of industry, can result in railroads 
searching for ways to rationalize physical plant; merger is often seen as a 
device lo achieve this end 

Historically, however, plant rationalization has occurred independently 
of mergers, while mergers have generally failed to generate the 
ect)nomie8 expected 

3-
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Mm rtu't onotitit factors, t t)ntituieil 

Ihe nature of the demand for transportation services has changed with 
increasing need f(»r highly reliable service, and a gradual increase in the value 
of general merchandise. 

Fxtension of single-line service is now often given as a justification for 
rail mergers 
Initiatives short of merger, such as third-party trains, have frequently 
succeede<l in generating these benefits, perhaps with nujie positive 
results than carrier-sponsored services. 

• Microeconomic drivers include the need to make a conqietitive response to a pri(u 
merger within the carrier's service territory, lo achieve greater organizational 
efficiencies, antl to retluce ct)cn|)etiti(Mi for valuetl market segments. 

l he tentlency to respond to a previous merger is the only satisfacttiry predictor 
t»f merger activity 

Imprt)ved efficiency is invariably anticipated by merger applicants; the section 
III discussion of the |>ropt>setl UN - /\ TSI' merger prt)vitles an example. 
However, as shown in the section VI analysis of merger impacts, realization of 
efficiencies is not always assuretl 

I he revluction competitit)n promoted by rail merger is always a ct)ntentit)us 
issue; sectitjn V reviews means of mitigating anti-ct)mpetitive effects. 

- 4 



2. lhis Section Analyzes U.S. Rail Merger AcUvitv Since 1970 To PgKMmInc VYhflt. l lAny^ 
Hconomic Vaf ikbles Are Associated With Merger Activily. 

• l igure I-l antl lable I-J identify the rail unification activity reviewed. 

• High levels of merger activity are considered to occur the year preceding and the year 
of "Major" mergers or attempted mergers. These events are indicated by large, black 
circles in the ensuing charts 
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I'igiire 1-1 
Key to U.S. Kallioatl Unification Activity 

I 4 () 7 H 

2 
^ 
o 
0^ 

II 

ID 

r i 

c^ r-
ON ON 

r--
0^ 

00 

0^ 

5-
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U.S. Rniiidad Unific<Ui(ins 

N o . r f f c c l i ve T y p e o f A p p l i c n n t R i i i l r o a i h C o n t r o l l i n g R a i l i o a d 

D.Ue U n i f i c a t i o n 

1 312.170 M e r g e r ( I real N o r t l i e r n , N o r t h e r n Tnci f ic , ( ' l i icn| ;o, H u r l i n g l o n N o r t l i e r n 

Mt i i i i ng j lon & Q i i i i u y 

2 .1/2/71) 1 .ease Spokane , P o r t l a n d & Seattle l U u i i n g t o n N o r t h e r n 

4 / 1 / 7 0 M e r g e r Kansas, ( ) k t a l u ) i n a & < iu l f Texas & Paci f ic 

r ) / : } i / 7 i M e r g e r ( en t ra l ot (Jeorg ia, C leorg ia & I ' loi ida . ( en t ra l of ( l e o r g i a 

Savannah & A t l a n t a , W r i g h l s v i l l e &i 1 e i i i l le 

,'") 7/:n/7i Merj ' .er M i ) n o n Pou isv i l l e iSt N a s h v i l l e 

6 « / 10 /72 M e r g e r I l l i no i s ( en t ra l , ( i i i l f . M o b i l e & ( ) l i i o I l l i no i s C en t ra l C n l f 

7 6 / I '")/71 ( oDsdIiihitiun Ha l t i i no re & < ) l i io, ( hesapeak i ' ^ < ) l i i i ) . ( hessie Sys le iu 

Wes te rn M a r y l a n d 

H 1 / 1 / 7 4 M e i g e r C a ro l i na & N o r t h w e s t e r n N o r f o l k & W e s t e r n 

9 4 / 1 / 7 6 ( ' i ) | I S ( i | j r i . l t l i ) | l ( en t ra l KK of N j , l i r i e l ackavvanna, l.elii{',l i ( o n i . i i l 

(Si 1 h u l s o n K i v e i , l . f h i g l i Va l l i ' y , I 'cnn 
( en t ra l , Ki 'a i l in j ' , , A n n AiWur 

ID 10/ U)/7(> Mcrg.cr l evas (Sf Pacif ic, ( liicag.o & Pastern I l l i no i s M i s s o u r i Paci f ic 

1 1 1 1 / I / 7 H Merj ' jCr A h i l e n e Si Sou the rn , f 'o r l W o r t h Melt, M i s s o u i i Paci f ic 

M i s s o u i i I l l i no i s , N e w ( ) i l e a n s & P o w e r 

( ocjsl, St. Joseph Ik ' l t , T e x a s M e w M e x i c o , 

U n i o n l e r i n i n a l 

12 6 / 2 4 / H O ( ' o i i l r o l ( I r a i u l I r i i n k Wes te rn , 1 ^ c l i o i l , T o l e d o & ( I rancI T r u n k W e s t e r n 

l i o n t o n 

1,1 1 1 / I / H O ( ( i n h ( i | i ( l . i l i i i i i ( l iessie Sys tem, l an i i l y l ines ( SX r o i p 

14 11/21/HO M e r g e r P t i r l i n g t o n N o r t h e r n , St Pouis San l i u r l i n g t o n N o r t h e r n 

P ianc isco 

1'') 4 / l . l / H I ( ' o n l r o l ( I i a n d T r i i n k Wes te rn , I )e l ro i l k I 'o ledo ( I r a i u l 1 r u n k Wes te rn 

Shore ! ine 

o 
00 



Table I - l , Concluded 
U.S. Rai l road Uni f icat ions 

o 
to 

No. n f fcc l ivc 
Date 

Type o( 
Uni f ica t ion 

16 6 /16 /81 Control 

17 1 / I /K2 M e r g e r 

18 6 /1 /82 Con.soliii.itioi) 

19 I2 /22/H2 Merger 

20 l / l / H l ("(>i>.s()li(liiti(>n 

21 7 / 1 / 8 1 C ontrol 

22 l/n/H4 Control 

21 
24 

2/ 19/H^) 
5/17/HH 

(Ont ro l 
Purchase 

10/ 1,1/88 Purchase 

26 6 / 4 / 9 1 ( ontrol 

App l icant Railroads Cont ro l l ing Rai l road 

Souice: AAR Treiuis, ICC fil ings. 

Maine Central 

hur l ington Northorn, Colorado & Southern, 
P\)rt Wor th & Denver, Burl ington Northern 
(Oiegon Washinglon), Walla Walla Valley 
Southern, Nor fo lk & Western 

Union Pacific, Western Pacific, Missouri 
Pacific 
I'ainily Pines, Louisvi l le & Nashvil le, 
( l inchfi f ' ld 
Hoston &i Maine 
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3. r-ionpunccd Merger Activity In Thg 1970s Coincitled With Weak lu onomic Growth And 
Unprecedented Inf|flti<yn 

• As seen in Figure 1-2, major mergers seemed to almost eerily foreshadow recessions; 
HN the year before the 1971 downturn, Chessie before the 1974-75 decline, CSX ant! 
HN/SI SF before the 1981 drop and UP and NS j , st in advance of the 1983 recession 

• C ; N P declines were magnified by decreases in real rail operating revenues. 

figure 1-2 
Kailiond Unifications ( (unpaied With I'cononiic Growth 

, and C hangcs in Railroad Opeiating Kevenues 
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Figure 1-3 suggests a different story, however. Merger activity was greatest whi le rail 
operating revenues were stil l generally growing with the economy. 

Not shown is the ill-fated Southern I 'acific/Santa Fe me-'>er of the mid-eighties wh ich 
was attemptetl fo l lowing an exlendetl relative decl ine in rail revenues; this proposed 
combination of stipposed "weak s is te is" was a wagon-circ l ing exercise in the face of 
strong competition; it could be consideretl a "macro" dr iven transaction reminiscent of 
tlepression-era consol idat ions. l iventually, the struggling S T was actjuired by the far 
smaller D R G W . 

Figure l .l 
Raihoad Unifications Compared With l evel of CNI' 
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• Revenue ton mi les continued lo grow with C N V in lhe 19H0s; Figure .-4 suggests that 
railroatl work output is a less impor lan l var iable in uni f icat ion activity than are 

revenues. 

ro 

Figure 1-4 
Kailioad Unifications Coinpaicd With Uailroail Opeiating Kevemics 

aiul Revenue lon Miles 
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• I,ow profit margins and returns on investment are positively correlated wilh merger 
activity, as seen in Figure 1-5. 

• The defensive nature of most mergers is reflected in the tendency lo link together 
when times aie toughest. 

I'igure 1-5 
Hailroad Unifications (ompaieil Wilh Railroad Relurn on Nel Investinent 

and Operating Profit Margin 
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As seen in Figure 1-6, mergei activity has been more intense during periods of rail lt)ss 
of market share. Afler railrtiads started "turning the corner" on intercity ton-mile share, 
there occurretl a relative hiatus in merger negotiations betwcon large railrtiails, the SI' 
antl SF" excepted. 

I'igure 1-6 
Railroad Uni f icat ions Compared W i t h Rai l ioad and Total 
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4. During The 1970s And 1980s. I he Year Of And Year Preceding Major Mergers Were 
Characterized liy A Poor liconomy And l ow Rail Profitability. 

• Figures 1-7 Ihrough 1-9 tlisplay various intlicattirs for the 21 years from 1971 thrtiugh 
1991, the six years precetling major mergers, the six years of major mergers, antl the 
nine years not affected by major merger activity. 

• Figure 1-7 reveals that while average inflation rales varied little between merger and 
non-merger years, CiNP growth was a significant 1.28 [Percent lower tluiing years of 
merger activity. 

I'igure 1-7 
Merger Activity and Macro I'ctiiunuic Indicalois 
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• I igure 1-8 shows that railway return on net investment was 74 percent higher, 4.36 
percent versus 2.50 percent, in years of no mnjor merger activity. 

• Similarly, operating profit margin was 61 percent greater in non-merger active years, 

Figuie 1-8 
Meiger Act iv i ty a iu l Rail P io f i tab i l i t y 
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• Paradoxically, Figure 1-9 indicates that rail operating revenues declined much more 
rapidly in non-merger years, despite a slightly greater rale of increase in R I Ms over the 
same perit)tl. 

• Rail also outpaced other modes in RTM growth during years of merger activity 

• I he cause of this anomaly is lhat the railroads' most successful e'forts to improve 
efficiency generally occurred in non-merger activity years. I he decieases in revenues 
were more than offset by reductions in costs - somclhing that the carriers found mtire 
difficult lo accomplish while managements were distracted by system consolidations. 

I'igine 1-9 
Merger Activity Mn\ Rail (Jioss Revenues and Output 

YP.1I 111 Ye.u I'en erll (•|..inf;f I.i H.iil 0|>t?i.iliiiK u ••vi'iiii>-5 

0 00% -

(OMlTo) -

(I (10%) 

(1 10%) 

(20(1%) -

a'-io%) 

(I Tl 
%) 

jo 92 

[ %) 

(0 14 

(2 Vi 
%) 

•I 1)0% 
Ve.^i tii Ve.ir t'eivuDt C'li.uige In Uevcmie lon-Milrs 

^9 
( l.issi Ui.il 

U' i l i i lciuty 

- 15 



4^ 

i1î ii;ilmimk.rm:HailJV!î igî ^ 
. I he U S. rail industry consists of several major overlapping and interconnectetl 

networks, producing fierce competition alt.ng with slrong ret,unements foi 
ct)operatit)n 

. Motor carrier networks, on the other hand, are not interdependent, provitling 
significant operational and informalit)n flow atlvanlages 

. Railroads wish to iuirness the benefits of a fully-integrated, continental network ^.ul 
circumvent the "artificial" constraint of limited geographic scope. I .gu.e i l l 
illustrates the polential advantages in modal competition ol extended rail hauls. 

Figure 1-10 
(;eograpliic Scope and Rail Competitiveness 
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• The declining average cost structure of railroads.is another common argument for 
consolidation: as illustrated in Figure 1 11 the cost per unit of output declines with 
increased vt>lume. 

I his tieclining cost structure clearly exists with respect to line density; il is nol so clear 
that it exists merely with respect lo rail organization scale. In section VI, the realities 
of economies of scale in rail consolidation are explored. 

Figure i-ll 
Rail Declining Cosis 
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II. THE PROCESS OF DEVELOPING MFRCFR PROPOSALS 

4k 
ro 

1. The Driving Forces Behind Railroad Managers' Desires Fo Merge Are Not Unit]ue I o I he 
Iiuliishy. Prin<;;ipfll Rcflsons ln<:huic: 

• Intluslry Consolidation: as an iiulustry's share t)f grt)ss tlomestic prtnluct tlecreases, 
Ihere is a strong tentlency to retluce the number of players. I'or example, as U.S. 
military spending has declined by a third in the past decade, Northrop and Crumman 
have ctunbinetl, Lockheetl has sought combination w.lh Martin Maiielta, antl General 
Dynamics has founti willing buyers for whrle tlivisions as it ret)rients its business. 

• Changing Markets: pharmaceutical manufacturers facet! with competitit)n from geneiic 
tirug manufacturers have been linking up to extenti protluct lines and retluce sales cost. 

• G(,Mierating Rapid G' wlh: mergers are the tpiickesl way to expanti businesses antl 
mangers' power wili. ... 

IN 
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liimjtimuiiili 

. The currently pending Santa Fe - RN merger proposal, filed with the ICC, woulti serve 
both carriers by pressuring UF, the dominant railrt»ad in the Vest - but would nol 
likely run afoul t,f government concern over the anlicon.petitive effects emanating 
from a parallel merger. 

- I he UP's counter-proposal was developetl t,nly as a i-sponse to HN; as several 

Santa I e routes are parallel to the UP's, it would face much closer scrutiny than a 

RN merger. 

- UP's real intent in developing a countei-prt>posal may have been to break up the 

RN merger or make it so costly lhat any unification economies wouhl be long-

tlelayed 

. Meirer proposals wilh highly anti-c ompelilive features are often tieveloped in 
response • mergers or n erger prt>posals which pose ctunpetitive threats; lhe reaclive 
mergers are then more likely to be approved. A leactive prt,posal may lake the form 
either of an inconsistent application (see figuie on p.27) or independently of the initial 
proposal, typically being filed one to three years after the calaly/ing tiling. 

• iii * fca ^ i a II - 19-
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3. Ttie Development Ot" Merger Proposals Usually Entails Serious Consideifltton Of 

Economic Henefits IQ I hg Mei&ij 

4̂  
(A) 

Fhe RN-Santa Fe proposal anticipates benefits from: 

Improved Fraffic Mix - Santa Fe's strength is in its intermt)dal service (and 
primaiy mainline route between the LA ports and Chicago), while RN has nt)t 
committed the same level of resources to develop its inlermodal services. HN 
has benefited in recent years by the growth in coal tonnage originating from 
the Powder Ri"er Hasin, while Santa Fe's coal business is not as strtmg. 

Substantial cost savings should be tlerived from retluctions of administiative 
costs and eliminatit)n t)f duplicative proceduies. 

Improvetl Utilization t)f Assets antl l acilities: 

Ii.cieasetl tiaffic tiensities, 

Impmvt tl etiuipment (both motive power antl freight cars) utilization, 

antl, 
(Ireater use of shared facilities 

I he HN/Sanla Fe merger creates a rail network which covers the mid-west a» d 
west, providing single line coverage between all primary west coast ports and 
all major mid west market as well as the Gulf ports and interchange points 
with the east coast. I his network could potentially provide certain single line 
service advantages to many shippers. 

20-



Merger Benefits, Coiitiniiiul 
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Because this is an "end to entl ' merger, competition shoulil be preserved in 
most major markets served by the two railroatls; the government imposition of 
potentially debilitating conditions is therefore less likely. 

HN and Santa Fe t]uantified the anticipated benefits in their merger applications. A 

summary is shown below in Fable I I - l . 

Table II-1 
Meiger Henefil.s Anticipated by UN and Santa Fe 

Amuinl Revenue Gaitia 
Fxtended i lauls . 
Rail Diveisions 
Truck lo Rail Diversions 
Total Increased Revenue: 

U|2£ialiujUiiiiiefilii.lli;iiL:il 
Maintenance of Way 
Maintenance of r.quipnient 
riansportal ion/Opera tions 
(ieiieial/Administrative 
Total Operating llenefils: 
Folal Annual Heiicfil!?; 

MilimiLDiilktii 
% 59.2 

115.2 

132.1 
,$.ll)f).5 

$ 6.2 

5.4 

.19.6 

$24t).9 

Soiuce: K t. finance l)oil<et No .12.519, liNlSl'7-/ 
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Fhe Following Chronological S immaiy Of Santa Fe Pacific Comorfltim^ Mgtger A^livil^ 
Is Descriptive Of I he Complexilv Possible In MainLJVklger PiPCggses 

• While most major proposed mergers are complicated by the filing of inconsistent 
applications by other carriers who seek inclusion, substitution, t)r their own 
competitive mergei, the Santa Fe merger Is unusual because of the presence of liostile 
takeover biti; such bids are more typitai of t()nst)lidations in t)ther intlustries than in 
iailn)ading. I lowever, this may be an indication of things to come. 

• On june 30, 1994, Hurlington Nt)rthern Inc. and Santa Fe Pacific Corp. signed a 
definitive agreement to merge. Under the terms of the agreement, the two railroads 
wt)uld be operated independently while the merger is under review by the Interstate 
Commerce Commission, and it was anticipated lhat a formal application iet]uesting 
approval of the merger vvt)uld be submitted to the I C C by the end of October, 1994. 
I he new entity would be named the Hurlington Northern Santa Fe Corporation, and 
the combined lailitiads would go by the name of the Hurlington Ntnlhein and Santa l e 
Railway Ct)mpany. 

• Under the agreement, Santa Fe shareholders would receive 0.27 shares of HN common 
slock for each Santa I e share. I he tiansaction would tjualify as a lax-free exchange to 
Santa he antl Hurlington Northern shaiel»oIdeis. l he transaction was valued at .$2.7 
billion, based on the HN stock price as of june 30. I ne meiger was described as an 
"enti io end meiger", as opposed to a combinatitm of overlapping or parallel systems. 
Regardless of description, the Union Pacific and the Southern Pacific immediately 
issued brief statements expressing competitive concerns. 

22 
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• On October 5,1994, the Union Pacific Corporation submitted an unsoliciled proposal lo 
actjuiie Sant.i Fe. Under the UP proposal, Santa I e shareholders would receive 0.344 
shares of UP common stock for each share of Santa I e stock. At a market price of $52 
per share of UP common stock, the UP transaction was valued at approximately $3.4 
billion which, at the time, represented a 34 percent pienuum over the markei value t)f 
the Santa Fe common and a 33 percent premium over the June 30, HN offer. 

. Fhe Sanla Fe board of dbectois immediately and unanimously voted It) reject the UP 
offei, and repeated its commitment lo merge with HN. Furthei, the Santa Fo board 
statetl that the UP proposal was unlikely to achieve ICC approval. On Ot tober 13, 1994, 
the HN and Santa I e filed for ICC approval to merge. I he UP tounteietl by filing suit 
in Delaware against HN, Santa he, antl the board members of the Santa I e Pacific Corp., 
s'-eking a judgment which, if successful, would declare lhat the agreement between HN 
.nul Santa I e can be terminated to al!-)W Santa I e lo accept UP's proposal. On October 
18, a Delaware Court rejected UP's request foran expedited hearing, and no judgment 
in UP's favor was given. 
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• On October 27, 1994, the HN increased its offer for Santa Fe lo $17.21 per share in a 
transaction which was valued al approximately $3.2 billion. On October 28, Santa Fe 
told UP that it would consider a UP proposal only if such an offer called for 
establishing a voting trust under which the luo railroads would be operated separately 
until the ICC: rendered a decision. The Santa Fe board is committed lo the belief that 
removal of the regulatory risk is critical lo the interests of the Santa Fe shareholders, 
given the stiong perception thai IC C approval of a UP/Sanla Fe merger without, at least 
certain onerous concessions, is unlikely. A voting trust would allow for Santa Fe 
shareholders to be compensated immediately, while shifting the financial risk 
associated wilh an adverse ICC decision (adverse to the UP's interests) to the UP 
sha re hoi tiers. 

• On Octt)ber .30, 1994, UP coup»ered by increasing its offer for Santa I e tt> $20 per share, 
or a total value of appioxim. ly $3.78 billion. Underthe October 30 of fer, UP matle no 
mention of a voting trtist. During late October and early Novembt i, HN and UP ran 
atlvertisements in tiaily and financial publications soliciting interest for their 
respective offers, both recognizing that approximately 65 percent ot Santa Fe's common 
stock is heltl by institutional investors, .' he timing of these events antl activities was 
clearly ft>cused on a Santa Fe stockholders' meeting originally scheduled for November 
16, 1994. 

24 
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• On November 9, 1994, the UP revised its proposal by t)ffering to plate Santa Fe in a 
voting trust. Under the revised offer, UP would pay $17.50 per Santa Fe share for 57 
percent of the outstanding common stock (110 million shares) and 0.354 shares of UP 
tommtm for the remaining 43 percent of the Santa Fe shares (83 million remaining 
shares). I he total value t»f this tiansaction was estimated to be $3.3 billion. 

• On Deiember 19, 1994, HN laiseil its offer for Santa Ie to $20 per share. (UP 
subset]uently dropped its bid on Januaiy I, 1995.) Under the most recent proposal, HN 
and Santa I e would jointly tentler 33 percent of the Santa he's outstanding shares (63 
million shares tendered) at $20 per share, and HN would exchange 0.4 shares of its 
common stock for each of the remaining Santa Ie shares (130 million remaining 
shares), in a tieal valued at apprt)ximately $3.88 billion. Santa I e may lepuich.ase up to 
ten million shares, in which the exchange latio tould rise to as h.gh as 0.4347. HN and 
Santa Fe sharelmlders were schetluled tt» vole tm the revised .)ffer t)n February 7, 1995. 

liLAaiyJSifljiiiJ ĵkigiiULkKiJasmiabiii'ioA 
iLiUmyiiiLiliiiAffiLcliiiLiiiaiYis^^ 

• I he railways will either attempt to block the merger outright, or posititm themselves tt) 
obtain compensatory contlitions. 

• Shippers will be lecruiteil to testify t)r ctnnment t)n bt)th sides of the case. 

• Shipper organizations may also submit comments without being iec|uested; these 
comments generally either oppose the proposetl merger, or endorse it subject It) the 
imposition of conditions. 



III. l egislative Mechanisms Governing Mergers 
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• I he K C possesses plenary autht)rily over railroatl mergers: 

- State governments are ttnnpletely picemptetl 

- Other Federal Agencies act purely in an atlvisory capa. iiy m mt,st instances 

- Merging carrieis are exemptetl from the antitrust laws It. the extent necessary to 
allt.w tlu'in lo carry t.ul an IC ( -approved tiansat tu»n 

. Hut if the ICC is "sunset," we may anticipate major changes in the law antl the locus of 

autlu>rity. 



3. The R<.'Kulflt(.-V Piocess Mav Extend to Over! wo and One Half Years 

• Figure III-l traces the procedural elements of major rail merger applications. 

I'igure 111-1 
The Regulatory I'loccss Governing Rail Metgers 
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• I he effet t of the proposed tians.iclion on the adetjuacy tif Iransportation U» the public 

• Fhe effect t)n the public interest of including, or failing lo include, other carriers in the 
area involved in the proposed tiansaction 

• I he total fixetl chaiges that result from tlie prt.posetl transat tion 

• I he interests of carrier emph.yees affected by the |)iopt)sed transaction 

• Whether the pit)pt)setl transat tit)n wt)uld have an atlverse effect t)n competition among 
rail carriers in the affectetl region 
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. 11.0 O,inn.is.ioi. muy i".p"se conditions B»vcining tl.e tiansaction 

• conint s a.e 
conset|uences of parallel mcigtis, wneici 
get)giaphical area are reduced. 

. „ ,„o tiansaction docs not involve t.ie inei«ei oi con.io. of a. .east two Cass . caiiieis, 

the C ommission s.ia.l approve the transaction ..n.ess. 

. There is .ikc.y .» he a suhs.antia. lessening of competition, creation of a 

monopoly or restraint of tratle, Oiul 

The anticompetitive effects of the transaction outweigh the public interest in 

meeting significani transportation needs. 

. A. I ..Miuiies thai the competitive analysis evalualt! 

\o impacts within the affected seivice territories. 
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IV. Government Approaches To T he Evaluation Of Mergers 
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IV. GOVPRNMFNT APPROACHES TO THL I-VALUA I ION OF MI-RGLR9 

1. Ihe Central Standard In Itvalualing Mergers Is Whelliî iLlhc PubUc InkTgst Ig Served 

• A merger will be approved as long as the public benefits t)f the tiansaction exceed 
any harm caused by tliminulion in competition 

I he ICC may act lo condition the merger lo mitigate anticompetitive effects 
(Further tliscussion of merger remedies is found in Section V) 

While the IC C? is iet]uiied to consider the interests of carrier employees in 
major mergers, Courts have held that it need nol ct)nsider w inployee interests 
as an element of the public interest in approving a transaction. limployees 
unsatisfied with labor protective condition may complain under litle 49 
Section 10505 for specific remedies - but they cannot halt an otherwise 
acceptable transaction 

While the IC:C is retiuiied to consiiler any adverse effect on ct)mpetition 
among rail carriers in the affected regitm, it need not consider any adverse 
effects on conipclitois. Fhe ICC's concern is in the preservation of viable, 
alternative transport. If essential seivites are maintainetl, the fact that a 
competing carrier is harmetl is of nt) concern. 
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Conventional measures of market concentration, cont. 

Firm concentration ratios are the oldest and least sophisticated metlmd 
employed in determining the potential for abuse of market power, and are 
now rarely usetl 

I he I I I I I is a statistical technitiue employed by the Department of Justice in 
analyzing industries pre- and post merger to tietermine the impact of a 
meigei/actiuisition on competition. While the method has been sanctioned by 
the Department of Justice and the Federal Frade Commission in their 
Horizontal Merger Guitleliiies, Apr i l 2, 1992, it has faced growing criticism in 
recent years. 

m i l indices are calculated by summing the stiuaies of market share for all 
market participants, and can range from slightly above-zero to 10,000 (where 
one participant ht)lds a 100 percent share - 100 X 100 - 10,000). 

'Fhe pre- and post merger change in the index is of principal concern. Fhe U.S. 
Departmeni of Justice considers markets with I I I I I indices of below 1,000 to be 
unconcentrated, from 1,000 to 1,800 to by motleiately concentrated, and above 
1,800 to be highly concentrated. In a moderately competitive market ( I I I I I 
1,000 - 1,800) the Justice Department views LIIII incieases of less than 100 
pt)ints an indication of a lack t)f likelihood of ar ti competitive effects. 
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I Onvcnt iin-iil iiii'iisiira of iiniihi'l com ciitnit inn, (it/iT 

Table I V - i dis()lays the befoie-antl after I I I I I calculations for the 1980 ( SX 
unification. I he table shows lhat the CSX merger would change a motleiately 
concentrated maikel (IIIII I,3h4) lo a nunc ttmcentiati tl I I I I I 2000 maikel an 
iiu ie.ise of 636 poinis. In ai tualily, the previous i«)nsoliilali(m t)f the C hessie 
System meant that the true I I I I I increase wt)uld nt)t have been st) pitmouncetl. 
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Diversion analyses are another technitjue for measuring the likely impacts of a merger; 
the lechnit]ue retjuiies the application of tlecision rules to the movement of traffic lo 
see which tiaffic will change routings antl carriers. 

Diversion analyses are usually piofferetl by exj?erts on either sitle of a meiger 
case; prt)bative analyses nt)rmally letjuiie the construction of sophisticatetl 
motlels whit h atlheie It) the principles of tt)t.il logistics ct)st eslimatif)n. 

A difficulty with tliveision analyses that ct)mpetently pretlirt the capture of 
traffic by the prt)speclive meigetl carrier is that this tlivorsion is nt)rmally 
premised on a rational shipper taking advantage of superior or lower cost 
service. Ihese models are temperamentally unsuited lo iilentifying the 
negative impacts t)f merger. 

Di\eisit)n, t)i tiaffic analyses, are alst) usetl by mergei prt)|)onents It) establish 
the anticipatetl revenue benefits of the transactit)n. Lven ft)r small carrieis, the 
process can be extremely complex and relies on sophisticated statistical 
sam|ding technitjues. 
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A I indiiiglil IJaiiiiTiLCumpiJlilioiiĴ TflyJiŷ ^ 
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• I imiling market tiefinition It) an origin-tlestinatit)n tianspt)rt ct)iritIor will almt)st 
inevitably result in a finding that competition will be diminished. 

• I he nu)st t t)nstiainetl tiefinition that may be usetl lin lis the review to rail lianspt)rt 
t)nly; less restrictive interpretations invite evidente of the presence, capatity, ami 
competitive effectiveness of other modes, as well. 

• However, the ICC has been using even more expansive market tiefinitions since the 
passage of the Staggers Rail Atl in 1980. (.etigiaphical competition, source 
tt)mpetition, substitute |)rotluct competition are all among the constiiuts that the 
Ct)mmission will ty|)itally examine. 

Fhe examinatit)n t)f tt)mpetition fn)m other than frtim a lianspoil.ilion oiigin -
deslinatit)n perspective reflet Is the K ( *s inlerprelalion of the law's 
reiiuiiement lhat coiiifh-tition, not minin-tilorti musl be prt)tecletl. 

l hus, if receivers tan obtain gt)otls frt)m t)lher sounes, or lepKu e their inputs 
wilh other commt)tlities wilh alleinati • origins sei vetl by alternalive carriers, 
this is all relevant tt) the iletermination of harm to tompelition. 
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V. RliSOLU I ION OF MLRGIiR ISSULS 

1. Losers Are More Readily Discernible In Rail Mergers 1 han Are Winners. Shippers. Non-
Jjidud^d Cfliiiiag/ Labimi-Aud C onmmiiilkiLLiLDiingg.i Of Losing fkiyki^jviiiy AlLJle. 
Negatively Affected. A Limited Number Of Remedies Have Heen Applied Hy l he ICC 
Wllll-ViUkU UggtCCtf Uf 'J:>cfulnc'9$. Ill^-l ivc riilldpillTicmcdies Are Described Helow. 

• Intcknge righ l.'i. Non-incluiletl caniers may be giantetl access to the meigetl carrier's 
service territory over their Iracks. I he merged carrier will normally maintain control tif 
tlispatching, bul the IC C" can establish the rental charges (by formula) antl mantlate the 
reasonable provision of access. 

- I rackage rights letjuests are usually matle by exclutletl carriers wht) must show 
harm to ct)mpetition 

- Shipper iet|uests ft)i the preseivatit)n of competitive access will accomplish little if 
there are nt) t)lher carriers anxif)us tt) provitle service. 

• i orccti snlc of lines. Ihe ICC may exclutle specific lines frt)m the merger, antl mantlate 
their sale It) a ct)mpetitor or to a new carrier entity. I his remedy is most likely to be 
usetl where the meigetl carrieis woulti have multiple means of accessing a particular 
market, antl where line abantlonment is a strt)ng pt)ssibility - negating the value of 
trackage rights. 

- Sale of lines may be necessary if a new cairier is to be the tt)t)l to provide alternative 
access - a start up ft)rmed in response to a meiger may not have any other fixetl 
facilities of its own. 

... i 
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• Cturier rate proteethm. A merger may transform a non-included carrier's connections 
from friendly lo hostile. A railway which formerly was congenially located al the end 
of another carrier's seivice territory may become part of a larger and directly 
competitive system. In this instance, the ICC may iet|uiie lhat existing divisions 
agreements not be substantively altered fora specified perioti, say ten year. 

• Inclusion. A carrier which could face devastating loss of business, threatening its 
opeialions in regions within or beyond the merged carrieis service territory, m.iy 
petition ft)r inclusion in the merger. 

• Inwhniee vrotection. Standard employee protective conditions may be imposetl, based 
on the 1979 ICC decision Nexo York Dock Railnuitj - Contiol - Brooklyn Lastern Dtst. 

- New York Dock Railway tiacks a plan proposetl by the Secretary of Labor in 1971 

- Wages are protected for six years al 100 percent of earnings, subjeci to general wage 
incieases. 

-37 
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Access. 

. / .v;uin(/t'd intersxvilehing tUslricts. Lxcluded carrieis may be granted the right to 
interchange cars al an extended distance from terminals. 

. Creation of union railumys. Union or bell railways may be ft)rmed in urban areas 
which provide non-discriminatory access lo local industry, l he railway will normally 
rrjo inl ly owned by the l in . haul carriers in the region, or by the local government 
ilselL I his device is nol created by mandate of the ICC. 



VI. Economic Analysis Of The Effects Of Mergers 
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VL IXONOMIC ANALYSIS OF I HL LFFLCI S OF MLRGLRS 

Large Rail Mergers Are Widely Supposed Io C^enerate Substantial Ct)sls And Henefits. 

• lhe most widely-loutetl costs are results of the lv)ss t)f competitive alternatives to 
shippeis, the buitlen of integrating staffs antl systems, antl the ct)sts of ct)inpensating 
redundant personnel. Henefils are supposed to ct)me thiough the rationalization of 
facilities and resulting economies of scale and density, and the ability to offer single-
system service over an extended range. 

• Fhese suppt)sitions are examinetl in this section through an analysis of ff)ur major U.S. 
mergers: 

- Fhe 1980 merger t)f the Hurlington Nt)rthern antl the Sl. Louis - San Francistt) 

- I he 1980 consolitlation of the C hessie System antl the I amily I ines 

- I he 1982 consolitialit)n of the St)uthern antl the Nt)rft)lk &. Western 

- I he 1982 merger of the Unit)n Pacific, Misst)uri I acific antl Western Pacific 

• I he last three unifications are by far the most significani ones to occur in the U.S. since 
(he formation of Ct)niail in 1976. 

• I lie analysis involves a tietailetl examination of tlat i fit)m the year prior to the 
ct)nsummation of each unification, the year of unification, antl the seconti and ft)urth 
years following consolitlation or mciger. Atltiitional ilata may be founti in the 
Appeiulix. 



2« As ggcn In rjgurc Vl - l . Three Qf The Four Merged C:arrieis Lxpeiienced Reductions In 
(Operating Revenues. 

• Only the HN, with its rapidly growing f)il-crisis inspired coal business, experienced 
slightly increased revenues. 
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Figuie Vl-l 
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3. Revenue ! on-Miles Wer̂ ' Flat I-xcept For Î N's Majo! }iuuilJiLiJltf LtMUth Y^'dLjiAJiinUL 
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5. Of The Four Carriers. Only UP And HN Notably Increased I heir Share Of I ons Carried 
Following Mî Tgci, 

• As both carriers were beneficiaries t)f the coal boom, tonnage tiata fails to support the 
notit)n that merger proiiuces larger, stronger carriers whit h can attiact more ttaffic with 
improvetl services. 
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I ig ire Vl-5 Indicates I hat J he Puiporled Lconomies Of Consolidalion Failed J i iJk . 
IkJ eclcd In Operating Income. 

• UP antl ^JS's NROI plungetl (although UP's year four results were the consequence of 
an extraordinary adjustment), CSX remained stagnant, antl only HN showetl marked 
gains - principally the result of weakenetl maximum rate regulation impacting the 
carrier's several captive utility custt)meis. 

I'igure VI 5 
Nel R.iilway Opeiat'ng Incnine 
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• Return on shareholder'?- tjuily paralleled e NROI results. l igure VI-6 does highlight 
the fad that the four carriers are unusually slrong organizations; Class I railroads 
averaged t)nly a S.8 percent relurn during these year, antl thai number itself was 
boosted largely by the four subject carrieis. 
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By The Fourth Yê ir 0> The Rcspeclivc Mergers. F.conomies From Plant Ralionalizalign 
Were Largely Unrealized. 

• As figure VI-7 shows, only CSX had managed lo meaningfully reduce miles of road. 
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8. None Of I he Merged Carriers Appyfl'gd l o H^ve Suffered From Undue Financial 
Leverage As A Result Of Consolidalion. 

• Figure VI-9 indicates that fixed charges tended lo drop for all carriers, and fixed limes 
coverage generally improved. Note that UP nel revenue from operations was 
particularly stiong in year four - lhe year that an extraordinary write-off decimated nel 

I net)me. 
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Figure VI-9 
Nel Kevemio I'roin Oper.ilions; I'ixetl charges 
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i igum V̂L JO Ik'giiis A ĥ iika Of Llhiib DypiLliiigliiMV lhtj Mt-rged Ci\niL:i«. And ! heir 
LuiupmiiJiil J(iiiliiiijd5.iiii4*d liLltimij L>t I bLUr Shaies Oi cljiss I Riiihoad Nel iiiiJLMiH'x 

• C SX's share tiropped steatlily, print ip.dly as the northern roails, IJ»'̂ 0 antl C&O, 
experiencetl wt)isening peiformantes. 
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. Merger did nol help lhe RN's earnings, either. Share of nel income was lower 
following than preceding the combination wilh S L S F . Note that the S L S F made only a 
minoi tontiibution lo the overall entity. 
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Figuie VI-11 
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Ihe Norfolk Southern, on the other hand, performed remarkably well in 1986 the 
ourth year t.f he merger, when its net income exceetletl 90 percent t)f the entire 
Mdustry s h.jt year was a partit i.larl) po„. onv for the nation; NS's results reflectetl 

its ability to hold steatly in the fat e of an industry tlownturn. Hcttctl 

Figuie VI-12 
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. UP'S net income declined wilh lhe merger, although, as noled before, 1986 results are 
hiRhly distorted. 1 he losses experienced by the weak WP did little to harm the overall 
performance of the UP; inclusion minor carriers such as the WP, or the WM in the case 
of C SX do nt)t appear lo necessarily undermine otherwise viable combinations. 

Figuie VI-13 
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As seen in Figure VM4 r <;Y f^:i i . 
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HN reduced staff relative lo other Class I railroads, while revenues and RTMs grew 
" pitlTy I I d f t r n o l sh.d employees any more aggressively than the average carr.ei, 
while, a, liM, Ms traffic growih reflects the coal boom. 

Figure Vl-15 
Burlinglon Norlhern 
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I'igure \ ' l It) slituvs that NoilolK Soullieiii l.iih-d to <t ali/e e«t>iiumii's tif tlownsi/ing 
l illu i staff tir physiial plant. Kcvenu. Ion inib- .nul opeiating ievenue per i inpbiyce 
declined u lalive to oiher i.iilioails. 1 iiillici, as si i ii in Appendi v I ij-uu- I, NS's 
executive staff antl evet iilive * iMiipt iis.iiittii }'rt'\v .is it-. lt»ii inih s di'» liiu d. 
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Fhe UP is a relatively efficient railroad; Figure V l - l 7 shows operating revenue and 
R'FM shares above lliose for employees and miles of road - demonstrating good 
utili/alion of human antl capital assets. I he data does not show, however, that merger 
economies were realizetl as staff and trackage shares increased following merger. 

Figure Vl-17 
Union I'.icific 
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• Hy the fourth )'t>ai, as seen in Figure VI-18, .,11 but NS had reduced their (.̂ ^A expense 
P - K.nmile. However, C.^A expenses tlid :.„t tietline as rapidly as tt.t.d ,UM n« 
expenst's per h,n miles for (lass I carriers as a u hide. "P^ •••Uni, 
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12. NgiM êr 1 he NS Nor The UP Succeeded In Improving TkeJMivsicfll QutPtit Uf Thglr ri?<ed 
F^rjliiit's In l erms Of C I Ms Per Mile CM Road. 

• Although UP's (as well as CSX's) success in improving R I Ms is an indicator lhat, as 
notetl above, some efficiencies from merger were founti. 
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Figuie Vl-l9 
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Figure Vl-20 
Load: l imp ly Ratio 



• When compared with U.S. Class I's as a whole, the merged carrieis performance in 
improving the load lo empty ratio is less impressive; CSX and NS showed declines 
relative lo the year preceding merger, and UP showed no improvement from the year of 
the consummation of its merger. 
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Figure VI-21 
I.oad: limply Ralio As 
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' hi.s indicaloi, shown in Figure VI 22 U . 

y.i- l operations, which sht.uld, in l eo J declin""";;' '1 ''' ' ' ' ' ' ' ' ' "^- - 'y "f 
'Hl.vity resulting from merger. ^' -'eduction in terminal 

l igure VI-22 
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With the exception of NS, the road:yard switcli hour ratio improved for the merged 
carriers relative lo other Class I's, although marked benefits were found only with the 
western carriers. However, HN's improvement woulti nol appe.~.< to be mergei-ielatetl. 

Figuie VI-23 
Road: Yaril Swilch Iloui.s Ratio 

Indexed veisus US Class I's 

Yt'.u lu l . i l ivc 0 
lo iinMj;oi': 
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Wilh the exception of UP, capital expenditures for each carrier grew as a proportion of 
U.S. Class I investment. Also except for UP, capital expenditure shares by year four 
equaled or exceeded operating revenue shares as shown earlier in this section. 

I'igure VI-2.') 
Share of C lass I C apital Flxpenditurcs 

0% 
Yi-iu H'laliv 
lo i i i f i c , i ' i : 

64 



4k 

Figure VI-26 
Houi.s Paid/I louts Woikcd Ratio 
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. The period in which Ihe subjeci mergers occnre.l was one in which all railroads were 
slruggling wilh labour redundancy and restructuring; the '"'^•f\'f;;' '^ff"""1"^^ 
„„ paid versus worked hours is nol al all poor when co.npared w.lh the U.S. Class 1 s as 
a wht)le. 

Figuie VI 27 
Hours Paitl/1 lours Worked: 
Percent of All US Class I's 

9{)-\ 

Yoar n4i livu 
to MK'i gei: 

1 0 2 4 1 0 2 4 1 0 2 4 1 0 2 4 

CSX MN NS UP 

•66 



17. 

4k 
vl 
4k 

rMmi?s,TiiiLlJJtijMtiL:ii^i3mima^ l he »\iblic Interest Is Whpjhpr 
Shippers Save Money. 

• Increased rates would largely reflect the exercise of greater markei power. Figure VI-28 
displays the revenue per ton mile generated by the four carriers compared against the 
U.S. average for the comparable year. While rates diop|)ed for all meigetl carriers, they 
iliti for the nation as a whole, as well. 

Figuie VI-28 
Freight Revenue Per I on-Mile 
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The final figuie directly addresses lhe issue of the change in rales for the carriers as 
compared wilh the U.S. Ihe carriers, on average, realised revenue per R I M at almost 
the exact level of the C lass Ps as a whole. 1 he final set of columns indexes the merged 
carriers' rates against the U.S. from the year preceding the meiger. Fhe merged carriers 
rales are seen lo increase slightly more than one percent vis a vis the U.S. - if any 
savings were re. lized by merger, Ihey would not appear lo have been passed on lo 
their customers - in fact, the merged carriers seem lo have extracted a small premium 
tt)inpared to other railroatls. 
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Figure VI-29 
Freight Revenue per 'I tin Mile: 

Merged Railioads veisus US C lass I's 
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Yll^_ANi tASTLRN CANADIAN CONDITIONS 

lJvideii£?L_Siigg«jMaJllmtJliiiLJiaaleiJL£flna4liiUiJliiiI 
I'fficient If It is Fo Continue Fo Play A Competitive and Relevant Role In Ihe 
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Overall, the financial performance of both CN and CP has delerit)iatetl since 1988. 
l ht operating ratios (i.e., operating expenses divided by operating revenues) of CN 
antl CP were 0.87 and 0.85, respectively in 1988. In 1993, the opeiating ratios of C N 
and C P were 0.96 and 0.93, respectively. Some improvement in financial 
performance is expected in 1994 but not back to 1988 levels, in contrast, the 1993 
opeialing ratios of competing U.S. railways such as Conrail and Hurlington 
Northern v;eie 0,83 and 0.86, respectively. It is generally acknt)wledged that an 
opeiating latit) in the 0.80 to 0.85 range is necessary lo service invested capital and 
attiact further private investment. 

C N antl C P conteiul that their combineti li..stern C anatlian operalitins east t/f 
Winnipeg lost abtiul $2 billion over the five year period 1988-1992 inclusive. Losses 
continued in 1993. 
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I he competitive ptisition ol ( .in.idian i.iiliv.iys veisus t I S. i.iihvays has deleiiorat -tl 
since I'̂ MH in spite ot progiess made by C N and ( P in lalion.ili/iiig its llet^volk and 
ivoik loive. In 1993, U.S. ti.n k tiensities (in terms of revenue tonne kilomelle^ pt s 
kilometre of tiack) were 66% higher than in ( .m.i.l.i. U.S. labour proilut tiviiy (in 
terms t)f revenue Itmne kilometres pei employee) w.is 6 r;,, hij^her. 

A traffic tiensity toinparison between Ihe hastein ami Western ( anadian rail 
networks is piesentetl in I iguie VM I, bebuv. When the proleeted lou-density 
praiiie branch lines aie lemovetl (rom the e*|u.ilioii, Iheie i , a mn.h gie.ilei 
piopoilion ol higher density rail Mm s in Westem ( .inatla. 
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Figuie \ ' l l 1 

Tiaflii 1 )eMsily' 
(Millions of (iioss l oi iMili 's l \ i Mile of i i .u K) 

Densi ty < .il«>goiy VVtsI Fast 1 O l i l l 
( M ( M M I V i M i l e ) Koi i le M i les (%) l l o i i t i ' M i l f? , (%) KiMiU- Mi les 
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Ihe Lastern Canadian Iransportation marketplace is tlominaled by higher valued 
general freight traffic lhat is truck competitive. Much of the traffic in Western 
C^anada is bulk commodities that is much more suitable for rail transport. In the 
liast, the Seaway provides a Marine alternalive for the movement of bulk 
commodities. As illustrated in Figure VII-2, below, bulk commodities dominate rail 
traffic in Western Canada. In Lastern Canada (after removing about 30 million 
tonnes of iron ore traffic handled by CMass II railways), general freight traffic moved 
by rail is much nu)re pievab.nt. 

Figure VI1-2 
C\inadian Hail Fraffic Flows' 1992 
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C'umiiiodity Itast to Hast liast It) West Wesl lo Fasl West lo Wesl Folals 

OOO'j? OOO's OOO's OOO's 
I'onnes (%) Fonnes {%) Fonnes (%.) Fonnes (%) Fonnes (%) 

fIrains 1,222 (1.5) " 17 (0.3) 1 1,24.5 (497) 21,708 (27/.) 34,192 \HA 

I'oresl products .S,094 (6,4) 163 (2.8) 770 (34) 10,7.52 (13.7) 16,779 9.0 

Minerals 55,359 (69.9) 41 (0.7) 1̂,368 (19.3) .34,158 (43.1) 93,926 50.4 

I'elroleiiin products 2,717 (3.4) 156 (2.7) 523 (23) 1,143 (15) 4,538 2 4 

t )||ier processed 4,256 (5.4) 1,687 (29.1) 1,601 (7.1) 967 (12) 8,51 1 4 6 

commodities 
Intermodal 4,170 (5.3) 1,977 (34.1) 1.726 (76) 1,483 (19) 9,356 5 () 

( )lher commi.u.;ies 6,347 (8.0) 1,764 (30.4) 2,375 (10.5) 8,435 J \ 0 7) 18,920 10 2 

totals 79,165 (100,0) 5,805 (looor 22,608 (lOlVo) ' 7~8Mf> ~ (TOO.O)' 186/222 loo.o" 

' t'/(/ss / (i(i(/ i:iiiss il ciMiicia. 

.S'di/Kcs- 7/(i;is/'('i/' iiiiiiilii (•* Sliilistii -i ('iiiiiiilii 
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I he obseivalions of Figuie VII-2 are relle»tetl in the lel.itive maikit shaies ol rail 
and triit k piesentetl in l ignie VII .3, belou . t he l ast is th.minated by trm k 
tianspoil whereas in the IVesl, i.iil is the dominant mode. It is inU icsling lt» note 
the evolulitm of the maiket sh.iivs over time In the West, lail has been at tually 
gaining slightly in market share tivei the |9H.| to 1992 iinie period. In Ihe Fast, the 
m.iikel share of i.iil h.is appe.iretl tti h.ive botlomn! oiit piim.iiily due to i.iil 
illll imotl.il |<i.)wlli and ibivei slioit.iges in Ihe Irm King industry. I he I9'»2 volumes 
transported by i.iil .ind l imk al;o lefhut the . .mtia»li( .n in the ( .iiiailian ecomuny 
tliie to the letessitm in the Ciiily *"0's. 

Figuie VII 3 
•'volution ol I in, K ' and Kail ' Maiket Sli.iies 
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2. I here Arc Hoth Similarities And Dissimiiaiilics Hclwcen I he Present Silualion in Lastern 
C anada And I he Conditions Which Ciave Rise Io Mergers In Fhe U.S. 

• Many t)f the same ect)nt)mit/maiket ct)ntlitions nt)w existing in Lastern Canatia were 
prevalent prior lo many U.S. mergers. I hese inclutle: 

A ĵjimiOjibiauumiisLaiiitiiiiiiiiuuil 
recession in the early 90's. 

[place; this time causetl by the 

4 
00 

A shift in trnffic ptitlerns. In C anada, there has been a gradual shift in tiaffic 
patterns from an Last-West It) a moie North-South flt)vv due principally to 
CUS I A. I his North-South traffic is in ma' y instances more conducive to 
truck • ^ort tlue tt): 1) the high service tlemantls antl shorter tlistances 
associateu with this traffic; antl, 2) the existence of an alreatly well-tlevelt)petl 
Noith-St)uth road network compaietl to a Canadian rail network that was built 
to move tiaffic Last-West. CN antl CP have taken some initiatives It) improve 
North-South ct)nnectit)ns through aci]uisition (e.g., puicliase of Delaware & 
llutlson antl Sot) Line by CP) antl sti.itegic alliances with U.S. carriers. 

Loss in markei jhaie to the trucking industry in Lastern Canatia (al least until 
recently). I iuckeis can belter respt)ntl It) the transportation service tlemantls 
(e.g. just-in-time tieliveries) t)f shi|)peis in the manufacturing antl finishetl 
gof)tls sectt)r wht) are much more prevalent in Lastern Canatia. 
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Similarity ofl auwmic cnditions, cont. 
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Dissimilarities, cont, 
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Lhe monopoly-duopoly silualion that would be created in Camda by the 
meiger of C N and CP in Lastern Canada needs a detailed mechanism to 
enhance competition. Although CP proposed an "liastern Access Agreement" 
in its purchase offer for CN, shippers remain strongly opposed to the merger. 

A merger of C anada's only two trans-continental railways in Lastern Canada 
puts the meiger much more in the spt)tlighl and under much more public 
scrutiny than a meiger of two of thirteen U.S. Class I Rail Carriers. 

CN carries some public duly and its only shareholder is the C.oveinmenl of 
Canada. Lhus, the approval or disapproval of any meiger in Lastern C anada 
will probably not be based strictly on the usual business/regulatory piocv.' 
but will also involve pt)litical consideiatit)ns. 

In conclusion, the meiger conditions in Lastern Canada are dissimilar in many 
aspects from the conditions surrounding successful railway mergers in the United 
Stales. 
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3. TliL> Cfln.uli.in Rtjguhitury Ri'ginuj 1̂  (.L'tieially ( (Mi>.idi>red I eĵ î litiit iLMil I han I he t i S 

In contrast to one legislative methanism in the U.S., there are two legislative 
mechanisms and corresponding regulatory agencies in Canatia tint can deal wilh 
i.iibvay meigeis: 
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Under Pa,I VII of the National I ranspo. lation Act ol 1987 fN I Act) the 
Natiwr .il liaiisportalitm Agent y (.Ageiu y) has lhe right to review' the 
actjt isition of any transportation undertaking (wilh assets or sales over $10 
"1' «.m) eng..getl in any transportation at tivity nnder lhe legislative authority 
of he l etleial Paihamenl. t he Agency eau disallow the propc.ed acc,nisilion 
If lhe ac.,u,silion is found lo he against the publi, ii,{eiesl. l he A , . 'm y has 
20 d.,ys after receipt of receiving nolice tt, make a tlecision tn loneer'il aereed 

to by the paity making the at t|uisilitm. 

Uuder Section 92 of the C ompeiilion Acl, the ( ompelition tribunal .an 
dissolve a merger or dispose of assets or shares wheie the I , ibmial tinds that a 
meiger prevents or substantially lessens competition. I he I libunal t an lake 
up to 3 years to condm t its investigations and come It) a decision. 



I he transportalion policy implications from this duplication of effort have already 
been recognized by the National Transportation Act Review Commission (N I ARC). 
N I ARC has recommended that Part VII of the N l Act be repealed due to the 
duplication of effort between the two legislative bodies. I his recommendation is 
still understudy by Fransport Canada. 
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Fhere is general opinion supported by the findings of the N I ARC that the 
pn)cetluies ft)r rail line abandonment and ct)nveyance of lines to sht)it iine opeiatt)is 
undei the N l Acl should be simplified and made as efficient as possible. I he 
N I ARC has made a number of recommendations in this regard. I he N I ARC 
believes lhat the leslrictiveness of the process, its cost and its complexity are 
impeding the railways from rationalizing their networks effectively, l his in turn is 
affecting the productivity of Canadian railways, their ability It) compete against the 
trucking industry and U.S. railroads, and the ability to create short lines. Measures 
to retluce regulations and the time retjuiietl to iatit)nalize rail planl md create short 
lines is nt)w being seriously consideied by I lansport Canada. 

In conclusion, Canadian legislative regimes may impede railway mergers in Canada 
veisus the mt)ie efficient U.S. regime. I n)m the point of view t)f the Ministry of 
I ransportation, Ontario (M FO), a meiger approval pit)cess which can take up to 
three years (which will remain in effect even if the N I ARC recommentlatitm is 
approved) can cause uncertainty in the busines- and shipping community. 
Unr-^rtainty can lead to delays in business tlecisit)ns t)r investments which in turn 
tt)ultl have detrimental ect)nt)mic repeicussit)ns on the Pit)vince. M IC) slu)ultl 
encourage a more expeditious meiger protes:- if the meiger is felt to be in the best 
interests t)f lb.'; Province. 
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* I he current or mt)tlifietl i.iil line <ibandonmt>nt regulatory piocess in C anad.i should 
not pitive .my more .idv.nil.igetius lo .1 meiged i.iihv.iy lli.in two sep.ii.ite i.iilu.tys in 
elftn (.s it) I <itionali/e their net wm ks. Fwo i.ii I w.iys slum id be just ,is et tec li ve .is one 
in slu'dding low density lines, tie.iting shoil lines 01 w«»ilving togelliei (i'.g., the 
C 'N/( P p.iilneiship lo operate a single loiile in the ()ll.iw.i Valley) lo r.ilioUidi/e the 
iMstern ( anatli.m i.iil netiN'oik. 

JIlL' i*il>F*4»*jL'd AIi!ig*;i i'l L N dlld CP ill liaibjHl CililinJii ilsir? AllI'lidy Kiiised A Nlliobci i J l 
h!>Ui:-i aiid-Liiiii-iiiiia ill Cjiuiidd liiilh ill Favuui And Auiiiiî jl i ii*: .Muuî i* 

00 
CT> 

Issues whit h I.)vom the meiger }',eneially li.ive 01 ij'Jn.iletl htmi C N <ind ( P .md liimi 
siudies (see biblitigi<i|)hy in A|>|>t-ndi\ I >) dem<>nsli,ilin|' tli.il the piodiulivily .ind 
lin.iiu i.il perftnmant ol ( N .nul ( P musl be impioved. .A meiger is viewed by 
some .IS one possible solutimi It) solving', lhe ptuii lin.iiui.il pel toi m.iiu <• ol the 
( an.uii.ni lailways in liaslein ( an.ul.i. As eviih'iu »'il with I ' S. i.iilw.n' mergers, this 
ina> not b(> the most \'iable st)lulion. 

A key t t)ntribuling fat toi to the deterioration in the lin.im i.d pei ttirm.ince (d ( P <ind 
C N sime 1988 (aside from the rt tfiit recession) h.is been the signitic.ini decline in 
i.iilway unit piiies (e\pii-ssed in revenue pi-r levenne tonne kiltimetu ). ll is 
)!,enei .ill y < oiu I luieil I h.i I ««mipetiti ve pi essii ies will t imt i n lu- li> depi ess 1 .ilts in lhe 
1 utiiie. 



lhus, improvements in the financial viability of Canadian railways will depend on 
their ability It) reduce lhe costs of operation. A rationalization of the CN antl CP 
railway netwt)rk in Lastern Canada may be necessary if the financial performance of 
the netwt)ik is ever to reach a satisfactory level to ensure its long term survival. 

As indicated above, a meiger is just one possible solution to improving the 
ct)mpetitive position and financial perfoimance of CN and CP in Lastern Canada. 
I'actt)is It) ct)nsitler iiiclutle: 

T 
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As Canadian railways compete increasingly with U.S. railways in the North 
American marketplace, productivity is now a key issue. Whether a meiger in 
liastern Canada can significantly improve the productivity picture faster than 
C N antl CP continuing their efforts t)n an intlividual basis is t)pen to debate. 
Some issues such as tax ir t]uities (e.g., fuel taxes, property laxes, tiepieciation 
rates) !>elween U.S. and .inadian carriers can be iest)lvetl indepentlently of 
the merger piocess. 

A meiger of CN and CP in liastern Canatia vvill not necessarily improve 
financial performance if the U.S. experience is any intlicatt)r. Little 
improvement in financial performance was experiencetl by meigetl entities in 
the U.S. as demonstiatetl by the analyses piesentetl in the previous chapter. 
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Non-mrrj^er solutions, cont. 
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Ihe creation of short line railways to improve lhe financial performance of 
main line railways antl preserve lower tiensity branch lines has not yet been 
fully expioitet! in Canada. I here are t)ve» 450 slu)rt lines ami regional railways 
in the U.S. Canada has nt)t developed its short line pt)tential nearly tt) the 
same extent as the U.S. rail industiy. 

Ilie recent report t)f the Ciovernmenl Parliamentary Lask Force which 
examined the possibilities for the commercialization of CN conclutled that the 
eventual commeit ializatit)n of CN is ptissible antl rect)mineiuletl thai lhe 
Ciovernment commit itself to this process, antl that CN emj)loyees be offered 
participatitm. 

'Fhere are also some negative aspects which have been raised if a meiger was It) lake 
place in liastern C?anatla: 

C oncern has been expiessetl about the impact of the potential monopolistic 
power t)f the ir.eigetl railway t)n sliij)pers in liastern Canatia (where ma.iy 
shippers will become rail captive in certain locatit)ns for specifietl producis 
with nt) ct)mpetitive tiansportation altt>rnalive) antl t)n rail rates between 
Lastern ami Western Canatia. 



Negative aspects, cont., 

Fhe eventual ownership structure of the meiged railway in Lastern Canada 
(e.g., if ownetl by one of the railways t)peiating in Western Canada) tt)uld be 
detrimental It) the other independent railway t)peiating in Western Canatia for 
the movement of Last-West tiaffic. 

In conclusit)!), some t)f the policy issues that the tliffeient levels t)f government in 
Ontario will have to ct)nsider to ensuie adetjuate rail service in the Pit)vince inclutle: 
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to I acililaling the creation of sht)rl lines by having an efficient and effective 

appit)val process in place. 

Permitting short line t)peiatois tt) have more job flexibility in the wt)rk place 
It) ;etluce the laboui ct)sts now experiencetl by C N antl C P. 

Revising tax policies (e.g., fuel laxes, property taxes) in coordination with 
other provincial governments and the Federal governmerxt to ensure thai 
Canadian railways are not tlisatlvantagetl vis-.i-vis U.S. railways or truckers 
tlue to taxation ptilicies. 
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VIII. Siiniinary And Conclusions 
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I. Th4LPi£i!milljini|i4ilitkiLriifiiUiiiiAndTl^ 
CjiuiiiliLJAf Ul JsioL Jtoijssad^ 
Infrastructure in liastern Canada. 

• The analysis of U.S. experience revealed thai large mergers generally failed to 
realize their prtJinised efficiencies. Some tif the more notable fintlings were: 

Rationalization of physical plant antl staff retluctions diti not meet ft)ietasts 
antl slt)wed in comparison with t)ther railways. 

Fhe level t)f capital expenditures bore no noticeable relationship to the need lo 
integrate systems. 

Ih ere was no noticeable impiovement in financial perft)rmance in the merged 
entity versus other railways. 

• Fhe merger t onditit)ns in Lastern C anatia are dissimilar in many aspects from the 
conditions surrounding successful railway mergers in the United Stales. 
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2. [^5^i^^l^-^-NuLnbl^Qf_QihsuX)l>^ 
AikcjimtiLKfliL&ui'JiiUaiiMkn^^ »^Liî v.ii..iM.uuyj.j\uii 

• The creation of more short line railways which have not developed to the same 
extent in C anada as in the Unitetl Statt>s. 

• Rationalization of the rail networks by each of CP antl CN on an individu..! ! isis 
and collaborating on loint facility usage where advantageous to both parties. * 

• Collaboration between labour and management to improve labour productivity ami 
retluce tompensalion levels. ' "vuy ami 

• I he sut cessful ct)inmeicialization of CN. 
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3. i;ovcjriimeiiLr«aQ'JYllLllamAiLlinim^^^^^ 
Anil AdvMVi'̂ ^ '̂ î 'l ̂ «?'̂ 'cc In Lastern CanflUfi. 

Modifications lo the present regulatory process as recommended by the N I ARC antl 
the more recent Parliamentary lask Force will facilitate plant ralionalr/alion and the 
creation of short line railways. 

The less efficient regulatory regime dealing with railway mergers in Canada could 
be potentially detrimental lo the Province of Ontario if a railway meiger became the 
preferred option. 

. Revisions to the taxation regimes al all levels of government may be required to 
ensure that there are no inetjuilies between modes t)f tiansport (i.e., truck versus 
rail) and between U.S. and Canadian railways. 

C;oveinmenl of Ontario policy could complement and support the .ibove mentionetl 
policies particularly regarding the creation of short lines and permitting or 
enct)uraging work flexibility for short line operators. 

. An important side issue with plant rationalization or a merger is the rt^lention of 
essential inter city passenger services and commuter services (i.e., C.O 1 lansit in 
the Province of Ontario. Ontarit) C;overnmenl policy may have to be reviewed as 
rail plant rationalization evolves in liastern Canada. 
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Appendix A: Macroeconomic, Class I Kail Data 
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APPLNDIX A 

Fable APP-1 
Macroet'onoinic, Class 1 Kail I imes Series Data 
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C ; N I ' : I iulcir I 'erceiit C I tangv t lass I O p Kev. Tercenf Change O p Kev 
Year (C!nnstai-.t ( I H I U I S ) i l l f ; N r (1991 (tol lars, flOILs) i n t )p Kev index 
1970 1(KM)() M0,45o,922 

i n t )p Kev 

KKIOO 
1971 99.71 0 29'/<. M0,617,210 0 -W/o 11X140 
1972 102 52 2 81% Ml,0'11,778 1 05% 101 45 
1973 107.64 4.99% • M1,l .16,273 5 10% 106 62 
1974 113 25 5 21% $45,466,1-2.5 5 407<. 112 38 

1975 112 6:) 0 55% M0,1I2,.154 11 .14% 99 64 
1976 i l l 23 1 25% $41,117,082 745% 107 07 
1977 11663 4 86% M4,'(62,691 2 4 1 % 109 65 
19711 122 12 4 71% M4,'/>8,H4 ) 1 14% 111 1.1 
1979 128 56 5 27% $48,0/2,524 6 9 1 % 1 18 82 

1980 i ;n 74 2 47% $48,9-18,221 1 82% 120 99 
1981 t ; i i 5.) 0167« M8,r, l8,8// 0 6.1% 120 22 
1M2 1.14 09 1 95% $4I),762,9'18 -16 19% 10076 
198:1 1.10 f.r. 2 55'/„ $)H,07tl,9<'2 6 60'X y i 1(1 
1984 1.15 1) .1 57% $-10,199,0'/^ 5 59% 9'> 16 

i98n 144 49 6 77% • $16,291,871 •9 71% 8') 71 
1986 149.16 .117% $ I.i;i86,70/ 7 467« 8102 
1987 15145 2 74% $11,065,121 -1 5.5%, 81 71 
1988 159 06 3 66% $1.1,.192,0'.*0 099% 82 54 
1989 161 05 2 51% $12,(K)|,19'J 4 17% 79 10 

199(1 164 66 0 99% $11,099113 2 82% 76 8/ 
1991 16145 0 74% $29,.»82,962 5 527o 72 6.1 
1992 172 46 5 51% $VJ,0/4,589 1 05% 71 87 
199.1 182 01 556% 5 .•.1,824,852 0.86% 71 25 

.')<)iii ICS: 1,2 1,2,1,4 
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Table APP-1 (C oiulutleil) . 
Macif)cct)nt)iiuc, C:lass I Rail l imes Series Data 
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Year 
1970 
1971 
1972 
1973 
1974 

1975 
1976 
1977 
1978 
1979 

198U 
i;«l 
\9B2 
1983 
1984 

1985 
1986 
1987 
1988 
1989 

199(1 
1991 
1992 
199.1 

•Soiiiccs: 
I 
2 
.1 
4 

t 'inns I lU'liiin 
oil Net Inv 

1 73% 
212% 
2 34% 
2 31% 
2 70% 

I 20% 
1 60% 
1 24% 
1.52% 
1 68% 

4 22% 
3 W% 
2 11% 
4 29% 
5 70% 

4 58% 
1 .10% 
4 75% 
673% 
6.M% 

8 11% 
1 :v)% 
6 .10% 
7 (V'.% 

t'\asH I p r o f i t 

m a r g i n ( l - O K ) 
429% 
5 85% 
6 58% 
6 26% 
6 74% 

2 85% 
3 53% 
2 77% 
3 12% 
4 98% 

6 73% 
7 48% 
3 687« 
9 81%, 
12 10'/„ 

8.56'/o 
4 99% 
10 31% 
11 18% 
1044% 

13 11% 
0 78% 

10 67% 
14 95% 

1,4 

t ' l . iss I Kev Ton 

M i l e s (M i l l i o i i i i ) 
761,809 
739,741 
776,716 
851,809 
850,% 1 

754,252 
791,059 
826,2':i2 
857,921 
9(V1,956 

918,958 
910,169 
797,759 
828,2/5 
««l/)12 

876,984 
867,722 
911,717 
9')̂ >,1H2 

1,01 1,811 

1,011,%9 
1,018,8/5 
1,066,781 
1,1()9,1(W 

I) .'> .Sl.ills'irnI Atislr.nt, variotis yens 
l<c|/Oi I i,f tlu! I 'liinoinic Advj.sei.s lo llic I ' icsiilciil , 
AA,'< YiMiliDok of K . i i l i o j i l I'iiil.s, v.iiioii.s y<.'/ii.s 
AAU Aiiiilvbis of t j.iss I K.iilio.uis, v.iiioiis yt'.us 
lISDi )T, N.i l ioi i i i l 'ri,ins()oilnlion 5ilalislifs, IW.I 

.1,4,5 

1995 

K I M Index 
100 00 
96 72 

;01 56 
111 18 
111 26 

98 62 
101 82 
108 01 
112 17 
118 32 

120 16 
11901 
101 31 
108.10 
12019 

I I I 67 
113 46 
123 10 
1.10 25 
132 56 

115 l'> 
115 81 
11918 
115 01 

( ; N I ' 

D e f l a t o r 

1993-100 
.1 37 
3 20 
3(Y) 
2 92 
2 69 

216 
2.VI 
221 
2(V, 
1 W 

I 71 
I 57 
1 18 
I 42 
1 16 

12 
28 
? l 
20 
I I 

I 10 
I (Y. 
1 01 
I (XI 

1,2 
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APPPNDIX R 
Meiger Analysis C harts 
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Figuie AIT-2 
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Figure APP-4 
Freight Revenue per Hxecutive F.mpltiyee 

Revenue Ttin Miles per F.xeciitive F.mployee 
as percent t)f all U.S. C lass I's 
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Figure APP 8 
Fixed Chaiges per Dollar of Op. Rev. 
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Figure APP 10 
Cash flow Per Dollar of Op. Inc. 
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Figure APP-11 
limployees Pei Mile Of Road 
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