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The Naticinal Industrial Transportation League (“League”) hereby submits
Comments, Evidence, and Requests for Conditions in this proceeding, in which

. the Union Pacific Corpcration, et al. (“UP”) and the Southem Pacific Rail

A Corporation, et al. (“SP”) (collectively termed “Applicants”) seek from the
. Surface Transportation Board (“Board” or “STB”) authorization under 49 U.S.C.
. §11343-45 and the Board’s Railroad Consolidation Procedures, 49 C.F.R. Part.

. 1180, for the proposed merger of the SP into the UP and the consolidation of the
;-rail operations of the UP and SP.




b I. INTRODUCTION AND SUMMARY

The scope and nature of the potential anticompetitive effects of the
proposed merger of the Union Pacific Railroad Company and the Southern
Pacific Transportation Company are unprecedented. Today, the UP and the SP

broadly compete across important pathways of American commerce, particularly

from southern Texas and Louisiana to key Midwest rail gateways, and aiong the
so-called “Central Corridor,” stretching from California to Kansas. Along these
pathways, they transport numerous products that are critical to the economic
health of the nation, including plastics, chemicals, coal, and others.

Unlike the recent merger of the Burlington Northern Railroad Compary
and the Atchison, Topeka and Santa Fe Railway Company, in which potential
anticompetitive effects, while serious, were nevertheless relatively localized, the
proposed merger of the UP and SP would much more broadly eliminate rail-to-
rail competition in key corridors and regions of the nation. Unless these broad
and severe anticompetitive effects are cured by the imposition of meaningful
conditions, approval of the merger as proposed would be inconsistent with the
public interest.

In this case, the Applicants have contended that any anticompetitive effects
of the proposed trans? .ion in markets where there is currently direct
competition between UP and SP will be mitigated because of an agreement that
i the Applicants have negotiated with the Burlington Northern Santa Fe Railroad
" Company (“BNSF”). Under that agreement, the Applicants have granted the
_ }_BNSF trackage rights and other access in order to serve certain points currently

;“served by both of the Applicant carriers. Therefore, the Applicants contend,
direct anticompetitive harm from the merger is forestalled.

But this claim is wrong. As set forth in detail in these Comments and in

the evidence accompanying them, this access agreement does not permit BNSF to e




engage in full and effective competition -- “hard competition,” in the economic
vernacular -- even at the points at which competition is directly affected by the
proposed transaction. The evidence shows that BNSF will be fatally handicapped
as a competitive threat by, among other things: an inability to achieve traffic
densities required for competitive operations; a variety of operational barriers;
the need for substantial investment in infrastructure that the traffic densities will
be unable to justify; and significantly higher costs than the merged UP/SP. Thus,
under existing precedent, the Board must impose substantial conditions on the
proposed transaction in order to protect competition in affected markets.
Moreover, the anticompetitive effects of the proposed transaction would,
absent the imposition cf ameliorative conditions, extend well beyond the loss of
competition at directly-affected points. Wide geographic regions of the nation
. will be affected. The proposed transaction will, if approved, create the largest
' railroad in the United States, whether measured by miles of road, net investment,
t operating revenue, or net railway operating income. Indeed, in evaluating the
effects of the proposed merger, the Board will need to consider the fact that, west
of a line drawn from Chicago south to New Orleans along the Mississippi River
3 the western two-thirds of the nation -- a merged UP/SP and the BNSF together
1l own approximately 85 percent of the track, will likely generate over 90
ercent of the gross ton-miles, and will earn about 90 percent of the total net
ilroad operating income of all Class I rail carriers operating in the area.
. Finally, in keeping with the unprecedented scope and impact of the
Dposed merger, the Board must be mindful that its decision on the proposed
éction will create important precedent for the future. The effects of the

rd ’_s decision in this matter will reverberate far outside the already-substantial

;phic area described in the merger application. Indeed, it will affect the




nature and shape of, and public pelicies applicable to, the railroad industry as a
whole.

Under Section 11344 of the Interstate Commerce Act,! as amended by the
Staggers Act of 1980, the Board may approve and authorize a transaction only
when it finds that it is “consistent with the public interest.” 49 U.S.C. §11344(c).
It is clear that the broad “public interest” standard affords the agency wide
discretion, subject to the requirements of the statute and the Administrative
Procedure Act.

In this case, the unprecedented anticompetitive effects of the proposed
transaction will require the Board to take a broad view of its responsibilities, and
will require the consideration of fundamental legislative policies, to be applied to
a merger that would shape transportation and product markets for years to come.

The primary statutory policy that must be considered is the requirement of
Section 10101a of the Interstate Commerce Act that the Board “allow, to the
maximum extent possible, competition . . . to establish reasonable rates for
transportation by rail.” 49 U.S.C. §10101(a)(1). The League firmly believes
that there are two complementary aspects to this statutory command. First, the
| Board must, where possible, eliminate unnecessary regulation of rail carriers.

i But the Board must also, where pcossibie, ensure that existing competition for

 transportation by rail is preserved. Failure to preserve existing competition will

1 On December 26, 1995, the President signed Public Law 104-88, the ICC Termination Act
Of 1995. That statute abolished the 'nterstate Commerce Commission and established the Surface
tansportanon Board as the statutory successor to the ICC. Though the Termination Act
ubstantially revised the provisions of the Interstate Commerce Aci, Section 204(b) of the
‘ 3 ination Act provides that the requirements of that Act should not affect any proceeding or any
bplication pending, as the instant Railroad Merger Application was, before the Interstate
Obmmerce Commission at the time that the Termination Act took effect on January 1, 1996.
Ection 204 of the Termination Act also states that orders shall be issued in such procwdmgs “as if
' Tcrrmr.at.on Act] had not been enacted.” Thus, the provisions of the former statute apply. All
ftions in these Comments, therefore, will be to the Inicrstate Commerce Act as it applied prior to

fluary 1, 1996.
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increase the need for regulation, not diminish it. Indeed, failure to preserve
existing rail-to-rail competition for rail-dependent commodities will work to
undermine the very foundaticn upon which the Staggers Act rests: namely, that
competition for rail-dependent commodities in fact exists that can operate to
“establish reasonable rates for transportation by rail.”

Accordingly, the League opposes the proposed merger of the Union Pacific
and the Southern Pacific unless conditions to mitigate the anticompetitive harm
are granted.

In this connection, however, it is important to note that the League does not
oppose the merger in its entirety: it believes that the proposed merger will
generate efficiencies in various important corridors that will redound to the
benefit of shippers in those corridors. However, the League believes that in other
corridors and regions -- particularly for transportation between areas of Texas
t and Louisiana and key Midwest gateways, and along the Central Corridor -- the
i effects of the merger will cause serious competitive harm. Therefore, the

, transaction must be conditioned upon the elimination of these serious

. anticompetitive effects.

The League asks the Board to impose the following primary conditions:
A.  Texas Gulf Coast and Related Lines:
(1) New Orleans to Houston: Divestiture of SP’s line from New Orleans

to Houston including the line between Iowa Jjct, LA and Avondale,
LA that is scheduled for sale to the BNSF under the UP/SP/BNSF
access agreement, and including access in the vicinity of New
Orleans to related terminal facilities.

Houston to St. Louis: Divestiture of SP’s line from Houston, TX to
Memphis, TN; divestiture of SP’s line from Brinkley, AR to North
Jet., MO; and transfer of existing SP trackage rights from North Jct.,
MO to East St. Louis, IL to the rai! carrier acquiring the Brinkley to
North Jct. line. g




a to Eagle Pass, with
haulage rights to Eagle Pass.

B.  Central Corridor:
Divestiture of SP’s line between Stockton/Oakland, CA and Denver/Pueblo,

CO and transfer of SP’s existing track or trackage rights to Kansas City via
Herrington to the rail carrier acquiring the California to Colorado line.

'~ C.  Retention of Trackage Rights

UP/SP should retain overhead trackage rights over all of the lines divested,
except that UP/SP should retain full service trackage rights at any point where
i UP or SP and the acquiring carrier both can serve existing shippers or could
serve new shippers locating at those points.

The League understands the serious nature and extent of the conditions that

it is requesting. Indeed, this is the first time in its history that the League has
requested the kind of conditions that it is seeking in this proceeding. However, as

| hoted above and throughout these Comments, there are significant differences
etween this proposed merger and earlier mergers, and the League has concluded

lat the seriousness, extent and scope of the anticompetitive concerns in this

ansaction fully justify the proposed conditions.
-

A IDENTIFICATION AND INTEREST OF THE LEAGUE AND
8l DESCRIPTION OF THIS SUBMITTAL

g The National Industrial Transportation League is a voluntary organization
I '.ppers and groups and aszociat;ons of shippers conducting industrial and/or
Bercial enterprises in all States of the Union and internationally. It was
d in 1907, and has approximately 1400 member. These include industrial

) ercial enterprises both large and small, as well as commercial, trade

spor:ation organizations representing shippers. Many members of the




League are substantial users of rail transportation that will be affected by the
proposed transaction. The League is the only nationwide organization
representing shippers of all sizes and commodities, using all modes of
transportation, to move their goods in interstate, intrastate, and international
comn'ercs.
This submittal consists of three parts:
A. COMMENTS AND REQUESTS FOR CONDITIONS

The first part consists of Comments and Requests for Conditions, which set
forth the legal standards that the League believes should be applied in this case;
the overall competitive problers poszd by the proposed mergsr; and the affect of
the agreement between the Applicants and the Burlington Northern San:a Fe
i Railroad Company dated September 25, 1995, as amended and supplemented
Y: (which agreement will be termed herein the BNSF “Access Agreement”). These
’ “Cornmcnts also discuss the fact that the BNSF Access Agreement cannot and does
not provide effective competition to replace the competition lost by the merger of
:y'i,-\ Applicants, and the failure of other forms of competition to check the market
DX ower of the Applicants.

Finally, in light of the evidence described in these Comments, the League
ieves that the remedies outlined in Section I above are appropriate and indeed
cessary. In the very last portion of its Comments and Requests for Conditions,

League explains the conditions that it seeks, and the reasons for them.

- VERIFIED STATEMENT OF DR. WILLIAM G. SHEPHERD
¥ The second part of this submittal consists of the Verified Statement of Dr.
! 'am G. Shepherd. Dr. Shepherd is a Professor of Economics at the

1sity of Massachusetts in Ambherst, Massachusetts, and is a nationally

f-expert dealing in matters involving transportation and competitive

¢S Dr. Shepherd’s statement discusses economic criteria that are relevant

s e




to the policy judgments that the Board must make; the mainstream economic
literature dealing with effective competition and monopoly impacts; and the
relevant markets for considering this proposed merger and the likely increase in
market power. He discusses helpful examples in the telecommunications and
airlines industries to inform the Board’s judgment.

Dr. Shepherd then analyzes the reduction in competition from the proposed
merger in a number of markets; the trackage rights under the BNSF Access
Agreement; and the barriers that BNSF will face in providing effective
competition. Finally, Dr, Shepherd’s Verified Statement examines the effect on
prices and performance that are likely to occur as a result of the proposed
transaction.

o VERIFIED STATEMENT OF THCMAS D. CROWLEY

The third part of this submittal consists of the Verified Statement of Mr.
:’ Thomas D. Crowley, President, L.E. Peabody and Associates, an economic
1 consulting firm. Mr., Crowley, a recognized expert in transportation economics

:and transportation markets who has testified in railroad matters numerous times
befone the Interstate Commerce Commission, courts, and other federal agencias,
discusses in detail the competition allegedly provided by the Access Agreement in

;. urportedly curing the anticompetitive effects of the proposed transaction.

Mr. Crowley examines the traffic that will actually be available to the
perged BNSF after the proposed merger under the Access Agreement, and
‘ ,slcludes that the BNSF will simply not have enough traffic in the Central
A rridor or in the Houston to Memphis corridor to effectively replace either of
e two merging railroads. He shows that the claim that the BNSF will have
ess to $1.812 billion per year in additional traffic is wildly overstated and that
aétual traffic realistically available to BNSF is only a small fraction of that
iber.  After carefully examining BNSF traffic over the lines at issue in the

widass Y




Access Agreement and other lines, and after applying the Applicants’ own
assumptions regarding the traffic that BNSF will capture, he shows that BNSF
will not have sufficient traffic available to operate trains efficiently over either
the Houston to Memphis corridor or the Central Corridor.

Additionally, Mr. Crowley shows in his Verified Statement that BNSF’s
costs of providing service in the Houston to Memphis corridor and along the
Central Corridor under the Access Agreement will significantly exceed the cost
incurred by UP or SP to operate in the same corridors. Moreover, BNSF will be
faced with significant operating problems and infrastructure cosis if it attempts to
compete. The lack of traffic density, the unequal playing field with regard to
costs, and the substantial infrastructure and operating barriers all mean that the

1 Access Agreement does not permit the BNSF to be an effective competitor at the

B affected points and in the affected corridors and markets.

L 1. THE INTERSTATE COMMERCE ACT, AS AMENDED BY THE
: STAGGERS ACT, REQUIRES THE BOARD TO BROADLY IDENTIFY
POTENTIALLY HARMFUL COMPETITIVE EFFECTS OF A
PROPOSED MERGER IN SPECIFIC CASES AND TO MITIGATE
THOSE EFFECTS WHEREVER POSSIBLE

Under Section 11343 of the Interstate Commerce Act, a consolidation or
_érger of two carriers may be carried out only with the approval and
thorization of the Surface Transportation Board as the successor to the
‘rstate Commerce Commission. 49 U.S.C. §11343(a). Both the legislative

‘ "'er of the statute and the former ICC’s decisions demonstrate that the agency
"f carefully and broadly consider the potential adverse effects on competition

, ?’ rail carriers in an affected region. Moreover, where a proposed merger
or may result in harmful competitive effects, the Board must impose

ditions on the merger to eliminate those effects, as long as the conditions are

e




operationally feasible and will produce public benefits outweighing any harm to

the merger.

A. THE STATUTORY STANDARD

The Interstate Commerce Act, in 49 U.S.C. §11344(b)(1), requires the
Board to consider, in a proceeding involving the merger of two or more Class I
railroads, at least the following:

(A) the effect of the proposed transaction on the adequacy of
transportation to the public.

(B) the effect on the public interest of including, or failing
to include, other rail carriers in the area involved in the
proposed transaction.

(C) the total fixed charges that result from the proposed
transaction.

(D) the interest of carrier employees affected by the
proposed transaction.

(E)  whether the proposed transaction would have an adverse
effect on competition among rail carriers in the affected
region.

The statute directs the Board to “approve and authorize a transaction . . .

Ewhen it finds the transaction consistent with the public interest.” 49 U.S.C.

.11344(c). The same section also provides that the Board “may impose
conditions governing the transaction.” /d.
' Subparagraph (E) of Section 11344(b)(1) was added to the Interstate
{ '_mmerce Act by the Staggers Rail Act of 1980. Pub. L. 96-448, 94 Stat. 1931
t. 14, 1980). The legislative history of the provision plainly demonstrates that
gress added that section in order to ensure that sufficient marketplace forces
' be available after a proposed rail merger to replace the strict regulation
3 sly used to protect shippers from the effects of monopoly power. 126
'.Rcc. H8604 (daily ed. September 9, 1980)(remarks of RAep‘rgsentativc

¥




Panetta). The Staggers Act thus reflects an explicit directive by Congress to
preserve competition when considering a major rail merger.

Moreover, numerous provisions of the new rail transportation policy
adopted in the Staggers Act reflected the Congress’ directive that the agency
should insure that competition be preserved and indeed enhanced in the
administration of every aspect of its regulatory responsibilities. See, e.g., 49
U.S.C. 10101a(1), (4), (5), (7), (11), (13). Of particular note was the very first
policy, which indicated that it was the policy of the United States Government “to
allow, to the maximum extent possible, competition and the demand for services
to establish reasonable rates for transportation by rail.” 49 U.S.C. 10101a(1)
[emphasis added]. The national transportation rail policy’s emphasis on the role
of competition was plainly intended to be implemented in major rail merger cases
. because of the adoption of the amendment to Section 11344. Indeed, the agency
L itself has recognized that “the rail transportation policy emphasizes the
-' importance of the relationship between ensuring adequacy of transportation and
the retention of competition.” Union Pacific Corporation, Pacific Rail System,

| Inc. and Union Pacific Railroad Company - Control - Missouri Pacific
Corporanon and Missouri Pacific Railroad Company, 366 1.C.C. 462, 484 (1982)
[UP/MP Control].
] In addition to these explicit statutory considerations, the Board is also
uu‘ed by McLean Trucking Co. v. United States, 321 U.S. 67 (1944) and the
‘orthern Lines Merger Cases, 396 U.S. 491, 510-513 (1970), to weigh the policy
f the antitrust laws disfavoring diminution in competition resulting from a
groposed merger against the national transportation policy favoring
" provements in efficiency from an integrated national transportation system.

e agency has noted that, while it does not sit as an antitrust court, the antitrust

Vs give “understandable content to_the broad statutory concept of the O




interest.” UP/MP Conirol, 366 1.C.C. at 485, quoting FMC v. Aktiebolaget
Svenska Amerika Linien, 390 U.S. 338, 244 (1968). Even if a particular
transaction would not violate the antitrust laws, the Board has the discretion to
disapprove it. Burlington Northern Inc. and Burlington Northern Railroad Co.
-- Control and Merger -- Santa Fe Pacific Corp. and the Atchison ,» Topeka and
Santa Fe Railway Company, slip op. at 53 (Aug. 23, 1995) [BN/SF Control].

B. THE BOARD’S IMPLEMENTATION OF THE STATUTE INDICATES THAT IT
MUST IDENTIFY POTENTIALLY HARMFUL COMPETITIVE EFFECTS AND
MITIGATE THOSE EFFECTS WHEREVER POSSIBLE

As currently codified at 49 C.F.R. §1180.1(c), the Board’s policy statement
on major rail mergers states that the agency performs a balancing test, weighing
 the potential benefits to the applicants and the public against the potential harm to

. the public. In developing the current policy statement, the ICC emphasized that it
g was “concerned about any significant ‘lessening’ or ‘reduction’ in competition

'- caused by a consolidation.” Railroad Consolidation Procedures, 363 1.C.C. at
] 86~87 [emphasis added). The policy statement also details the potential benefits
d potential harm that it will balance and the evidence that the agency will

Consider in a major rail merger proceeding:

If two carriers serving the same market consolidate, the result
would be the elimination of the competition between the two.
Even if the consolidating carriers do not serve the same
market, there may be a lessening of potential competition in
other markets. . . . In some markets the Commission's focus
will be on the preservation of effective intermodal
competition, while in other markets (such as long-haul
movements of bulk commodities) effective intramodal
competition may also be important. o




49 C.F.R. §1180.1(c) [emyhasis added). Thus, the Board’s current policy
statement explicitly recognizes that the preservation of effective rail-to rail
competition is frequently necessary when considering the effects of a rail merger
on long haul movements of bulk commodities.

Since the passage of the Staggers Act, the agency has consistently
emphasized the need to protect the public from any harmful effects on
competition resulting from a proposed rail merger. In its decision in UP/MP
Control, the agency noted that:

[oJur analysis of the potential harm from a proposed
consolidation focuses on two impacts highlighted by the
statutes and policies discussed above: any reduction in either
intra- or intermodal competition which would likely result
from the consolidation; and any harm to essential services
provided by competing carriers . . .

366 1.C.C. at 486. In Santa Fe Southern Pacific Corporation-Control-Southern
. Pacific Transportation Company, 2 1.C.C.2d 709, 726 (1986) [SF/SP Control],

/ ¢ the agency emphasized that “the effect of a transaction on competition is a critical
v -

N

factor in our consideration of the public interest. . . .” [Emphasis added]. See
Falso, BNISF Control, slip op. at 55.
' Thus, the policy statement and case law is clear that, in examining a
;oposed transaction, the Commission must look at specific instances where a
‘ Jssening or reduction in competition is alleged to take place, and that the
_mmission must broadly consider all types of restrictions on competition.
| Indeed, in the broadest sense, the agency has noted that the changes
ought by the Staggers Act:

actually increased the need to identify carefully any
anticompetitive effects and to balance those effects against the
benefits of a transaction. . . .The new policy favoring
increased reliance on competition to regulate activities will
govern the environment in which the new system will operate. }

-
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The ability of the railroads to take various actions free of
regulatory restraints will make it easier to exert or abuse
market power gained as a result of consolidation. For these
reasons we must take even greater care to identify harmful
competitive effects and to mitigate those effects where
possible.

UPIMP Control, 366 1.C.C: at 502. See alsc, SFISP Control, 2 1.C.C.2d at 727.2

The Board’s power to attach conditions to its approval of a major rail
merger is, under the statute, unqualified, and the agency itself has characterized
its authority as “broad.” 49 U.S.C. £11344(c); BN/SF Control, slip op. at 55;
UPIMP Control, 366 1.C.C. at 562. The agency has observed that conditions
. generally will be imposed where certain criteria are met. See, e.g., Union Pacific
L Corp, et al. — Control — Chicago and North Western, Finance Docket No.

- 32133, served March 7, 1995, mimeo at 56 [UPICNW Control]. The agency has
 determined that if a transaction threatens harm to the public interest, conditions

kshould be imposed if they are operationally feasible, ameliorate or eliminate the
: threatened by the transaction, and they are of greater benefit to the public
than they are detrimental to the transaction. UP/MP Control, 366 1.C.C. at 564.

Finally, the agency has recognized that it must exercise its obligation to

Totect competition in a variety of situations, and not just at points directly served

¥ just the two merging carriers. For example, the ICC has noted thai a

: As a consequence, the Board must assess the impact of the proposed transaction on _
iPetition of all commodities transported in the markets affected, whether or not the
Portation is still subject to regulation. .

=
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reduction in rail carriers from three to two does in some cases entail “a
substantial lessening of competition.” UP/MP Control, 366 1.C.C. at 531. In
Guilford Transp. Industries, Inc. - Contro! - Boston and Maine Corp., 5 1.C.C.2d
202, 213 (1988), the ICC stated that a reduction from three rail carriers to two
might be a significant lessening of competition where traffic is not considered
highly truck competitive. Similarly, in SF/SP Control., 2 1.C.C.2d at 791, n.72
(1986), DOJ and DRGW argued, and the agency recognized, “that a reduction of
competitors from 3 to 2 can result in significant anticompetitive behavior, such as
collusion and mutual forbearance.” The agency went on to state that:

Reduction in the number of competitors from two to one, where the
merging carriers have been the only competitors, creates the obvious
problem of a monopoly. However, the mere reduction rather than
elimination of competitors, e.g., from three to two, may create
serious anticompetitive problems as weil.

Id. at 792; see also BN/SF Control, slip op. at 55 (1995). See also, Norfolk
Southern Corp. -- Control -- Norfolk & W. Ry. and Southern Ry., 366 1.C.C.
L 173, 193 (1982).

’ IV.  THE BOARD MUST APPLY ECONOMIC PRINCIPLES APPLICABLE
TO ALL OTHER INDUSTRIES IN ANALYZING THE PROPOSED
TRANSACTION

The consolidation that has occurred in the last twenty years in the U.S.
x?ilroad industry has lead to a significant concentration of economic pover in the
hands of a few carriers. Particularly in light of that circumstance, the Board
m ust consider .ad apply the correct economic principles in considering the
g Erger of two of the three remaining major rail carriers in the Western United
States.

; To assist the Board in this important task, the League has engaged a leading

gPe:t in the economic specialty of industrial organization. In the Verified
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Statement submitted with these Comments, Dr. William G. Shepherd has
presented the mainstream economic principles that must be applied by the Board
in considering this merger, and has himself applied those principles to an analysis
of this merger. This analysis demonstrates the need for the Board to be very
certain that if it approves this merger, it inust use its established power to
condition it to ensure, to the greatest extent possible, the salutary benefits of
competition.

The concentrated structure of the railroad industry that already exists in
the United States can be readily seen by reference to a few significant statistics.
At the present time, there are oaly six major Class I railroads operating in the
entire nation.? Thus, on a national basis the raijl industry is already highly
concentrated. Based on 1994 statistics, a combined BN/SF system would have
operated 24.8% miles of all road operated, and would have handled 30.0% of all
1 revenue ton-miles. A combined UP/CNW system would have operated 18.4%
miles of all road operated, and would have transported 22.7% of all revenue ton-
miles.

Within the Western United States, the degree of concentration is even
 greater.  Again based on 1994 statistics, a combined BN/SF would have operated
'40.7% of all of the miles of railroad in that region, and would have transported

48.7% of all the carloads originated, 50.0% of all of the tons originated and
;‘ 4.9% of all of the ton-miles. A combined UP/CNW would have operated 30.3%
vf the miles of road operated, and would have transported 31.1% of all of the
karloads originated, 28.89% of all of the tons originated and 34.0% of ajj of the

Railroad Facts, 1995 Edition, published

1 Association of American Railroads, A table summarizing the information presented in that - il

ation is attached to these Comments as Attachinens 1,
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ton-miles. If the UP/CNW system had been combined with the Southern Pacific
system in 1994, that combination would have operated 48.6% of the miles of road
operated, and would have originated 44.5% of the carloads and 43.0% of the tons
in that region, and handled 50.6% of the ton-miles. If the BN/SF and the
UP/CNW/SP combinations had been in place in 1994, ‘ogether they would have
accounted for 89.3% of all the Class I rail miles operated in the western United
States; more significantly, those two systems would have originated 93.0% of all
of the carloads and 93.1% of the tons in that region and would have transported
95.5% of all of the ton-miles. An unconditioned merger of the UP and SP would
clearly leave the market for rail transportation in the western United States
. dominated by two large rail systems.

With these facts as a starting point, it should be immediately clear that the
. Board needs to give the proposed transaction a hard look. The degree of
| concentration that this transaction will create, nationally and regionally, requires
careful and thorough consideration.5 In addition, the Board must take all
necessary steps to ensure that there will continue to be effective competition

; etween rail carriers in the affected regions. As Dr. Shepherd states:

[T]his merger presents the Board for the first time with the creation
of a 2-railroad dominance in the whole western two-thirds of the
U.S. The Board needs to take a fresh look at this distinctive
situation. It is different from other recent mergers.

epherd V.S. at 9.
% Dr. Shepherd goes on to say that this fresh look requires the application to

railroad industry of the mainstream economic criteria that are relevant to all

ts. Id. The appropriate principles for the analysis of the impact on

Dr. Robert L. Willig, an economist appearing as a witness for the Applicants, recognized -
jimportant for the Board to proceed with a careful analysis when the merger would have “a
frating effect.” Willig Dep. Tr. 359-360.
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competition of this merger are fully set out in Dr. Shepherd’s Verified Statement.
Tte relevant economic goals are efficiency, innovation, faimess and freedom of
choice.

In order to determine if this merger will allow competition to prevail to
the maximum extent possible, the Board must conduct an appropriate ¢conomic
analysis of its effect on competition in the relevant markets. First, as Dr.
Shepherd describes, the relevant markcis inust be defined so as to include product
and geographic markets that only include fully-substitutable services. Shepherd
V.S. at '2-13. Next, the Board must consider whether or not there is effective
competition. Id., at 14. The central part of this analysis requires a consideration
of three elements in each relevant market: (1) the number of competitors; (2) the
existence of competitive parity; i.e. no unilateral dominance; and (3) the
availability of entry. Id. at 15-21. Beyond that, there are a number of
considerations that are specific to the circumstances of this proposal that,
combined with the basic inquiry, highlight the reduction in effective competition
in numerous markets that could occur. These would involve, in Dr. Shepherd’s
. view, the very small number of competitors, with opportunities for coordinated
behavior; the special circumstances of a network-based industry; and the
' opportunities for dominant firms to engage in price discrimination. /d. at 22-33.
The consequences of an unconditioned merger in an already-concentrated
| rail transportation industry are not trivial. Unless mitigating conditions are
| imposed to insure that competition prevails, as Dr. Shepherd notes, higher prices
for rail transportation services will result throughout the region served by the
remaining two carriers. Moreover, those consequences will be felt far beyond
very narrow focus of the ICC in recent years on the effect of rail mergers in

2-to-1 markets. Shepherd V.S. at 9 and 15-18. The consequences of an

inconditioned merger are also succinctly ‘summarized'in the Horizontal Merger




Guidelines issued by the U.S. Department of Justice and the Federal Trade
Commission as follows:

The unifying theme ... is that mergers should not be permitted to
create or enhance market power or to facilitate its exercise. Market
power to a seller is the ability profitably to maintain prices above
competitive levels for a significant period of time.6 ... [IJn some
circumstances, where only a few firms account for most of the sales
of a product, those firms can exercise market power, perhaps even
approximating the performance of a monopolist, by either explicitly
or implicitly coordinating their actions. Circumstances also may
permit a single firm, not a monopolist, to exercise market power
through unilateral or non-coordinated conduct -- conduct the success
of which does not rely on the concurrence of other firms in the
market or on coordinated responses by those firms. In any case, the
result of the exercise of market power is a transfer of wealth from
buyers to sellers or a misallocation of resources.

6 Sellers with market power also may lessen competition on
dimensions other than price, such as product quality, service, or
innovation.

1992 Horizontal Merger Guidelines, 1992 FTC LEXIS 176, *9-*10. [footnote in
original].
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Thus, in fulfilling its charge of considering the public interest, the Board
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must thus look beyond a narrow focus on the operational efficiencies that might
: . be gained, and pay hcightened attention to the significant loss of economic
b efficiency that could occur. In doing so, the Board must thus give full play to the

fundamental pro-competitive policies of the Staggers Act and, as the railroad

e e
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industry evolves toward greater and greater reliance on market forces rather than
regulation, to the bedrock dictates of antitrust policy that are applicable to all

pther industries.




THE ANTICOMPETITIVE EFFECTS OF THE PRCPOSED MERGER
WILL EXIST AT NUMEROUS POINTS AFFECTING SUBSTANTIAL
COMMERCE, AS WELL AS IN IMPORTANT CORRIDORS AND
REGIONS

In its decision in BN/SF Control, the Interstate Commerce Commission
closely examined the potential anticompetitive effects of the merger at selected
points. In considering competition at those points, the agency examined several
criteria in assessing whether markets served by the merging parties would suffer

competitive harm. 1d. at 55. The agency indicated that:

The commodity in question and length of haul provide an
indication of the effectiveness of truck competition. The
reduction in independent rail routings or the increase in
concentration or shares of relevant traffic flows indicate to
some extent the likelihood of adverse change in post-merger
market power.

. Id. The ICC noted that “[t]he determination of competitive harm is more evideat
where possible routing options on a rail-bound commodity drop from two
‘ originating or terminating railroads to one.” Id. In those particular instances,
‘_ anticompetitive horizontal effects occur where there is “loss of direct, head-to-
Ihead competition between two railroad serving the same origin-destination
bpair....” Id.
! In its BN/SF Control decision, the 1CC approved the merger in large part
upon its finding that “transportation competition will be as robust and effective
following the merger as it is presently . . ." id. at 59 [emphasis added], a
onclusion that rested “primarily upon continued intramodal competition.” Id.
mphasis added] Thus, in that transaction, the ager.cy found that continued
»_-f’-- odal competition -- i.e., rail-to-rail competition -- was crucial in finding
2 (ﬂthe merger was consistent with the public interest.

¥ However, the agency found that it was required to impose ameliorative

Mditions “to eliminate what would otherwise be transaction-caused diminutions g i




of competition” at a number of specific points, including Superior, NE, in the
Pueblo-Fort Worth Corridor, at Amarillo, Plainview, Lubbock, TX, and several
other specifically-identified points. /d. These, the agency said, were “problem
areas.” Id. at 63. The hallmark of these “problems areas” was that the applicants
in that case both served these points, called “2-to-1” points, and that after the
merger these points would be served by a single carrier.

In the BN/SF Control proceeding, The National Industrial Transportation
League participated actively, filing evidence that specifically focused on the 2-to-
1 point “problem areas” identified in the agency’s decision. In its decision, the
ICC credited the League’s study, along with a similar study offered by the
Department of Justice. The agency noted, for example, that the importance of
competitive rail service at several of the “problem area” points “is well
documented by the DOJ and NITL analyses.” Id. at 64. The agency imposed
. pro-competitive conditions on the merger at these problem areas “because we
think that such conditions are required to ameliorate the anticompetitive

consequences that would otherwise flow from an unconditioned merger.” /4. at
84,
With respect to the proposed transaction now before the Board, the League
i:believes that the analytical process in evaluating the potential anticompetitive
ffects should be a three-step one. First, the agency should evaluate whether the
roposed transaction, without consideration of the BNSF Access Agreement,
'ould have an adverse effect on competition among rail carrie:s .a the affected
gion. Second, if the answer to that question is in the affirmative, then the
goard should determine whether the BNSF Access Agreement eliminates the
\j‘f effect on competition. Third, if the Board finds that the Access

feement does not completely eliminate the adverse effect on competition, then

agency should determine whether there are any other forms of competition -- .
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intermodal, product, or geographic -- that would completely eliminate the
adverse effect. If the answer to this final question is in the negative, then the
Board should determine the conditions that must be imposed in order to cure the
anticompetitive effects.

In this Section, the League sets forth its view of the evidence that it believes
clearly shows that, without consideration of the BNSF Access Agreement, the
proposed merger wili have serious anticompetitive effects not only at particular
points (as was the case in the BN/SF Control proceeding, aithough the points
affected here are far more numerous aiid involve far larger amounts of traffic),
but also that there are serious anticompetitive effects in larger areas such as
states, regions, and corridors. The Board must specifically consider each of

these. As noted in the accompanying Verified Statement of Dr. Shepherd,

[tthe merger’s anticompetitive effects occur in specific
markets, areas and regions, and the cures for those effects are
matters of specific detail. An assessment only of the merger’s
total effects will not clarify those individual effects.

Shepherd V.S., p. 4. Dr. Shepherd notes that the relevant markets include not
'j only individual shipping points (and in some cases, individual traffic flows at a
. shipping point), but also corridors and region-wide areas. Shepherd V.S., pp.
- 34-39.
In Section VI below, the League shows that the BNSF Access Agreement
%does not cure the anticompetitive effects of the proposed transaction. In Section
VII, the League submits its view of the evidence that indicates that other forms of
competitior. do not and cannot provide a remedy to the anticompetitive conditions
that would otherwise result from this transaction, even after considering the
effect of the BNSF Access Agreement. Finally, in Section VIII below, the

SaaRlcague sets forth its proposed remedies and the reasons why those remedies

hould be imposed by the Board.
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In this connection, the League would note that there are many other trade
organizations and groups representing persons engaged in the shipment and
receipt of goods who will be submitting comments and evidence in this
proceeding, as well as many other individual shippers and other parties. The
League urges the Board to carefully review those comments and that evidence,
since the Board’s decision must be based on the totality of the evidence in the
case. The League believes that the totality of the evidence clearly will reveal that
there are sericus anticompetitive concerns arising as a result of this proposed
merger, and that significant conditions must be imposed to alleviate those

anticompetitive effects.

A. THERE ARE NUMEROUS AND SIGNIFICANT REDUCTIONS IN COMPETITION
AT TWO-TO-ONE POINTS AS A RESULT OF THE PROPOSED TRANSACTION

As noted by Dr. Shepherd, it is clearly appropriate in this case to identify
. the anticompetitive effects of the proposed merger at specific shipping-points and
. between specific origin-destination markets. Shepherd V.S., pp. 39-40. The
Pcaguc has done so. Specifically, in this case, the League has submitted a traffic
 study identical to the one credited by the ICC in the BN/SF Control decision, by
e same economic consulting firm that submitted a statement in that case, using
c same methodology. That study, which is submitted as part of the Verified
ilatement of Thomas D. Crowley (“Crowley V.S.”) shows significant reductions
R , competition in an area far more extensive than the study in the BN/SF Control
e. Thus, for the same reasons as the agency found in that case, the Board
?pld find here that the proposed transaction, if unconditioned, will have an
dverse effect on competition at a variety of points.
~ As noted in the statement of Mr. Crowley, the UP and SP rail lines overlap

lumerous points located in a number of states west of Mississippi River,

Rrrr
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uding points in the states of Utah, Kansas, California, Texas, Ark
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Louisiana, Nevada, and Missouri. Crowley V.S., Exhibit TDC-1A. Within these
states, the UP and SP alone serve a total of 154 common points, represented by
the 6-digit Standard Point Location Codes as determined from the AAR’s 1995
Centralized Station Master database. That is, the same SPLC number appears in
the data as both a UP station and an SP station. Crowley V.S., p. 9 and Exhibit
TDC-1A. It should be noted that SPLCs are the narrowest definition of
commonly-served points, and do not have even the arguable defects iat might
flow from data that would imply a wider definition of commonly-served points.
A total of 83.4 million tons of traffic originate or terndnate at these points,
producing revenue for the UP and SP of almost $2.6 billion. Exhibit TDC-1B
and 1C. Clearly, a ma:sive amount of traffic is impacted by the proposed merger
at commonly-served points.

Even when the data is examined on a route-specific basis, the direct
anticompetitive impacts of the proposed transaction are extremely large. For this
analysis, Mr. Crowley examincd all traffic originating at a common UP/SP
location that also moved along a route to a destination/interchange at which the

. UP and SP could alsc compete. Crowley V.S., pp. 9-10. One hundred and

. seventy-nine (179) separate routes were identified as “impacted” routes. Crowley

b V.3., p. 12. Almost 9.0 million tons of traffic moved over these routes, which
| traffic generated revenue for the carriers of $321,596,000. Id., and Exhibit

TDC-2. These inclnde, for example, over of traffic from Salt Lake
'; City, UT; of traffic from Orange, TX, in traffic from

'Baytown, TX, in traffic from Brownsville, TX; and in
g iraffic from Pine Bluff, AR.

‘ For example, it might be argued that BEAs should not describe commonly-served points,
ince BEAs may be significantly larger geographic areas, and two rail lines within a BEA may bﬂg

fographically quite separate. SPLCs do not have this problem. . e
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Under the standards set forth in the BN/SF Control decision, there is
clearly potential competitive harm, even when the most narrow market definition
is proposed. A substantial number of points served by both carriers will become
single-rail served origins or destinations, and numerous independent and
independent competitive rail routings will be eliminated. In the BNSF Control
case, the agency identified only a few “problem areas.” Here in contrast, there
are many more “problem areas.” Cf. BNISF Control, slip op. at 55, 63-64.7

Moreover, the “problem areas” involve a number of commodities that are
clearly rail-dependent. Specifically, in Exhibit TDC-1B, Mr. Crowley has listed
all of the commodities originated or terminated at the “2-to-1" points. These
include such commodities as: bituminous coal (STCC 11212, 27.0 million tons
shipped, producing rail revenues of $413.0 million); plastic resins (STCC 28211,
) "_, 3.48 million tons shipped, producing rail revenues of $132.9 million); lumber
| (STCC 24211, 1.286 million tons shipped, producing revenues of $62.3 million);
t crushed stone (STCC 14219, 5.7 million tons shipped, producing rail revenues of
$47.2 million); and iron concentrates (STCC 10113, 2.1 million tons shipped,
roducing rail revenues of $45.8 million). See Crowley V.S., Exhibit TDC-1B.

In the agency’s decision in BN/SF Control, the ICC specifically found that for
; rtain traffic originating or terminating at a point, “truck competition is not a
ignificant factor” because such traffic was predominantly bulk freight. /d. at 63.
ne evidence in this case clearly shows that there are substantial amounts of rail-

pendent commodities moving to or from 2-to-1 points.8

. In broad terms, there is no real dispute by the Applicants that the proposed merger,
‘.- g alone, would have significant anti-competitive effects. Rebensdorf Dep. Tr. 539, 579,
37.

Indeed, in their Application, the Applicants indicate that numerous commodities that are
gally thought of as rail-dependent, such as plastics, bulk chemicals, and others, move over the

€d corridors, including the affec.ed 2-to-1 points. The Applicants seek to escape from oo g
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Similarly, in its decision in BN/SF Control, the agency found that truck
transportation for grain moving from Superior, NE to Chicago, Illinois, Kansas
City, and the Gulf Coast was not a competitive factor because “the distances are
too great.” Slip op. at 63. An examination of the detailed backup to Mr.
Crowley’s routing analysis, see Crowley V.S., Exhibit TDC-2, pp. 2-8, also
shows traffic at 2-to-1 points moving long distances. For example, over

of traffic move from Salt Lake City, UT to and beyond Kansas City, MO;
of traffic move from City of Industry, CA to and beyond East St.
Louis, IL; nearly . of traffic move from Orange, TX to and beyond
East St. Louis, IL; and nearly of traffic move from Pine Bluff, AR
to and beyond Chicago, IL. /d.
_ Thus, in the case, as in the BN/SF Control proceeding, even when the very
‘ narrowest definition of markets is considered, there are clearly severe
. ant‘competitive impacts: (a) significant numbers of points served directly by the
| Applicant carriers would become single-served points; (b) elimination of
fumerous competitive routings; and (c) significant amounts of rail-dependent
qommoditics; and, (d) numerous commodities moving substantial distances.

’4 us, the Board should similarly find that shippers at these points would “sustain

Mmerger-caused competitive harm.” BN/SF Control, slip op. at 63.

?
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Clusion that the proposed merger will cause significant anticompetitive harm by citing the
SF Access Agreement, and by making highly generalized assertions regarding product and
raphic competition on the basis of anecdotal evidence. But as shown in Section VI below, the
Bss‘Agreement does not permit BNSF to serve as an effective competitor, and the assertions of
fppiicants regarding product and geographic competition are not sufficient to support the

ision that there are significant numbers of movements from 2-to-1 points for which there will g i

ective competition.
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B. THERE ARE SIGNIFICANT ANTICOMPETITIVE EFFECTS ALONG CERTAIN
CORRIDORS

Dr. Shepherd also notes that it is necessary for the Board to consider
regional markets in evaluating potential anticompetitive effects of the proposed
transaction. Shepherd V.S., pp. 42-43. Potential anticompetitive effects in such
markets have their own specific dangers. Where, as in this case, the number of
potential competitors has been reduced to just two in the entire western two-
thirds of the United States, each with their own “home area” and “spheres of

influence,” there arises, says Dr. Shepherd,

strong incentives to avoid trying to mount hard competition in
each others’ home areas, corridors and markets. Each
railroad can respond against a challenger by retaliating against
it in many other specific markets throughout the west. The net
gains to BN/SF or UP/SP from invading the other’s home
markets will therefore usually be low or negative.

. Shepherd V.S., p. 42. Thus, the Board needs to take particular care to insure that
E such effects do not occur where the total market in the west would effectively
‘-_ shrink to only two major competitors.
| In past decisions considering whether a particular merger application was
“consistent with the public interest,” the Interstate Commerce Commission did not
concern itself simply with the potential foreclosure of competition at particular
ipoints. Rather, the agency also looked more broadly at competitive harm, and
examined potential competitive effects upon transportation corridors.
Specifically, in SF/SP Control, 2 1.C.C.2d 709, 726 (1986), the agency concluded
hat the relevant freight market in that case was “rail freight transportation over
fertain corridors in the Western United States.” See also, id. at 758-59.
Setting aside for the mcment the effects of the BNSF Access Agreement on

: competitive situation, it appears to be very clcar that for the proposed

insaction, there is likely to be significant anticompetitive effects on competition .
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in several key transportation sorridors. The entire Central Corridor is currently
served by only two rail carriers: the UP and the SP, over largely parallel tracks
extending for over 1,500 miles. The Applicants’ own evidence shows that in the
Nerthern California to Midwest (Kansas City, Chicago) corridor, UP and SP
carry of all rail traffic moving between those two points.
Peterson V.S., Appendix A, P 303. The states of Nevada, Utah, and most of
Colorado are currently served by only these two rail carriers, and the route is an
important one for a variety of commodities. After the merger, these states will
become single-railroad jurisdictions, unless the BNSF Access Agreement can
fully replicate the competition presently being provided by the Applicant
carriers.

Similarly, there are important potential anticompetitive effects from the
Texas Gulf Coast to key Midwest gateways. This area originates massive amounts
of chemicals and plastics traffic destined to points across the United States.
L Again, the Applicants’ own evidence shows that in the Memphis to Houston
- corridor, UP and SP carry of all rail traffic moving between
. those two points. Peterson V.S., Appendix A, p. 307.9
In short, there are likely to be significant anticompetitive effects of the

i proposed merger in certain key transportation corridors.

..%'.
. THERE IS LIKELY TO BE A REDUCTION IN COMPETITION IN THE
i TRANSPORTATION OF IMPORTANT COMMODITIES NATIONWIDE

- L

As noted in subsection IL.A. above, there are numerous rail-dependent

fommodities that will be affected by the proposed transaction at various points




and within various states. The League is aware that shippers of these
commodities will be presenting evidence as to the effect of the merger on their
transportation. While the League cannot address these matters in detail, the
League would urge the Board to closely examine the filings by these shippers in
its assessment of the effect of the proposed transaction.

Moreover, the Board should also recognize that there are certain
commodities, such as plastics, chemicals and perhaps others, in which the
Applicants carry a substantial percent of the total amounts of the product
produced not just within the specific geographic market, but also nationwide.
Again, important evidence will be presented by the shippers most closely
affected. For these commodities, the League urges the Board to take particular
care to insure that all existing competition is carefully preserved, since the
. ramifications of broad anticompetitive effects in such key industries pose an

' extremely disturbing state of affairs.

/. THE BNSF ACCESS AGREEMENT DOES NOT AND CANNOT
' PROVIDE EFFECTIVE COMPETITION AT AFFECTED POINTS AND
IN AFFECTED AREAS

Throughout their Application, the Applicants have stated that, if there are
ompetitive problems posed by this transaction, these problems will be cured
icause the Applicants’ agreement with the BNSF will permit that carrier to
bvide effective competition at affected “2-to-1” points. The testimony of
fous witnesses, claim the Applicants, demonstrates that the BNSF Access
ment’s “compensation and service terms will ensure strong competition.”
lication, p. 20. Thus, the BNSF Access Agreement is portrayed as at least the
jal cure for anticompetitive problems at 2-to-1 points and within

portation corridors.




However, if the Access Agreement does not provide effective competition,
and if there are no other forms of effective competition (a matter discussed in
Section VII below), then under long-standing precedent the proposed transaction
cannot be approved by the Board without the imposition of substantial conditions
tc cure the potential anticompetitive effects. Indeed, in BN/SF Control, the
agency recognized that it was required to impose conditions to cure the
anticompetitive effect of that merger even as to the relatively limited number of
geographic points affected. As set forth in Section V. above, the anticompetitive
effects at 2-to-1 points are much more extensive in this transaction when
compared to the number and importance of the 2-to-1 locations considered by the
agency in BN/SF Control. Concomitantly, the obligation of the Board to impose
ameliorative conditions (and the extent of those conditions) is even greater than
was the case in BN/SF Control, if the BNSF Access Agreement does not in fact
preserve the full measure of existing competition.

The question, essentially, is whether, as a result of the Access Agreement,
| the BNSF will be truly “in the market,” and will truly be able to provide “hard

. competition.” The economic context of this matter is put clearly by Dr.
Shepherd:

If a carrier merely has physical operations at a point or in an
area, that alone does not establish that the carrier is genuinely
substitutable for other carriers’ services in the market. Each
carrier must also be fully able to provide comparable services
(outgoing and incoming) linked to other areas and points, and
at comparable prices.

The carrier must also iiave the abilities and incentives to seek
shippers’ business actively, in competition with others. And it
must have a substantially equal chance to get it. If instead a
carrier is physically present but is inactive, or is impeded, or
is burdened with higher costs, then that carrier’s services are
not genuine substitutes in the market.

-130 -




Shepherd V.S, p. 13.

In this connection, the League believes that the claims of the Applicants
regarding the pro-competitive effects of the BNSF Access Agreement must be
very carefully tested by the Board. Speculation simply will not do. Given the
breadth of the potential anticompetitive effect; the seriousness of the
anticompetitive consequences; and the extreme difficulty of undoing the
competitive harm if problems arise in the future, the League strongly believes
that doubts must be resolved in favor of the imposition of pro-competitive
conditions. In all candor, it will be too late to impose conditions if the sunny
assurances of the Applicants do not in fact come to pass in the months and years
after an unconditioned merger is approved.

The matter, then, rests upon a demonstrated showing by the Applicants that
the BNSF Access Agreement will in fact provide full and effective competition.

It is to that matter that we now tumn.

A. THE ACCESS AGREEMENT DOES NOT PROVIDE BNSF WITH THE TRAFFIC
BASE REQUIRED TO ENABLE THAT CARRIER TO COMPETE EFFECTIVELY
WITH UP/SP IN KEY CORRIDORS

In their Application, the UP and SP boldly state that “[e]very 2-to-1 shipper
'will be served by BN/Santa Fe, and additional competition will be introduced at

numerous points. BN/Santa Fe will gain competitive access to well over $1

billion in traffic.” Application, p. 20 [emphasis added].10 Even more boldly, in

10 However, the access agreement is very narrowly drawn so as to allow BNSF to serve only
ipecific customers who are presently served by both UP and SP. Rebensdorf V.S. 292, 297, and
gep. Tr. 395-418. Thus, even though a particular point, such as San Antonio, might be a point
here the merger would reduce the number of rail carriers from two to one, BNSF will only be
Dle to provide service to those specific customers at each 2-1 point presently receiving service
Pm both UP and SP and no other rail carrier. This severe limitation on BNSF’s access to traffic

ill greatly limit its ability to compete. Moreover, even though the access agresment appears to
ow BNSF access to new customers locating at a 2-1 point, there is alrcady: significant

sagreement between BNSF and the applicants on the record about BNSF’s access under the e
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the BNSF’s “Comments on the Primary Application,” filed December 29, 1995,
witness Larry M. Lawrence submitted a verified statement that analyzes the
BNSF Access Agreement. Mr. Lawrence concludes that the Access Agreement
“is a complete and sufficient remedy for the loss of competition” for locations
where the merger eliminates access to the UP and SP; that BNSF “will gain access
to offer a sizable market opportunity and attractive traffic density”; ard that
BNSF “should be motivated to compete aggressively for this traffic.” Lawrence
V.S., p. 3. Mr. Lawrence claims that BNSF will gain “new market access” to UP
ana SP traffic in the amount of $1.812 billion of traffic, and at the 2-to-1 points
alone, Mr. Lawrence claims that BN will be able to compete for $1.062 billion
worth of new traffic. Lawrence V.S., Table 6, p. 3-5.
This traffic claim is crucial in determining whether BNSF will indeed be
. an effective competitor over the lines to which BNSF has been granted access.
,' This is because of the essential role that traffic density plays in the economics of
- railroading, and the concomitant competitiveness of a particular railroad service.
Indeed, in SP/SF Conirol, the Interstate Commerce Commission rejected certain
 proposed conditions because the “resulting lower traffic density” would make the
6perations being considered less economic. SP/SF Control, 2 1.C.C.2d at 825.11

The same considerations apply here.

First of all, there appears to be little doubt that the railroad industry

exhibits economies of density across a wide band of railroad output. See, e.g.,

igreement to new customers and new facilities. Compare Rebensdorf Dep. Tr. at 187-188, 796-
84 with Ice Dep. Tr. at 410-414.

B Athis deposition, Mr. Richard Davidson noted that traffic density is a key ingredient in the
ecessful use of run-through agreements, a type of trackage access: “The key to it is a certain
fume going to a certain destination. I mean it really makes no difference whether it’s intermodal

Whatever type of freight. it’s the volume and. the origin and destination points that are the .

portant thing.” Deposition of Richard Davidson, transcript at p. 117.

i
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Coal Rate Guidelines - Nationwide, 1 1.C.C.2d 520, 529-32 (1985).12 The
Railroad Accounting Principles Board noted that the influences on cost that result
from economies of density are substantial. Railroad Accounting Principles, Final
Report, Volume 2, p. 107 (1987).

Density is important for a number of reasons related to the cost, and
therefore to the overall competitiveness, of a particular railroad’s operations.
First of all, all other things being equal, variable unit cost declines as density
increases, since few railroad costs -- even operational costs -- are 100 percent
variable.13 Thus, as traffic density increases, unit costs decline as costs are spread
out over more units. Competitiveness therefore increases. Secondly, railroad
costs exhibit a step function: where operations are undertaken into an extensive
new territory (even where tracks are already in place, such as in a trackage rights
situation), a minimum level of investment -- fueling stations, repair facilities,
crew facilities, and the like -- must be in place before the first pound of traffic is

. transported. In order to pay for the minimum level of investment, a minimum
. level of traffic -- in other words, a minimum level of density -- will need to be

. available. Dr. Shepherd summarizes the general point succinctly:

BN/SF’s entry and survival will depend on its obtaining
enough traffic density. That is the standara determinant of
success in network-based industries such as railroads. Only by
gaining quickly as much traffic flow as UP/SP already has
might BN/SF acquire an equal :conomic footing with UP/SP as
a competitor . . . .

g!2 Indeed, in that proceeding the railroad industry claimed that such economies are present
even in the case of already high-capacity lines. See id. at 531.

B See Adoption of the Uniform Railroad Costing System As A General Purpose Costing . |
ystzm For All Regulatory Costing Pyrposes, 5 1.C.C.2d 894, 924-933 (1989). il
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Shepherd V.S., p. 46 [emphasis in original].14

The evidence developed by the League and sumrmarized below shows that
in both the Houston to Memphis corridor and in the Central Corridor traffic
volumes are substantially below volumes required to Justify infrastructure
investment and operational expenses to be incurred. In other words, under the
inexorable loic of railroad economics, the traffic that is available to BNSF for
transport over the line simply is not great enough to make it worth BNSF’s while
to compete vigorously, or perhaps to even compete at all. Therefore, the BNSF
Access Agreement is not and cannot be the solution for the patently

anticompetitive effects of the proposed transaction.

The bold claims by the Applicants and Mr. I.awrence concerning available
traffic to the BNSF are simply wrong. As shown in the Verified Statement of
i Mr. Crowley, Mr. Lawrence’ claims are vastly overstated, and present a false
: picture of the actual traffic that is likely to be captured by the BNSF.
| As shown by Mr. Crowley, Mr. Lawrence’s study suffers from a number
 of flaws. First of all, Mr. Lawrence’s figures include numerous movements in

' which, though BNSF will have formal “access” to the traffic at either the origin
‘ the destination, UP and SP serve both the origin and the destination. But this
/SP “local” traffic after the merger will not be truly available to the BNSF, as
. Lawrence ciaims, since the merged UP/SP will be able to take a number of

Wctions that will preclude BNSF from ever being able to carry this traffic. In

Dr. Willig also recognized the need for sufficient traffic to enable BNSF to achieve
fficient economies of density, scoge and scale to compete effectively with a merged UP/SPinthe
*cted areas. Willig Dep. Tr. at 435. e
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other words, the UP/SP will control the movement.!S Indeed, the Applicants’
own witness Peterson in another context more realistically assumes that 90% of
all such local traffic will be retained by the carrier controlling the movement, in
this case, the merged UP/SP. See Crowley V.S., p. 24; Verified Statement of
Witness Peterson, p. 292,

Additionally, Mr. Lawrence’s $1.812 billion figure assun.es that BNSF can
capture all of the non-local UP/SP traffic: a patently unrealistic assumption,
particularly given the handicaps that will be discussed in succeeding sections of
these Comments. Again, Applicants’ wiiness Peterson assumes in another conicxt
that the BNSF will capture only half of the theoretically “available” traffic.
Crowley V.S., p. 24; Verified Statement of Witness Peterson, p. 292.

When these and other errors are corrected, the likely revenues to which
BNSF will have access are only $258 million, and not the $1.812 billion advanced
by witness Lawrence. Crowley V.S., p. 25.

On the basis of his inflated $1.812 billion figure, Mr. Lawrence claims that
each line to which BNSF gets access will present sufficient density such that
- BNSF could be expected to compete aggressively. He “proves” this point by
| comparing two cases in which BNSF will own the line to the BNSF system
- average revenues per mile of track. He concludes that, on those lines, that the

potentially available revenues per mile of track to BNSF will substantially exceed
| the BNSF system average revenues, providing, he claims, a strong incentive to

BNSF to compete. Lawrence V.S., p. 3-5 to 3-6.

Ly

15 Indeed, the agency itself has recognized this fact numerous times in merger proceedings,
under the rubric of its discussion of the so-called “one-lump” theory. Specitically, the agency has
fuled that a carrier with a destination monopoly will be able to “push the through rate as high as
Possible and keep the monopoly profits to itseif. . . .” UP/MP Control, 366 1.C.C. at 538. Where
the destination monopoly is the samc carrier as one of the carriers that serve the origin, this is ol
imply another way of saying that the destination monopoly can push the through rate to the point .4
the shipper will take the simple-line rate. e o
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However, when Mr. Lawrence’s overstatements are corrected. it tums out
that the revenue per mile over each of the segments nver which access has been
given is substantially Jess than BNSF system average revenue. For example, Mr.
Lawrence calculates that over the Houston to New Orleans segment, the
potentially available revenues available to BN vnder the Access Agreement are
over $654,000 per mile, compared to system average revenues per miie of
$246,000: apparently an attractive opportunity to BNSF. /d. However, when the
correct values are used, the Houston to New Orleans segment will generate no
more than about $151,000 per mile, compared to BNSF’s system average
revenues of $246,000 per mile. Indeed, this $151,000 per mile figure is less than
BNSF system average cost per mile of about $210,000. Crowley V.S., p. 26.
Overall, the situation is even worse: the revenue per mile for all the trackage

rights segments is only $68,000 per mile, compared to BNSF’s system average

s revenue per mile of $246,000, and system average cost per mile of $210,000.

, The conclusion is inescapable that the traffic that is in fact available to
. BNSF -- even if other significant handicaps are not considered -- is substantially
L less than that claimed by the Applicants, and substantially less than that which is
# necessary to permit BNSF to engage in “hard” competition.

: Mr. Crowley’s analysis did not stop at simply a review of the traffic
available at the 2-to-1 points in order to determine whether the BNSF would be
able to utilize the trackage rights granted in the BNSF Access Agreement. In
dition, Mr. Crowley also examined the eligibility of other traffic for BNSF

ransport over the Houston to Memphis corridor. as well as over the Central

Eorridor. Crowley V.S., pp. 40-46, 59-63. In other words, he exam_incdr .
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whether the small amount of traffic from the 2-to-1 poiats, plus BNSF traffic
from other locations that might use the new trackage rights, might still permit
viable and economic operations. He has concluded that in both cases, divertable
traffic volumes over key trackage rights lines are substantially below volumes
required to justify infrastructure investment and operational expenses.

In making this analysis, Mr. Crowley examined each movement of traffic
originating or terminating in the respective areas and/or traffic that could qualify
for use of the line originating on points outside of the line. Traffic was placed in
three categories: (a) traffic available from 2-to-1 locations along the two
corridors; (b) traffic originating or terminating off the corridor, but which could
be rerouted to use the trackage rights over the corridor; and, (c) traffic newly
available to BNSF from non-Class I railroads with which BNSF will be permitted

' to interchange. In making the analysis, Mr. Crowley utilized the same

| assumptions as the Applicants’ witness Peterson regarding the traffic from 2-to-1
locations that BNSF could expect to obtain.

' The results are striking. At the 2-to-1 locations in the Houston to Memphis

corridor -- a key pathway for important plastics and chemical traffic originating

- 6n the Gulf Coast -- total traffic was over 5.0 million tons. Crowley V.S., p. 44.

dowever, of this traffic originated and terminated on the UP or SP,

ma ing it virtually impossible for BN to capture. “Probable” BN traffic --

suming that BNSF even desired to compete vigorously despite the severe

iandicaps -- was only about When reroutes of traffic from origins

73 fiestinations off the line and interchanges from non-Class I railroads were

Q\ -’:.ted, and conservative assumptions made regarding the average lading in a

only .57 loaded trains per day -- a loaded train every other day -- will be

tried over the Houston to Memphis corridor, even assuming that BNSF would

'7".: to surmount all other financial and operational handicaps. 1d. at p. 46. e 2
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The situation is similar on the Central Corridor. Though there are
theoretically over 24 million tons of traffic “available” at the 2-to-1 points, UP or
SP control fully , since the traffic
moves from these 2-to-1 points to a UP or SP terminal. Again, BNSF will --
using the same assumptions that the Applicants’ witness Peterson has made -- have
scant chance to capture this traffic. Again, even when traffic reroutes and non-
Class I interchanges are considered, BNSF will be able to transport, even
assuming all other handicaps are overcome, only one loaded train a day over the
entire Central Corridor over which it has been giv.a trackage rights under the
Access Agreement. Id. at page 62.

As Dr. Shepherd notes when considering the data presented by Mr.

Crowley,

BN/SF appears to be barred at the outset from a clear majority
of the markets into which the trackage rights are thecretically
supposed to give it access. [footnote omitted] . . . That will
automatically prevent BN/SF from gaining traffic density
enough to lower its operating costs toward a reasonable ability
to compe.w with UP/SP. Looked at objectively, a barrier this
severe would be quite sufficient, in many or most other
markets in the U.S. economy, to deter a rational entrant even
from trying to enter.

'Shepherd V.S., p. 49.
i ' It should be noted that these traffic calculations are extremely conservative,
because, as Mr. Crowley noted, they do not take into account the fact that much
l affic at the 2-to-1 locations is already under contract to the UP or SP, who have
~ course been operating over these lines for many years. As Dr. Shepherd
fotes:

Many large shippers are locked into long term contracts, up to
10 years in duration. If a substantial number (say, half) of
shippers are locked into contracts in any year, then there is no

substantial window of contract renewals which gives BN/SF a s v
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chance at a large volume of traffic, enough to justify the
volume of investment and railroad costs necessary to enter the
market in appropriate scale.

Shepherd V.S., p. 48.

Thus, when these existing UP and SP contracts for traffic at the 2-to-1
locations are considered, there is even less traffic available to BNSF at any
particular time to support viable, economic, and competitive operations.

Finally, it is crucial to note that the above traffic estimates assume that
there are no other barriers to effective competition by the BNSF. But that, in
fact, is not true. Operations under the BNSF Access Agreement face numerous
other obstacles: operational barriers; infrastructure barriers; and cost barriers. It

is to these subjects that we now tumn.

" B. THE BNSF ACCESS AGREEMENT WILL NOT PROVIDE EFFECTIVE
COMPETITION BECAUSE BNSF WILL BE HANDICAPPED BY A VARIETY OF
SIGNIFICANT OPERATIONAL PROBLEMS

{ There are a variety of operational problems that will severely handicap
(BNSF in providing effective competition to the merged UP/SP in both the
Houston to Memphis corridor and in the Central Corridor.
; As an overall matter, it should be noted that the Operating Plan presented
by the UP/SP in the merger Application sets forth deta:led descriptions of how
the Applicants intend to arrange their operations. But despite the fact that the
’ NSF Access Agreement was sighed more than two months before the Applicants
submiited their Application, and despite the fact that the Applicants touted the
ccess Agreement as a key “solution” to the anticompetitive effects of the
fierger, “notably lacking in the UP/SP Operating Plan is any semblance of a

tailed description and rationale of projected BNSF operations over the 3,800-

1' trackage rights complex which BNSF will theoretically provide competitive & |
fvice.” Crowley V.S., pp. 30-31. Wi
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Specifically, the evidence provided by Mr. Crowley dramatically contrasts
the detail and specificity presented in the UP/SP Operating Plan with the vague
and general description of BNSF’s service offered by witness Owen, who
submitted a verified statement in BNSF’s “Comments on the Primary
Application” filed December 29, 1995. Crowley V.S., pp. 31-39.

Indeed, in his deposition, BNSF witness Owen admitted the inadequacies of
his “plan,” conceding that his verified statement was “not designed to be from its
outset an operating plan per se in the context of ICC regulations™; that it does noi
obligate BNSF to provide any level of service; and that even inasmuch as it
reveals BN’s mere “intentions,” these were the “intentions” as Mr. Owen could
divine thern only at the time that his statement was prepared and could “change
dramatically.” Deposition of Neal Owen, transcript at pp. 24, 27-28. Mr. Owen
did not talk to a single “2-to-1” shipper in developing his description of the
intended service; had no specific knowledge about how much SP traffic is open to
BNSF competition; made no evaluation of the cost to BNSF of providing service;

and made no estimate of the length of time that it would take for BNSF to achieve

. the service levels outlined in his statement. Id. at pages 15-16, 36-38, 47-53,
- 300-301. Indeed, Mr. Owen indicated that he had not even reviewed the UP/SP
| traffic study in developing his own comments as toc BNSF’s “intentions.” Id. at
£55-56. Clearly, the Board cannot rely on either the evidence presented by the
Applicants nor the evidence presented by Mr. Owen!6 in evaluating the feasibility

of BNSF’s “intended” operations under .he Access Agreement.

B0 It is altogether curious that, despite the fact that BNSF has many, many persons fully

gualified to discuss BNSF’s operations under the Access Agreement, BNSF relied not on its own
gpert personnel, but on an outside consultant. BNSF witness Ice, who also presented a short

pecrified Statement in BNSF’s “Comments on the Primary Application,” simply “blesses” Mr.
ven’s general analysis, without adding any other authoritative detail. The Board is entitled to
E3w adverse inferences from BNSF's unwillingness or inability to present its'own corpora
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It is not enough for the Applicants to say that it is not necessary for BNSF
to have such a detailed operating plan, or that it is customary for operating plans
for trackage rights to be developed later. For it is the Applicants who chose to
enter into the BNSF Access Agreement long before the Application was filed; it is
the Applicanis who have made the Access Agreement -- and therefore the
feasibility of operations under that Agreement -- the centerpiece of their case;
and it is the Applicants who must show that the Access Agreement can in fact

cure ithe patent anticompetitive effects of the proposed transaction.

o ial O tonal Prob i the H Memohis Corrid
In the key Houston to Memphis Corridor, the UP/SP Operational Plan

specifies that northbound UP/SP traffic will, after the merger, use the former UP
line between Houston and Memphis, and southbound UP/SP traffic will use the
former SP line between those same two points. Crowley V.S., pp. 47-48. The
trackage rights granted to the BNSF under the Access Agreement, however,
borovide BNSF access anly to the former SP track for all BNSF traffic (i.e.,
' °ﬂ- orthbound and southbound BNSF traffic), i.e., the track over which southbound
P/SP traffic will flow. Thus, even assuming that BNSF successfully competes
Or hazardous chemicals traffic originating on the Gulf Coast destined for
fidwest gateways, it will have to “swim upstream” against the constant UP/SP

uthbound flow. /d. Compounding the problem is the fact that the former SP

> is “dark,” that is, unsignalled, a cause for particular concern since it would

iflpposcdly carrying hazardous chemicals traffic that BNSF would allegedly
ture” from the UP/SP. 1d.'7

1S to discuss BNSF’s own corporate operations over the trackage that is the subject of the
8 Agreement.

It should be noted that witness Owen did not even become aware of the “directional ﬂM

i until after he made site visits to the Houston to Memphis corridor in preparation for hisgy
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Several other operational problems will handicap BNSF. Among the most
important for plastics traffic is the lack of BNSF storage facilities. Witnesses for
the Applicants have conceded that Storage capacity is a critical factor in the
transportation of plastics and that storage capacity is a key element in the
negotiation of contracts,!8

Moreover, the very nature of the operation of trackage rights over such an
extended length of track tends to mitigate againsi effective competition. The
merged UP/SP will, by virtue of their operational control of the track, be able to
monitor precisely the traffic volumes carried by BNSF: a significant competitive
advantage. Because BNSF will not be able to control its operations, it will not be
able to offer better service than UP/SP, even assuming that UP/SP punctiliously
observes the vague “no discrimination” requirement set forth in the Access

)‘ Agreement.!? Crowley V.S., p. 88.

2. Qperational Problems in the Central Corridor

Simila: operational concerns face BNSF on the Central Corridor. Under

fhe Access Agreement, BNSF is granted trackage rights over the current SP route

entation; did not know why the BNSF took trackage rights over the SP’s line as opposed to
the UP’s line; and conceded that the SP line had a lower capacity than other lines between Houston
I° Memphis, lacks CTC, has less frequent sidings, and undulates. Deposition of Neal Owen,
Lranscript at pp. 128-29, 136-40.

% Deposition of Neal Owen, transcript at Pp. 189-202; deposition of Richard Spero,
fanscript at pp. 68-71, 117.

There would appear to be on this record severe questions as to whether the “non-

imination” clause is at all sufficient to prevent interference by UP/SP with BNSF's operations

er the trackage rights. Mr. Crowley’s Verified Statement cites to recent problems between BN

d the UP’s former subsidiary, the Chicago and North Western Transportation Company

SNW?) in operations over the joint line controlled by BN in the Powder River Basin. Crowley

S, pp. 29-30. UP’s witness Davidson noted that a run-through agreement with the SP in El
© “failed miserably because they had a competing train that originated at points in the East and i
% always ensured that their train went first.” Deposition of Richard Davidson, transcript at p. . g
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between Denver, Colorado and Ogden, Utah. In selecting their own single line
route between Denver and Ogden, the Applicants have elected to use the current
UP route. Crowley V.S., p. 63. The reascn for this choice is set forth in the
UP/SP Operating Plan: “UP has the superior route between Chicago and Ogden
by any measure . . .” and “[t]he SP route [to Ogden] via Kansas City and Pueblo is
slow and circuitous. . . .” Application, Volume 3, p. 116.
Other operational problems involve the very long distances that BNSF will
have to traverse in order to reach its own lines where there are facilities. For
example, Mr. Crowley points out that BNSF’s witness Owen projects that each
one-way transit of the Central Corridor will require six crews, but no
1 explanation is given as to the source or the management of this manpower
i requirement over the huge distances involved. Crowley V.S., p. 64. Again, the
:‘ deposition of Mr. Owen on this point dramatically illustrates how woefully
. inadequate the description of BNSF operations are, and how unrealistic it is to
assume that BNSF will be able to provide effective competition over a route over

which it has no control, no fac:lities, and no investment.20

. THE BNSF ACCESS AGREEMENT WILL NOT PROVIDE EFFECTIVE
COMPETITION BECAUSE BNSF WILL BE HANDICAPPED BY A VARIETY OF
SIGNIFICANT INFRASTRUCTURE PROBLEMS

As noted above, the traffic volume capturable by BNSF to and from the

\Gulf Coast and transported over the Houston to Memphis Corridor amounts to
or y .57 loaded trains per day. Crowley V.S., p. 46. This traffic would be
ansported over approximately 675 miles of track between the two points. /d. at

). Over the nearly 1500-mile Central Corridor, traffic volume capturable by
SF will amount to about one loaded trains per day. /d. at 62. In order to

Dwen Deposition, pp. 238-44, 251, 257-58.




operate even this level of traffic, BNSF would have to make substantial
investments. In his Verified Statement, Mr. Crowley has examined the amount of
investment and the cost of that investment, in order to determine whether the
traffic levels are sufficient to Justify the amount of investment required.

The evidence clearly. shows that they are not. In the Houston to Memphis
Corridor, Mr. Crowley has estimated that a $97,500,000 total investment will be
required in crder to operate over the route. This includes: new locomotives (%12
i million); locomotive maintenance facilities ($5.2 million); car shops ($14.7
. million); fuel servicing facilities ($4.8 million); connections ($9.2 million);
»A terminal expansions ($43.4 million) and the like, for a total annual cost of $18.9
million. Crowley V.S., p. 56.
| The cost in the Central Corridor is similar. Required investments would
similarly include locomotives, locomotive maintenance facilities, car shops, fuel
servicing facilities, connecticns, and terminal expansions. Because the distances
'are $0 much greater, the total investment required is also greater: $183,000,000,

for an annual cost of $36.1 million per year,
| BNSF is presented with a classic dilemma in deciding whether to make the

‘ quired investments. As Dr. Shepherd notes,

To enter significantly in any markets at all, BN/SF will need to
enter at a large scale over broad areas and corridors, in order
to have a substantial and flexible full-service system to offer
shippers.

That will require BN/SF to make a large volume of new
d grees of risk since they depend

s of the traffic (which is highly
unlikely, as I have noted) The risk is all the greater
because it is a gamble on getting large future volumes of
traffic. BN/SF will have to make those investments in advance
of obtaining actual customers.




The investments will be in the nature of sunk costs, which
BN/SF will not be able to recover if it is forced to exit the
market. Such costs are particularly strong deterrents to entry.

Shepherd V.S., pp. 51-52.

D. THE BNSF ACCESS AGREEMENT WILL NOT PROVIDE EFFECTIVE
COMPETITION BECAUSE BNSF IS AT A SIGNIFICANT CosT
DISADVANTAGE AS COMPARED TO UP/SP

Added to all of the other handicaps that BNSF will face in attempting to
provide erfective competition is the cost disadvantage that it will have in
operating over the trackage rights from Houston through Memphis to St. Louis
and the Central Corridor.

Along the Houston through Memphis route, Mr. Crowley calculated the
costs for the UP/SP to operate over the route, utilizing the methodology utilized
by UP’s witness Rebensdorf. Crowley V.S., pp. 57-58 and Exhibit TDC-5 to
TDC-11. BNSF costs were calculated based on the trackage rights fee set forth in
L the Access Agreement, plus variable “above the track” costs. /d. Mr. Crowley
calculates that the UP cost of scrvice is $1 1.57 per ton, whereas BN’s cost over
the trackage rights will be $13.69 per ton, or almost 20 percent higher than the
" cost to UP. Indeed, it would cost BNSF less to traverse its own line ($12.53 per
ton) than over the trackage rights ($13.69 per ton).

BNSF faces a similar cost handicap in the Central Corridor. There, the

"§st per ton to BNSF is $23.62, versus a cost to UP of $20.09, or nearly 18

Percent higher than the UP’s cost.2!

Finally, the cost handicaps under which BNSF will labor will only be exacerbated in the
pure. This is because the adjustment procedures utilized in the Access Agreement are based on
f0 of the Rail Cost Adjustment Factor unadjusted for productivity. But that formula fails to track

£ 8ains in productivity that are being experienced and will be experienced by the UP and SP, As

Esult, BNSF’s cost -- its trackage rights payment -- will increase, while the merged u" s, i

s will. not. See Crowley V.S., pp. 76-79. e
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As Dr. Shepherd notes, cost barriers as large as these “would probably
deter rational potential entrants from most markets elsewhere in the economy,
and there is no reason that BN/SF could ignore this extra cost burden in this
situation.” Shepherd V.S., pp. 50-51.

This analysis demonstrates that, in spite of the UP’s assertion that it intends
to provide a level playing field for BNSF by establishing a “reasonably
comparable cost structure”,22 it has significantly handicapped BNSF’s ability to
p-ovide competitive service over the nearly 4,000 miles of trackage rights
granted to BNSF by the Applicants in the Access Agreement 23 The applicants
are only creating the appearance of compeiition over these lines.

Compensation for competitive access in merger cases must provide a

“realistic opportunity” for the incoming carrier to provide the competitive

. options lost because of the merger. For example, in St. Louis Southwestern Ry.
. Co. Compensation — Trackage Rights, 8 1.C.C. 2d 80, 81, n.3 (1991) (“SSw
. Compensation” ), the ICC said:

(1) "In order to provide a realistic opportunity to compete, the
trackage rights tenant should operate over the involved lines under
economic conditions comparable to the landlord's."(2) "[T]hese
trackage rights are granted for the purpose of maintaining
competitive balance * * *, Therefore, any terms so onerous to the
tenant as to defeat the purpose of the trackage rights cannot be
considered just and reasonable."

(citation omitted; quoting from UP/MP Control, 366 1.C.C. at 590).24 In this

Case, the negotiators of the access agreement made no effort to ensure the

Rebensdorf Dep. Tr. 373, 376-77.
Rebensdorf Dep. Ex. 4, p. N04-70002.

In testimony submitted in one phase of the SSW proceeding, applicants’ witness Dr. Willig
fognized the need to apply what he called the “parity principle” to ensure optimal allocationof &
burces. To quote Dr. Willig (joined by his colleague Dr. William J. Baumol in testimony f
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trackage rights fees established by the agreement bore any relation to the costs of
the UP or the SP incurred in operating the same lines. Rebensdorf Dep. Tr. at
210-211, 357, 363.

E. THERE ARE OTHER ANTICOMPETITIVE EFFECTS THAT MAY OCCUR THAT
ARE NOT CURED BY THE ACCESS AGREEMENT

The Verified Statements of Dr. Shepherd and Mr. Crowley identify a
number of other problems with the proposed transaction, two of which should be
mentioned specifically here.

First, Mr. Crowley notes that, despite the fact that the Access Agreement
was intended to preserve two-railroad competition for all “2-to-1" customers,
there are 25 stations listed in the SPLC data that were not specifically addressed
in the Access Agreement. Though the Access Agreement contains a clause that
indicates that the parties will provide for customers located at 2-to-1 points that

I are not specifically referred to, carriers should be required to be specifically

address the matter now. Crowley V.S., p. 13 and Exhibit TDC-3. Similarly, the

f Access Agreement identifies 23 rail stations which are 2-to-1 locations for which
. BNSF is not provided trackage rights; instead some unspecified type of
| “alternative arrangements” will allegedly be provided. Aguin, this matter should
 be addressed specifically, and the opportunity and means to compete effectively
 should be specifically granted. Crowley V.S., p. 14 and Exhibit TDC-4.

Finally, there are a number of non-Class I carriers, some of which are
‘ srminal rail carriers connecting to the UP and/or SP and other carriers, in which

the UP and SP have currently either an equal and/or a minority ownership. As a

fesult of the proposed merger, the merged carrier will control either 100 percent

P): “A central competitive principle in the pricing of trackage rights imposed for competitive
fasons in a mergsr context ... requires the tenant to pay the same price for use of the joint facilitics a
e landlord implicitly charges its own shippers for identical use of the same facilities.” Willig ol
p. Tr. at 427-429, and Willig Dep. Ex. 1 at 3. -
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trackage rights fees established by the agreement bore any relation to the costs of
the UP or the SP incurred in operating the same lines. Rebensdorf Dep. Tr. at
210‘211, 3579 363.

E. THERE ARE OTHER ANTICOMPETITIVE EFFECTS THAT MAY OCCUR THAT
ARE NOT CURED BY THE ACCESS AGREEMENT

The Verified Statements of Dr. Shepherd and Mr. Crowley identify a
number of other problems with the proposed transaction, two of which should be
mentioned specifically here.

First, Mr. Crowley notes that, despite the fact that the Access Agreement
was intended to preserve two-railroad competition for all “2-to-1" customers,
there are 25 stations listed in the SPLC data that were not specifically addressed
in the Access Agreement. Though the Access Agreement contains a clause that
indicates that the parties will provide for customers located at 2-to-1 points that
are not specifically referred to, carriers should be required to be specifically
L address the matter now. Crowley V.S., p. 13 and Exhibit TDC-3. Similarly, the
b Access Agreement identifies 23 rail stations which are 2-to-1 locations for which

. BNSF is not provided trackage rights; instead some unspecified type of
“alternative arrangements” will allegedly be provided. Aguin, this matter should
' be addressed specifically, and the opportunity and means to compete effectively
 should be specifically granted. Crowley V.S., p. 14 and Exhibit TDC-4.

Finally, there are a number of non-Class I carriers, some of which are
terminal rail carriers connecting to the UP and/or SP and other carriers, in which

the UP and SP have currently either an equal and/or a minority ownership. As a

fesult of the proposed merger, the merged carrier will control either 100 percent

P): “A central competitive principle in the pricing of trackage rights imposed for competitive
8asons in a merger context ... requires the tenant to pay the same price for use of the joint facilities

e landlord implicitly charges its own shippers for identical use of the same facilities.” Willig e .

p. Tr. at 427-429, and Willig Dep. Ex. 1 at 3.
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F.  SUMMARY

There is simply no qQuestion that a candid review of the BNSF Access
Agreement leads directly to the conclusion that the agreement does not and cannot
provide an effective substitute for the direct rail-to-rail competition -- hard
competition -- that currently exists in the Texas Gulf Coast and Central Corridor
markets between UP and SP, The current competition is effective because both
the UP and the SP have access to large amounts of traffic upon which they can
draw in ordecr to make the inexorable economics of railroad density work in the
favor. The current competition is effective because both railroads control thei.
own destinies: they own their own lines, and therefore can arrange railroad
| operations efficiently, without having to seek permission from a landlord carrier.
¢ The currsnt competition is effective because both carriers can take steps to
| control their own cost structure and reduce their own costs | competitive levels
_'io the best of their ability. The current competition is effective because both
barriers own sufficient facilities within the area to support broad, flexible and
fﬁcicm service to the shippers within their service ter ‘tory. And the current
mpetition is effective because neither carrier’s costs and operations are

fransparent to its competitor, and because productivity improvements can quickly

dccrue to the carrier that deveiops them.

~ None of this is true with respect to the BNSF Access Agreement. Under
g¢ Access Agreement, BNSF will be severely restricted in the amount of traffic
galistically available to it. It will need to coordinate operations with its

fpetitor, and will be unable to quickly and rlexibly offer service
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enhancements. BNSF will need 1o make substantial, risky investments in facilities
located on a line that it does not own. BNSF will suffer from a permanent cost
disadvantage, whose magnitude is only likely to increase over time. And BNSF’s
every move will be made under the watchful eye of its competitor, who will
control access to and operations over the very track over which BNSF is to
compete. If BNSF suffers interference caused by its compe:itor, such
interference can be checked only by resort to long-delayed, uncertain, and thus
very imperfect remedies in the courts, after a legal challenge based on the vaguest
of promises that the merged UP/SP will not “discriminate.”

Clearly, the Access Agreement cannot form the basis of a judicially-

E sustzinable decision that competition in the affected area will be preserved.

L VII. OTHER FORMS OF COMPETITION CANNOT REPLACE EFFECTIVE
RAIL-TO-RAIL COMPETITION IN KEY CORRIDORS FOR RAIL-
DEPENDENT COMMODITIES

If the Access Agreement cannot permit the BNSF to provide effective
competition to the loss of competition posed by the proposed transaction, and if
there are no other rail carriers at the affected points and in the affected region to
provide the required competitive counterweight to the merged UP/SP, then the
] estlon is whether there are other forms of competition -- intermodal, product,

geographxc competition -- that can effectively constrain the potential
tlcompetmve effects. The evidence in this record is clear that they cannot.

First of all, as noted in Section V.A., the proposed transaction involves a
) e variety of commodities, over an area that covers transportation within the

e two-thirds of the nation, and where anticompetitive effects may be felt in
dlstance transportation corridors from the Pacific Coast to the Midwest, and
thc Gulf of Mexico to St. Louis. A number of these products consist of

loadmg, bulk goods transported long distances to markets. Others mvolve_




hazardous materials for which rail is the safest and thus the preferred mode of
transportation. Other goods, such as plastics, are transported almost exclusively
by rail, because of the peculiar circumstances of their manufacture and
distribution.

Given the variety, type and amount of goods involved, and the distances
over which such products travel, there is simply no credible evidence on this
record that intermodal competition, such as competition from trucks or barges,
can effectively replace rail-to-rail competition at affected points and in affected
markets.

In past meiger decisions, the agency has frequently found that long-
distance, heavy-loading commodities must be transported by rail. For example,
in UP/CNW Control, the agency noied:

We have often noted the competitive constraints that trucks can place
upon railroads. . . . We have also noted, however, that, as regards
certain traffic flows (e.g., long-haul movements of heavy bulk
commodities), trucks are not adequately competitive with rail so as
to act as a significant restraint on rail prices. ... The effectiveness
of truck competition largely depends on the nature of the particular
traffic flow. As the haul gets longer andlor the commodity gets
heavier, truck competition becomes less and less effective.

[d. at *156 [emphasis added]. In BN/SF Control, the agency found that truck

transportation of grain from Superior, Nebraska to Chicago, Kansas City, and the

ulf Coast was not a competitive factor, because “the distances are too great.”

d., slip op. at 63.25 Those distances are well within the distances for

, See also, Union Pacific Corporation , et. at. - Control - Missouri-Kansas-Texas Railroad
ompany, et. al., 4 1.C.C.2d 409, 442 (1988), where the agency found that trucks could be

dective competitors for grain only at distances of 250 miles or less. See also 4 1.C.C.2d at 449

key rail commodities . . . may not be truck competitive on the long haul.”) and 464 (for high-

Ik, heavy-loading commodities such as srushed stone, motor carriers are effective only fo:k v o

itances of less than 75 to 120 miles).
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transportation of many of the heavier-loading commodities at issue in this
proceeding. See Crowley V.S., Exhibit TDC-2.

Indeed, in SP/SF Control, 2 1.C.C.2d at 743-44, 756, 764, the ICC found
that trucks did not provide effective competition to rail in long-distance markets
(1,000 miles or more) across virtually all commodity groups, whether or not
they were strictly “heavy-loading” or not. Again, the distances in this
proceeding, particularly along the Central Corridor, equal or exceed that limit.
Crowley V.S., Exhibit TDC-2. Similarly, in that decision the agency found that
“truck service is not a realistic alternative to rail service between the West Coast
and Gulf ports.” SP/S7 Control, 2 1.C.C.2d at 745.26

Barge competition is similarly a weak substitute in many of the corridors

and for a number of the commodities at issue here. Though Applicant’s witness

Spero made broad cliims in his verified statement regarding the substitutability
of barge transportaticn (frequently generalizing from anecdotal evidence), he was
forced to heavily qual; fy his contentions at deposition. For example, he admitted
that: plastics tend not to be barged because it tends to destroy the purity of the
shipment (Spero deposition, p. 106); that !

{id. at 73); that the effectiveness of barging depends upon how
close to the water the shipper’s facility is (id. at 306); that hazardous chemicals
unlikely to be shipped via water (id. at 306); that barging is slower than rail,

The Applicarnits’ witness Spero interviewed several of the Applicants’ employees regarding

gne range of truck competition, and Mr. Spero’s notes reflect their views that for cerrain
gommodities at least, truck transportation is effective competition for rail at distances of 100 miles
N the case of one commodity, and ~ - (Spero deposition, pp. 72,
#8-149). With respect to chemicaus, tnougn mr. Spero broadly noted that nearly one-half of all
plemicals and allied products were carried by truck, he made no study or had no information
garding the prevalence of trucking by mileage group. Spero deposition, p. 23-24. As a matter
act, he admitted that data published by the Chemical Manufactures Association, upon which he
ficrwise relied, indicated that one-half of the tonnage of chermicals and allied products is

nsported iess than 200 miles. (Spero deposition, p. 150) -
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and i not suitable for time-sensitive shipments (id. at 307); and, most
importantly, that he made absolutely no study of the proportion of chemical
faciliiies in the United States that even had the option to ship by barge (id. at
184),

The Applicants’ reliance on product and geographic competition is
similarly flawed. As noted by Dr. Shepherd, “these elements would offer no
significant protection against the strong monopoly effects” of the proposed
merger, and “have only an indirect influence on transportation prices.” Shepherd
V.S., p. 55. He concludes that while some element of them may be present in

, Some situations, “extreme care must be used in evaluating such claims . . .” /4.
Dr. Shepherd also notes that, in the case of plastics and chemicals traffic that is

transported over the Houston to Memphis corridor, “the geographical
| concentration of chemicals and plastics producers, and of the UP/SP dominance
 over the Gulf Coast area, mean that the merger, if anything, would diminish
‘source competition.” /d. Dr. Shepherd indicates that

The UP material include rosy opinions, but they provide no
significant tangible evidence that source and destination
competition will actually be a significant force in many
markets, much less in all of them. The effects are likely to be
minor at best. And they would not weigh against the larger
loss of competition throughout the western U.S.

Shepherd V.S., p. 55.
More fundamentally, though, is the fact that source and destination

ompetition provide at best only a second-level constraint:

The anecdotes provided by Mr. Peterson and others generally
focus on the theoretical ability of a receiver of a product to
choose among alternative sources of supply. Even if such
choices are available in some cases to receivers, the first-order
effect of such a choice would be to constrain the delivered
price at which the product would be accepted at the
destination. While such destination market competition might

-52.




place a limit on the combination of the shipper’s product price
and the transportation rate to that destination, the example
provided says nothing about whether the shipper or the
railroad has the greater bargaining leverage to capture the
larger portion of the shared profit component of the delivered
price.

Shepherd V.S., p. 56 [emphasis in originai).

As in the case of intermodal competition, on deposition the broad claims of
the Applicants regarding geographic and source competition wilted. For
~ example, witness Spero’s claims regarding geographic competition for chemicals

- assume that there is a nationwide market for all chemicals. Yet Mr. Spero
admitted there “may well be situations” in which the geographic scope of supply
and demard for particular chemicals is less than the United States, and Mr. Spero

performed no quantitative analysis of geographic market size. Spero deposition,
| P- 176-78. Mr. Spero also admitted that it is difficult to generate competition by
- shifting sources of production if the product in question is being produced at
'l capacity. Id. at 179. Conveniently, however, of the 24 chemicals that Applicants’

witness Peterson selected for analysis, Mr. Spero discussed only four examples in

his Verified Statement; and of these four, three represented the smallest

perccntage of total U.S. capacity for any of the group. Id. at 293--296.

fConversely, Mr. Spero also conveniently ignored such major Gulf Coast products




Hidden beneath the Applicants’ broad claims of vigorous geographic and
source competition is another flaw: the Applicants’ analysis merely examined
producing points (i.e., whether such producing points were served by UP and/or
SP, or other carriers), But they failed to analyze the destinations to which these
“alternate sources” moved. Again on deposition, Applicant witnesses conceded
the weakness of their analysis: Mr. Spero, for example, was forced to concede
that the

1d. at p. 298-302. “Source competition” is a chimera where
the “alternate sources” sell to a destination served by a post-merger carrier that
2lso serves one of the sources, since the destination monopoly carrier is in a
. position to exercise effective control over both sources.
. Indeed, UP’s President Davidson was quoted in a December 1994 Wall
; Street Journal news article that the UP had originally decided nor to seek a
. merger with the SP precisely because a merger of the UP and SP would “comer
¢ the freight market in Gulf Coast chemicals, raising competition questions . . . .”
Davidson Deposition, Exhibit 1. In the face of this statement, it is with ill-grace
B that the Applicants now contend that there is pervasive intermodal, product and
geographic competition. In short, intermodal, geographic or product competition
, IOt act as a constraint on market power in the case of a proposed merger of

such unprecedented size and scale.

III THE PORTRAYAL OF THE SP AS A WEAK COMPETITOR IS NOT
SUPPORTED BY THE RECORD

The Board should also put to rest any notion that the proposed merger
B()uld be approved because SP is a faiiing company. Although there is no
Qllicit claim by the applicants that SP is a failing company, they have

3 .
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endeavored to portray SP as a “weak” competitor.2? SP may face competitive
challenges, but an objective assessment will demonstrate that with proper
management, SP has the resources to successfully and vigorously compete.

In order for a merger involving a so-called “failing company” to qualify
for approval, the Board’s predecessor, the ICC, applies the same stringent criteria
found in the Horizontal Merger Guidelines. GLI Acquisition Company --
Purchase -- Trailways Lines, Inc., et al., 4 1.C.C.2d 591, 602-606 (1988), aff'd
sub nom. Peter Pan Bus Lines, Inc., et al. v. Interstate Commerce Commission,
873 F.2d 408 (D.C. Cir. 1989) (per curiam). Those criteria require a showing of
all of the following:

1) the allegedly failing firm would be unable to meet its financial
obligations in the near future; 2) it would not be able to reorganize
successfully under Chapter 11 of the Bankruptcy Act; 3) it has made
unsuccessful good-faith efforts to elicit reasonable alternative offers
of acquisition of the assets of the failing firm that would both keep
its tangible and intangible assets in the relevant market and puse a
less severe danger to competition than does the proposed merger;
and 4) absent the acquisition, the assets of the failing firm would exit
the relevant market.

1992 Horizontal Merger Guidelines, 1992 FTC LEXIS 176 at *66-*67.

: As the ICC summarized these requirements in SF/SP Control, there must as

l 2 matter of fact, be “a clear probability of business failure.” 2 I.C.C.2d at 829. -
i The most recent of the annual revenue adequacy determinations made by the ICC

tfor the railroad industry demonstrates that SP is clearly able to meet its financial

: bligations, having achieved a return on investment of 7.2%. Ex Parie No. 524,

iRailroad Revenue Adequacy - 1994 Determination (served Aug. 18, 1995). In

L Certainly that is the self-serving characterization advanced by several of UP’s witnesses.
e, e.g. Peterson V.S. at 171. However, no SP witness so characterized its position. Dr. Willig
ecepted the UP witnesses’ characterization of SP as a weak competitor, but never communicated
tsh any SP employees regarding their view of SP’s position in the marketplace. Willig Dep. Tr.
88-393, g
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addition, SP has made no efforts to find other reasonable offers. See, eg.,
Yarberry Dep. Tr. 104. And finally, SP has many valuable routes that would
remain in the market available to provide transportation service. Grinstein Dep.
Tr. 81-82. Indeed, Mr. Grinstein, the recently-retired chairman ~f the BNSF
observed that SP had been and would continue to be a “ferocious competitor.”
1d. at 44-45,

As Mr. Crowley shows, during the course of the proceedings involving its
proposed merger with Santa Fe, SP also made similar claims regarding its
viability. However, the ICC found that those claims were belied by the record of
SP’s own statements. 2 I.C.C.2d at 829-831. As Mr. Crowley demonstrates, the
SP’s similar claims in this proceeding are contradicted by SP’s own statements.
Crowley V.S. 84-85.

In shor., SP is financially viable, and is well-positioned to meet the

competitive challenges.

i IX. REMEDIES REQUIRED TO PRESERVE EFFECTIVE COMPETITION

In view of the above evidence, the League asks the Board to impose the

g following primary conditions:
Texas Guif Coast and Related Lines:
(1) New Orleans to Houston: Divestiture of SP’s line from New Orleans

to Houston including the line between Iowa Jct, LA and Avondale,
LA that is scheduled for sale to the BNSF under the UP/SP/BNSF
access agreement, and including accecc in the vicinity of New
Orleans to related terminal facilities.

Houston to St. Louis: Divestiture of SP’s line from Houston, TX to
Memphis, TN; divestiture of SP’s line from Brinkley, AR to North

Jet., MO; and transfer of existing SP trackage rights from North Jct.,
MO to East St. Louis, IL to the rail carrier acquiring the Brinkley to
North Jct. line.

'n
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The proposed transaction, in its current form, would result in severe
competitive harm i~ the corridor from “U'exas to key midwest gateways,
$ not and cannot preserve rail-to-rail
competition in the affected region. Divestiture of the lines noted above would
preserve the current competitive situation on the Texas Gulf Coast to key
Midwest gateways, and would: (1) enable a purchasing carrier to have access to
sufficient volume of traffic to provide a realistic competitive alternative to the
merged UP/SP; (2) enable a purchasing carrier 1o operate its line efficiently and
in its own best interest, without interference from a landlord; (3) provide a
purcL.sing carrier with the infrastructure required to offer full-scale, flexible

- transportation services; and, (4) provide the incentive and the a
£ purchasing carrier to manage its operations in the most cost-efficient manner
possible, and permit the ful] flow-through of Productivity gains. Divestiture of

ihe lines described above would, in short, replicate insofar as possible the current

competitive situation, and would préevent a merged UP/SP from exercising
gncreased market power.
The League believes that if the Board orders divestiture of the SP line
from Houston to Memphis, it should also order transfer of the SP’s existing
fackage rights from Memphis to St. Louis to the carrier that purchases the
glouston to Memphis line. A significant proportion of important products being
% Sported from the Houston area to Memphis in fact contince to St. Louis,
liere they are interchanged with other carriers and for service beyond. :
@nsfer of the SP’s current trackage rights would enable the carrier purchasin; Rt ;
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the Houston to Memphis line to offer shippers the same competitive service now
being offered by SP, and would be necessary for the full and efficient operation

of the divested lize.

control of four of the five major gateways into
Mezxico. While the League has not addressed this matter specifically in these
comments, the League believes that this matter is one of great
particularly in view of the approval of the North American
| Agreement.

IC moving to or from major

idwestern gateways to or from the west coast.
k.

v . LD
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UP/SP should retain overhead trackage rights over all of the lines div_estcf; e
EPt that UP/SP should retain full service trackage rights at any point wlhiere a8
4 ; : 2 g
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UP or SP and the acquiring carrier both car serve existing shippers or could
serve new shippers locating at those points.

In order to preserve the efficiencies of the proposed merger, the merged
UP/SP should retain overhead trackage rights over all of the linec divested. This
will enable the merged UP/SP to maintain the reductiors in mileage, etc. that are
set forth in its Application, while avoiding the undue concentration of market
power inherent in the current proposal. In addition, retention of full service
trackage rights at any point where the UP or SP and the acquiring carrier both
serve existing shippers or could serve new shippers would avoid creating any new
“2-to-1” points.

Other Related Relief
In order to fully protect competition in the affected region, to address

| specific needs for competitive relief, and/or in order to preserve the efficiencies

L of the merger as fully as possible, certain related relief and/or certain
1

 refinements of the relief outlined above may be appropriate.28

For example, instead of the SP line from Ogden, UT to Wells, NV, the Board may find
operating efficiencies can be enhanced and competition preserved by ordcnng divestiture of the
Cent UP line from Salt Lake City to Wells. Instead of divestiture of the SP line from Houston
an Antonio via Flatonia, the Board may find it more appropriate to order divestiture of the
" el line from Houston to San Antonio via West Point and Smithville, TX. These matters and

S can best be evaluated after the record is completed. The-Board may also need to prohibit thew P ':'

iCants from giving priority to any particular candidate of a line to be divested.
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X. CONCLUSION
'The proposed transaction should be denied unless the conditions described

in the foregoing comments are granted.

Respectfully submittcd

Nlcholas ! 1chael

Frederic L.

DONELAN, CUEARY WOOD & MASER, P.C.
1100 New York Avenue, N.W.

Suite 750

Washingten, D.C. 20005-3934

(202) 371-9500

Attorneys for The National Industrial
Transportation League

March 29, 1996
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WILLIAM G. SHEPHERD

INTRODUCTION

My name is William G. Shepherd. I am a Professor of Economics in
the Department of Economics at the University of Massachusetts, in

Amherst, Massachusetts.

I am submitting this Statement jointly on behalf of the Chemical

Manufacturers Association, The National Industrial Transportation

League, and The Society of the Plastics Industry, Inc.
My professional experience and research qualifications are
‘summarized in the attached biographical note. They include

substant:ial attention to the transportation sector, including the

railroad industry, as well as other sectors and markets throughout the

J.S. economy.

In 1976 I was Chair of the Transportation and Public Utilities
{oup of the American Economic Association. In 1995 I was designated
Distinguished Member of that Group. I was President of the
gustrial Organization Society in 1990. My research during 23 years

the University of Michigan and 9 years at the University of
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Pacific Railroag against the reslevance of "contestabilicy» asser

in the Proposed Southern Pacific/ santa Fe merger. 1 have also
testified before Congressiona) hearings on vVarious matters o+ pelicy
toward industries.

tion
materials, reviewing the literature On the issyes and the railrcad
industry, considering a variety of draft Statements by witnesses for
various pParticipants in thisg Proceeding, ang evaluating a variety of

economic evidence Prepared for thisg Proceeding.

1.%

My main conclusions can be summarizeq as follows:
3. Reduction of Competition. The Union Pacific/Souchern Pacific
merger as it is now designed (includﬁng trackage rights) will reduce
competition in substantia) étonomic markets. In some markets
(particularly the "2.to-3 markets”), dominance ang unilaceral market
-ontrol will rige. In other markets (especially the "3-to.2

larkets®) , coordination between the two railroads will increase.®

The term coordination refers ¢
Jreement among competitors, with the
inge from an unspoken pattern of mutuy
iTangement g for collusion. . See

¥, New York: Knopf, 1949, ch. 1; Carl Kaysen and Donald F. Turner,
i+l Policy: an Economic and Legal Analysis, Cambridge : Harvard
'Versity Press, 1959, ch. 3; George J. Stigler, Ihg_ng.nizg;ign_g{

B SLXY, Homewood, I11.: Richard D. Irwin, 1568, ch. s, PP. 39-65; Jean
Ole, i ion, Cambridge : MIT Press 1988,
b 5-7; and F.M. Scherer and David Ross, ;

Bomic pPerformar + 3d ed., Boston: Houghton Miff1in, 1991, chs, ¢-g.

-
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2. Specific Markets.

specific markets, areas and

are matters of specific detail. An assessment

total effects will not clarify those

3. Consider Net Merger Gains Only.

merger proffered as a justification for the

properly only by comparison with alternative arrangements,

long-term contracts, achieviry efficient routing of traffic by joi
rates, joint facilities agreements, and other mechanisms.

proposal does not address these net gains. The inevitable conclusicn
is that the balance between net gains and competitive harms is less
favorable than the statements by the applicants' witnesses would
suggest.

4. BNSF Faces Four Barriers. The proposed trackage rights are
inadequate to provide effective competition. For the 2-to-1 markets,
Burlington Northern/Santa Fe is only a potential entrant, not an
actual competitor. As it considers whether to enter any of the
trackage-rights markets, it faces four types of economic barriers,

even if it is given formal access: an inability to serve a majority,

of shippers in the markets, 2. operational difficulties which will

prevent BNSF from offerzng an assured quality of service, 3. cost

vﬁa%u
¥ °4 i’r 3
dxsadvan:ages compare to UP/SP and 4. the need for large, risky
. ¢ Yoo Bons gh*‘&a > «
R ,§§«3“«‘u.“_.
R Ve ﬂ&w~ )
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Consequently, in many or all of those markess BNSF will not Se en
an equal competitive footing, especially on routes between Hous:zon andé
New Orleans, between Houston and Memphis and on to S:. Louis, and in
the central corridor between Denver and the west ccast. In all of the

trackage-rights markets, BNSF will lack traffic density and face

disadvantages of cost, information and facilities. 7Tc will incur

higher costs of service than UP/SP and will face high risks of having
insufficient customers to Justify investing in facilities.

Therefore BNCF is unlikely to compete fully in many or all of the
trackage-right markets. Essentially, under the planned traffic
rights, competition will be reduced from 2 competitors to 1
menopolist, at many or all points.

s. Removal of Southern Pacific as a Maverick Competitor. The
Southern Pacific railway currently has incentives to behave, and has
behaved, as a maverick competitor, willing to cut price deeply in
order to offset various competitive disadvantages. The merger will
tliminate that vigorous competitor.

i. Supra-competitive Prices Will Resulct. Therefore, because
urlington Northern/Santa Fe may well have little or no role in

!

mportant markets while Southern Pacific will be removed as a
¥

?mpetitive factor, t.ae Union Pacific/Southern Pacific railroad will

tobably be able to charge nigher supra-competitive prices in many

Ifkets.




Conscqunntly, in many or all of those markezs BNSF will not ﬁe on
an equal competitive footing, especially on routes between Hous:on andé
New Orleans, between Houston and Memphis and on to S:. Louis, and in
the central corridor between Denver and the west ccast. In all cf the
trackage-rights markets, BNSF will lack traffic density and face
disadvantages of cost, information and facilities. 7Jc will incur
higher costs of service than UP/SP and will face high risks of haQing
insufficient customers to justify investing in facilities.

Therefore BNCF is unlikely to compete fully in many or all of the
trackage-right markets. Essentially, under the planned traffic
rights, competition will be reduced from 2 competitors to 1
menopelist, at many or all points.
S. Removal of Southern Pacific as a Maverick Competitor. The
Southern Pacific railway currently has incentives to behave, and has
behaved, as a maverick competitor, willing to cut price deeply in
order to offset various competitive disadvantages. The merger will
tliminate that vigorous competitor.

5.0 Supra-competitive Frices Will Resulc. Therefore, because

urlington Northern/Santa Fe may well have little or no role in
!

mportant markets while Southern Pacific will be removed as a
¥

?mpetitive factor, t.ae Union Pacific/Southern Pacific railroad will

fobably be able to charge nigher Supra-competitive prices irn many

lfkets.




7. Mutual Restraint between UP/SP and BNSF as a Duopoly. Also, the
Unzo;‘Pacigickéou:hern Pacific and Burlington Northern/santa Fe rivals
are likcly to adopt coordinated ducpoly behavior in many markets,
rather than unrestrained price competition. This mutually-restrained
duopoly behavior is likely to occur also along the larger regicnal
patterns, where the two railroads differ in their regional presence,
power and spheres of interest. In short, this merger is likely to
yield 1ive-and-let-live behavior by these two dominant railroads
throughout the western U.S.

8. Lack of Bconomic Evidence. In denying these anti-competitive
effects, Union Pacific's economic witness Dr. Robert D. Willig offers
opinions that appear to pe based on theory and intuition. The
criteria he uses to reach his conclusions are not in accord with the
mainstream research literature, nor with his own views about merger

standards when he was an antitrust official.

9. specifying the Monopoly lmpacts. It is possible to identify wit

reasonable accuracy the markets and regions where the merger will
reduce competition, in order to show the extent of the problems and te
indicate where appropriate cures are needed.

10. Peossible Remedies. ‘Additional divestiture may be necessary as

appropriate cure for certain markets, given the likelihood of duopoly

restraint and the inadequaéy of the trackage rights that have been
@,

provided to BNSF. It is also possible that the terms of trackage




rights can pe adjusted Markedly enough to give them some effeccivenggs'«

in luring Burlington Northern/San:a Fe in ag an attempted entrant.

the detining of relevant markets, the

standards for judging effective Competition and monopely impacts,

helpful éxamples in the airlines ang telecommunicationz industries,

and Strategic Pricing methods. to provide this carefu) review

* business experience, because pr, Willig's ideas in his Verified
L Statement diverge so far from this
e

§sources in the literature to show

liCerature. I will need to cite

the criteria firmly.

Then I will consider this merger in pPart rr. First 1 wil)
b
discuss the three levels of relevant markets, and then 1'1)1 review the

5Ee1y increases in monopoly power.

! Part 111 then considers trackage rights and Oother Possible cures

°T the Mmonopely impacts. I will explain why trackage rights will

L
§0bably be inetfective,
'+ 4

because BNSF will face at least four types of

8h barriers to entry.




In Part IV I discuss the merger's effect in raising prices and

reducing other directions of economic performance.

I. GENERAL ECONOMIC METHODS AND CRITERIA APPLY TO THE

First I need to review the ecomomic criteria that apply t©
competitive and monopoly conditions. I start with the economic goals,
and the methods for defining relevant markets and assessing a merger's
effects on competition. I will give examples of analogous monopely
problems from airlines and telecommunications. Then in Section 4 I
will apply these criteria and methods to the facts in this case and
show the basis for my conclusions.

The economic criteria arise from many decades of mainstream
research in the field of Industrial Organizaticn, on the basic
conditions that occur in all markets, including railroads.’ They
also reflect many decades of established antitrust criteria and

practices.

1 recognize that tae 1CC in previous merger decisions has focused |

in part on the existence of two-railroad competition at every shipping

point. As I explain below, I pelieve that this merger does not even

’ For reviews of those criteria and their evolving research base, see
Scherer and Ross, IndnA:ziAl_mAzks;_s:xn:;n:g_And_zsnnnmis_zgzZszan:g. chs.
1, 2, 11,and 18; William G. ‘Shepherd, ! i >

ion, Englewood Cliffs, N.J.: prentice-Hall, 1990, especially chs. 1
and 3; George J. Stigler, vperfect Compet..tion, Historically Contemplated, ”
ggnzngl_g{_zgligiggl_zsgngmu. €5 (February 1957), pp. 1-17; Richard 3
schmalensee and Robert D. Willig, eds., uAndhQ9k_Qz_xndug;;igl_gzggnizgsinn.'
cambridge: MIT Press, 1989,




meet that standard because BNSF will not be able or adegquately induced
to enter and compete fully.

Apart from such 2-to-1 questions at che micro-marke:t level,
merger presents the Board for the first time with the creation cf a
2-railroad dominance in the whole western two-thirds of the .U.S. The
Board needs to take a fresh look at this distinctive situation. It is
different from other recent mergers. It is somewhat like the proposed
Southern Pacific/Santa Fe merger in the early 1980s, which posed
'quescions beyond specific micro-market conditions, in addition to
raising questions, also found in the Present merger, about the
{consolidation of parallel (rather than end-to-end) rail lines.

In broadening its view to include more than a narrow
i;onsideration of 2-to-1 markets, I hope that the Board will consider
;he competitive criteria that arise in the array of all markets.

These mainstream criteria are relevant to markets in the railroad

.'dustry.’ An attempt to apply different criteria bears the burden of

groof. If this industry is to continue evolving toward deferring

gulation in favor of reliance on market competition, it needs to be
A

‘ » » 3 »

Ought under the more complex mainstream antitrust criteria.

herwise, competition in large parts of this industry may be

-The recognition that railroad ecocnomics does not differ fundamentally
} mainstream industrial-market principles is well established and of long
iding. On that unity, see John R. Meyet, Mer:on J. Peck, John Stenason and

les J Zwick,
. £ O : 5, Cambridge: Harvard University Press, 1959;-%

d:E. Kahn, Ih=_Esnnnm;:a_nt_xssnlazinn 2 vols., New York: Wiley, 1?71-“‘fv

'g chs. 1 and 6, vol. 2, chs. 1 and 4-6. : w3 ok G«fﬁ-'i*
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crippled, and effective competition in those parts may never be
reached.

1. The Economic Goals Include Efficiency. Innovation,
Fairness And Preedom Of Choice

Good economic performance has many dimensions. One is eccnomic

efficiency, as economists have long emphasized.' Costs are minimized,

and prices are constrained down to those cost levels. In that way,
supra-competitive pricing and excess profits are prevented.

But efficiency in the use of current resources is just one goal:
other important performance goals include innovation, in which all
firms are motivated to adopt ﬁew products and technologies as rapidly
as possible.® The process of vigorous innovation raises productivity
and income, in some cases by compound rates of growth, as Schumpeter
and others have stressed. The resulting rises in income and arrays of
new products can easily exceed the benefits from more static

efficiency.

. See Stigler, The Organization of Industry, ch. 2; Kaysen and Turner,
Actitrust Policy, chs. 1 and 3; Scherer and Ross, Industrial Market
Structure, chs. 11 and 18; Kahn, The Economics of Regulation, vol. 1, ch. 3;
and Shepherd, The Economics of Industrial Organization, chs. 1 and 5-7.

. See for example Joseph A. Schumpeter, Capitalism. Socialism and
Democracy, New York: Harper & Row, 1842, pp. 63-106; and Oliver E.
Williamson, Markets and Hierarchies, New York: Free Press, 1975, ch. 10.
Michael E. Porter, : & ini )
Performance, New York: Free Press, 1985, stresses the importance of
innovation both for social benefits and for the health of the firm itself (at F
chs. 2, 3, 5 and 6). ;.

Kaysen and Turner also stress the special importance of
fprogressivenelo' and also fairness, in Antitrust Policy at pp. 14-17; and -
scherer and Ross emphasize innovation, Industrial Marxket Structure, especiall
at ch. 17. In a public utility context, see Kahn, The Economics of Regulation
vol. 2, pp. 95-101. E
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For example, Scherer and Ross's comprehensive text sums up the

literature (at p. 682): *In the long run, we have urged repeatedly,

good economic performance depends much more C€ritically upon sustaining
a vigorous pace of technological progress than upon plausiblea
sariations in allocative efficiency or income distribution." still

>ther goals include fairness and freedom of choice. Those goals are

.mportant and deep-seated economic values in the U.s.

In sum, efficiency is important, but it is not the only

'riterion. The literature has recognized and emphasized that the

ther goals -- especially innovation -- may be more important in the

ong run. For valid policy decisions, a weighing of possible

fficiency effects (e.g., merger
s

ulti-step evaluation.® The other steps (especially considering
it

anovation) may be more important. And a decision that permits

"economies") is only one step in a

”ficiency while undermining the basis for innovation and freedom of

foice may have negative economic effects, on balance.

é¢ especially Kahn, The Economics of Regulation, Vol. 2, pp. 95-101; g
79, The Economics of Industrial Organizarion, chs. 1, 6 and 7; Scherer __
3. Industrial Market Structure, chs. 1, 17 and 18. Moreover,.good sl
)?equires that the benefits of efficiency be passed on to.the publi g

‘than being captured only by railroad shareholders. o BA Amd f

o 55N




2. The Relevant Markets 1nclude Only Pully-Substitutablc
Services — LR

in defining the relevant economic market, substitutability is the
governing criterion.’ One jncludes jnside the market only the products
or services that are fully substitutable for each other.
Substitutability, and the markets themselves, exist in two dimensions:
1. by product (or service) types, and 2. by geographic areas.

To be relevant as 2 substitute and competitor in the market as
defined, a carrier must pe fully present in the market, with
comparable facilities and operational abilities tO gerve most OF all
customers, and at equal costs. Only then will consumers be able to
regard rival suppliers as genuine substitutes, S© that the shippers
can substitute freely amonc them.

A potential competitor is not to pe consi
market. FOT example, gouthwest Airlines has had strongd impacts, but
only after it has actually entered specific city pair markets. Only

after it has entered the market, gained substantial market position

and achieved comparable costs can a potential entrant be safely

regarded as a meaningful competitor.' Moreover a potential competitor

g e ———

> phillip E. Areeda, Herbert Hovenkamp and John L. solow,
vol. IIA, Boston: Little, Brown, 1995; Joe 5. Bain, Indua::iﬁ] Q;g.njz.;jgn

rev. ed., New York: wiley, 1968; shepherd, ZhQ_ngngmigg_g{_xndu‘;;i;l
! , ch. 3; scherer and ROSS, Industxial Maxket structure, PP-
73-76; Richard A. posner, Angigzngtgjuu, chicago: Universit

Press, 1976, chs. 4 and 6; Eleanor M. Fox and La

ua;gxinls_gn_bn&i::gls. st. Paul: West publishing, 19

.

. This is clear from Bain's discussion in Joe S. Bain,
igd cambridge: Harvard University press, 1956, ch. 1; and scher®

and RosS, M . Some writers seem to regard firms

might enter as if they already were real competitors; prs. Willig, J;nuqn
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which faces strong barriers against entry usually has no econcmic
relevance. If it will not be able to enter, then it has no role in
discussions of future competitive outcomes.

In the railroad industry, correctly-defined markets will include
only the carriers that can provide transport precisely between the
desired origins and destinations, under comparable service conditions
and at comparable prices. If a carrier merely has physical operations
at a point or in an area, that alone does not establish that the
carrier is genuinely substitutable for other carriers' services in the
market. Each carrier must also be fully able to provide comparable

ikservices (outgoing and incoming) 1inked to other areas and points, and
‘;t comparable prices.

The carrier must also have the abilities and the incentives to

feek the shippers' business actively, in competition with others. And

lt must have a substantially equal chance to get it. If instead a
aYrier is physically present but is inactive, or is impeded, or is
dened with higher costs, then that carrier's services are not

nuine substitutes in the market. The carrier then does not and will

& exist as an economic competitor in the market.

o 4w

L o
8 and David Scheffman for example call them "uncommitted entrants" just
G hey are in adjacent markets; see their papers in the Special Issue
g, i i i , Pp. .139-50 and. .
® But rhat is inaccurate, blurring the meaning of competition and

4
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3. Effective Competition Involves Sufficient Numbers,
Reasonable Coppetitive Parity And Reasonably Easy Entxy

The central concept in the literature, and for an eccnomic
evaluation of this merger, is effective competition: will competition
remain at an effective level after a merger or instead be
substantially reduced bf it? Or even if competition was not fully
effective before the merger in somes or many markets, will the merger
reduce competition even further?

The meaning and presence of effective competition is often a

complex mactter.’ There is usually some degree of actual or potential

conpetition in most markets, but the competition may be weak or
incomplete rather than vigorous and hard. Moreover, the net effect of
a horizontal merger may be to reduce the market's degree of
competition significantly further.

The concept of effective competition has come to involve a

reasonably well-agreed set of criteria.'’ The research literature has .

’ One phrase for effective competition is "hard competition," as developed
by members of the Chicago School. Hard competition involves maximal efforts
by all firms, at all times. See Melvin Reder, "Chicago Economics: Permanenc
and Change, " Journal of Economic Literature, (1982), pp. 1-38; also Stigler, *
The Oxganization of Industry, ch. 2. '

e This has of course been a central issue in the research field for many

decades. See Fellner, Competition Among the Few, ch. 1; George J. Stigler,
ed., Business Concentration and Price Policy, Princeton: Princeton Universit

Press, 1955; Kaysen and Turner, Antitrust Policy, chs. 1-3; Stigler, The

Organization of Industry, ch, 2; Scherer and Ross, Industrial Market
Structure, chs. 2 and 6-8; Shepherd, The Economics of Industrial

Qrganization, chs. 1, 3 and 4.

Th.;miinitzcam discussion extends to the U.S. federal antitrust
-agencies, as shown by the disculsions of corpetition and structure in their
merger guidelines (noted below).

-
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developed over a Rumber of decades a recognition of three main
conditions that usually provide for effective competition:

1. Numerous competitors. There needs to be sufficient numbers of
significant competitors. 1f there are too few (especially as low as
just 2 or 3), then those firms' incentives to coordinate with each
other in some degree, either directly or indirectly, will often
prevail over their incentives to compete independently.* Some degree
of coordination will often occur and have significant effects even if
there are some periods or geographic/product pockets of aggressive
competition.

Even if the Board were to expect that just two firms could

1guarantee hard, fully-effective competition all of the time, the
merger will fail to meet that standard, as I will show below. But the

J
general literature is substantially less tolerant of fewness.

 j The mainstream literature has suggested that a minimum of about

ive competitors is needed if competition is to be relied on to be

y ly effective. por example George J. Stigler, the leader of the

A

u. See Fellner, « ¢h. 1; Kaysen and Turner,
‘Koe Rolicy, ch. 3, Scherer and Ross, , chs,

Ad, 6-8; Shepherd, s ion, chs. 1, 3 and
b and Tirole, The Theory of Industrial Organization, chs. 5-7.
%

yne part of the literature has discussed small-numbers behavior, under
facentives of joint maximization of profits. Fellner's landmark
. ion identified the tendencies for the few leading firms to adopt joint
tion of profits

wads
Sen and Turner, icy, ch. 3, define and discuss tight

Ly, (with high concentration in just a few leading competitors) l‘l .
sonable marketr power," at PP. 77+80. They regarded tight oligopdly as & 2o

i monopoly . »

3 j.b
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conservative Chicago School from the 1950s to the 1980s, considered

structural evidence as relevant, and he set standards for empirical
evidence for "the existence of competition" that are even stricter
than the mainstream conditions that I note. In considering "a variety
of statistical tests of the existence of competition” that "deserve
some attention," Stigler considered first the number cf firms, the
absence of dominance, and low concentration: “The presence of
numerous firms, none dominant in size, is directly observable and is
usually described by a low concentration ratio.'? Later he says,
"...a large number of rivals is sufficient to achieve competition,"”

and that "many producers" will be sufficient for "the socially optimum

wis

amount of competition.
Kaysen and Turner's ljandmark scudy says, "If we wish to eliminate
unreasonable market power, we must in general move toward less
concentrated markets in which there are more sellers with smaller
shares. An increase in the number of competitors and a decrease in

the relative market positicns of the larger of thew is usually a

" Stigler, The Organization of Industry. ch. 2, at p. 14. Stigler noted
various reservations about structural data, and he noted other possible
indicators of the degree of competition, including *the absence of systematic
price discrimination® and the "traditional® indicator of monopoly as "a high
rate of return on investment,” pp. 14-15. But he clearly implies that many
firms are necessary in order to give effective competition.

” stigler, The Organization of Industry, p. 18. In a discussion of "The
Minimum Necessary Cendition for Competition,” ke noted that perfect ;
competition was more than was necessary; “These conditions are much stronger
than we need, however, and this note will argue (bat not rigorously prove)
that a large number of rivals is sufficient to achieve competition," pp.
16-18.

~ ]

- X8




sufficient condition for the reduction of market power in

market."* If market concentration in the larges: 4 £irm
percent, market power is "“unreasonable. "¢

Scherer and Ross's leading text on industrial organizaticn notes
"Economic theory suggests that the vigor of competition is related

positively to the number of firms in the relevant industry, other

things (such as the height of entry barriers) being equal."’” As they

summarize, "Pure monopolists, oligopolists, and monorclistic
competitors .... possess monopoly power or market power," (page 17).

If all five (or more) firms are comparable, strong and well
motivated, they may usually act independently and forcefully to
provide hard competition. Then the tendencies to coordinate may not
be strong enough to prevail, at least not most of the time.

With each reduction below 5 firms (5-to-4, 4-to-3, 3-to-2, and of

fcourse 2-to-1) there is a significant loss of competition as the
X\

incentives for coordination become relatively stronger, compared to

the rewards.for independent competitive actions. In most normal
4
2 - Kaysen and Turner, Antitrust Policy, p. 79. They do note reservations

®.

ibout unnecessarily trying for excess precision in structural conditions. But
gheir whole theme is the market power created when concentration in a few
*tms is high; "Both economic theory and experience indicate the likelihood
'3 a monopoly problem in the structurally oligopolistic markets," (at page

Kaysen and Turner, Antitrust Policy, pp. 29-34.
Scherer and Ross, Industrial Market Structure, p. 71. They note that a

«et is "oligopolistic" when firms are few and mutually interdependent; -
dxst;ngu1sh between that and "a competitive market structure," page 17.
ote that the mainstream literature (with the exception of iR
dtestability" theory) regards tight oligopoly as involving market powerfu
17. gt

e
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markets, mainstream researchers would not expect that 2 or 3 Zirms
would provide effective competition. A few markets might have vausual
conditions which permit less than 5 firms toO yield effective
competition, but that possibility would need to overcome a heavy
purden of proof. As shown pelow, that is not the situation in this
case.

3. No Unilateral Markat Dominance.!* There also needs to be

reasonable competitive parity among the competitors, SO that they all

apply strong mutual pressure on each other to perform well. Instead,

one firm may hold warket dominance, with a market share of half or
more of the market and no close rival.? Then competition will usually

be unbalanced and ineffective.

e 1 am using the term "market dominance" here as it is commonly used in
the economics literature, primarily relating to market shares and entry
conditions. That is different from the term's technical use in the statutory

jurisdiction of the STB.

- In the economics literature, a dominant firm has more than 40 percent
and "no close rival,K" which may usually mean that the lesser rival's market
share is 20 points or more lower. Sucn an indicator of market dominance is
roughly similar to the "50%-10%" guideline adopted by Richard B. peterson of
Union Pacific Railroad (Verified Statement, DP. 233-34) as a test for whether
the Union Pacific and Southern Pacific may be viewed as competing currently :
for the transportation of chemical products from the Gulf Cocast. If the two
firms combined have a market share of S0 percent Or more for the .
transportation of a particular product, and both have more than 10 percent,
then there is a particular concern that the merger will adversely affect the
market ‘for transportation of that product. If on the other hand the two fi
combined have a market share of 50 percent or more, while one has less thar 2
percent, then the £irm with the small market share is not viewed as currently
competing effectively, and there is less concern about the reduction of

competitiocn as to that market segment.

s See Scherer and Ross, Industrial Market Structure, PP- 221-26;
Hay and John Vickers, The Economics of Market lominance, Oxtord:
Blackwell, 1987; and Shepherd, The Economics of Industrial Organization.

11 and 12. i
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markets, mainstream researchers would not expect that 2 or 3 firms
would provide effective competition. A few markets might have unusual
conditions which permit less than 5 firms to yield effective
competition, but that possibility would need to overcome a heavy
burden of proof. As shown below, that is not the situation in this
case.

2. No Unilateral Markmt Dominance.'' There also needs to be

reascnable competitive parity among the competitors, so that they all

apply strong mutual pressure on each other to perform well. Instead,

one firm may hold warket dominance, with a market share of half or
more of the market and no close rival. Then competition will usually

be unbalanced and ineffective.?®

o I am using the term "market dominance" here as it is commonly used in
the economics literature, primarily relating to market shares and entry
conditions. That is different from the term's technical use in the statutory

jurisdiction of the STB.

- In the economics literature, a dominant firm has more than 40 percent
and "no close rival," which may usually mean that the lesser rival's market
share is 20 points or more lower. Such an indicator of market dominance is
roughly similar to the "S0%-10%" guideline adopted by Richard B. Peterson of
Union Pacific Railrocad (Verified Statement, pp. 233-34) as a test for whether
the Union Pacific and Southern Pacific may be viewed as competing currently °
for the transportation of chemical products from the Gulf Coast. 1If the two
firms combined have a market share of 50 percent or more for the p
transportation of a particular product, and both have more than 10 percent,
then there is a particular concern that the merger will adversely affect the
market for transportation of that product. If on the other hand the two firms
combined have a market share of 50 percent or more, while one has less thar 1
percent, then the firm with the small market share is not viewed as currently
competing effectively, and there is less concern about the reduction of
competiticn as to that market segment.

i See Scherer and Ross, Industrial Market Structure, pp. 221-26;
Hay and John Vickers, The Economics of Market Dominance, Oxford: Basili «
Blackwell, 1987; and Shepherd, Ihe Economics of Industrial Organization, ©¢!
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The dominant firm will apply a degree of unilateral centrol in
the market, raising prices and adopting strategic discriminatory
pricing in ways which limit its rivals' ability to compete.
dominant firm will not be pressed hard to perform well, and
rivals in that market will be over-matched by the dominant
greater resources in the market.?®
3. Easy entry. There needs to ba reascnably easy or free entry into
the market and among all its segments.?”” Numerous new firms will be
able to enter quickly and freely, tc survive, and to acquire
significant market shares, if the incumbent firms raise prices
significantly. Impeded entry, in contrast, permits the few firms to
collude more effectively and raise prices further.

Some theorists (including Dr. Willig) have explored certain pure

i cases in which 3, 2 or even just 1 firm may instead tend toward

icompetitive efficiency results.” But those cases assume extreme

g If the firms are just parts of larger firms, then the mismatch of
Fesources may depend both on conditions inside the market as well as the

rms' total rescurces outside the market. Yet the positions inside the
-‘rket may govern the main ability of the dominant and lesser firms to compete
.-d gain profits.

, See especially Joe S. Bain, Baxriers to New Competition, Cambridge:

rvard University Press, 1°56; Joe S. Bain and H. Michael Mann, "Seller
pncentration, Barriers to Entry, and Rates of Return in 30 Industries,

0-1960, " Review of Fconomics and Statistics, August 1966, pp. 296-307.

9! "Contestability"” thecry is a leading example of this; see William J.
w-l John Panzar and Robert D. Willig, Contestable Markets and the Theory
s Ada - . San Diago: Harcourt Brace Jovanovich, 1982. This
ory Purportedly "proves" that even a monopoly can be relied on to reach
Je itive results (though only in terms of static efficiency: the theory
little about other economic goals, including innovaticn and freedom of

'\" e) See also Tirole, IThe Theory of Industrial Organization, chs. 5-7




conditions of totally free entry and exit, with no sunk costs, and
they are in any event merely matters of theorizing. They have not
been supported by research evidence from real markets nor by
widespread business experience. As shown below, BNSF will face

barriers, rather than completely open entry.

In this case, Dr. Willig relied (Verified Statement, pp. 586-89)
on Richard Petcrlon]- interpretation (Verified Statement, pp. 177-85)
that two-firm competition is strong in various railroad situations,
including traffic on the Southern Corridor and coal shipments from the
Powder River Basin. But those situations involved highly specialized
circumstances where a new competitor did in fact have or obtain equal
access to very substantial amounts of new traffic, for which it had
the incentive and ability to make major investments to compete. And,
given that they decided to make the heavy investment needed to enter :‘
the market, had every incentive to compete aggressively for the
traffic needed to pay off their investment.

In the Powder River Basin, the CNW/UP entered the market at a
time when few utilities had signed rail transportation contracts,

since clear contracting authority and implementing rules had first

been promulgated after the passage of the Staggers Act. Thus, the '1;

-

market was largely "open" and was not foreclosed by the presence of

existing contracts, thus permitting the CNW and the UP to compete a;?

- .

the outset for substantial amounts of traffic. More importantly, ing

the case ¢f the movement of massive amounts of Powder  River Basin




coal, the capture of just a few individual movements of
between a single origin and a single destination for a single cus:tcmer
were large enough by themselves to Support the investment required.
Additionally, the CNw, along with its joirt-line partner, the UP,
itself served major consumers of coal, and therefore had natural
advantages in compecing with the BN, a fact that could help to justify
the necessary investments. Finally, each contract for PRB coal
traffic, and to a large extent Southern Corridor intermodal traffic,
is defined by a market for a discrete product between a discrete
origin and one or at most a few destinations, making it relatively
easy for a potential competitor tc "target" the customer and his
needs.

Here, those conditions are not Present. There are substantial
1 barriers to BNSF entry, and there are substantial handicaps if BNSF
?tries to compete. There is not even the potential available traffic
Eﬁase that would tempt BNSF to compete vigorously, even aside from tkhe
Larriers and handicaps it must face. Unlike the CNW/UP with respect
;} Powder River Basin coal traffic, the BNSF does not directly serve

frge numbers of important destinations for plastics and chemical

Qippers . Moreover, a substantial amount of potential traffic is
y ~

@eT existing contracts. The "network" pattern of much chemical or

/tics traffic, which moves from relatively few origins but to

i

Ous destinations, makes it difficult for a single carrier to

'fy and isolate its competitive opportunities, L’§§
R 5 - | '

i
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The mainstream literature has developed extensive evidence that
when there is dominance, rivals are few, and entry is impeded, then
the standard effects of monopoly power will occur.?* In one
authoritative summary: "Perceptive managers will reccgnize that their
profits will be higher when cooperative policies are pursued than when
each firms looks only after its own narrcw self-interest. As a
consequence, even in the absence of any formal collusion among firms,

we should expect tightly oligopolitic industries to exhibit a tendency

toward the maximization of collective profits, perhaps even

approaching the pricing outcome associated with pure monopoly."* This

applies to several-firm dominance; the conclusion holds more
strongly, of course, for single-firm dominance.

Some dominant firms have had such strong and lasting monopoly
effects that major antitrust cases have been necessary in order to
restore competition.’* 1In addition, some remaining dominant firms

nowadays (such as local newspaper monopolies) are recognized to

11 Bain, Tarriers to New Cc- setition, chs. 1 and 7; Scherer and Ross,

Industrial Market Structure, chs. 11 and 18; Lecnard W. Weiss, Concentration
and Price, Cambridge: MIT Press, 1991.

- Scherer and Ress, m::.n_mm:_s;ma p. 226, see also chs. 6, :

7 and 8.

" The leading cases include, among many others, the Standard 0il trust
(1911), American Tobacco (1911), the Aluminum Company of America (1945),
United Shoe Machinery (1954), and AT&T (1984); see Preeda and Turner,
Anticrust Law; Fox afd Sullivan, Antitrust, ch. 2, pp. 99-281; and William
G. Shepherd, Public Policies Toward Business, 8th ed., Homewood, Ill.:
Richard D. Irwin, 1991, chs. 6 and 7.
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present serious problems, for which remedies are needed bul not
currently available.

In addition, there are a number of familiar cases from business
experience that show the impacts of single-firm dominance and tight
oligopoly.

4. Airlines And Telecommunications Offer Helpful Examples

And Parallels To This Merger

In recent industrial experience, there are important examples,

including two industries -- airlines and telecommunications -- whose

network basis makes them closely parallel to the railroad industry.

a. Airlines

The airline industry provides a set of significant parallels and
examples.?” "Hub dominance" is an important element of airline market

. power. Since 1980 there has developed extensive dominance by one or

two airlines at many of the major airports, including Detroit,

Minneapolis, Dallas, St. Louis, Pittsburgh, Chicago, Denver and San
rancisco. The consensus of empirical research is that the dominance

has tended to raise fares by about from 17 to 26 percent.’ This

;;_. See Steven A. Morrison and Clifford Winston, The Evolution of the

axli ndustry, Washington, D.C.: Brookings Institution, 1593; Elizabeth E.

‘iley, David R. Graham, and Daniel P. Kaplan, Deregulating the Airlines,
mbridge, Mass.: MIT Press, 1985; Richard H.K. Vietor, "Contrived

gmpetition, Airline Regulation and Deregulation, 1925-1988," Busipess History
iew, Spring 1990, pp. 61-108.

P See among many others Severin Borenstein, "Hubs and High Fares:
linance and Market Power in the U.S. Airlines Industry,” Rand Journal of
jomics, 20 (1989), pp. 344-65; William N. Evans and Iocannis Kessides,
-i}ized Market Power in the U.S. Airline Tndustry," Economic Statistics, %5
Pruary 1993), pp. 66-75; Alfred E. Kahn, "The Competitive Consequences of

-y o




effect appears to occur both for unilateral dominance and for cduopoly

situations, even though direct collusion is illegal and the ducpolies

are fully known and subject to close observation by policy agencies,

economic specialists and the public.

Another instance is the east coast air shuttle duopoly. Delta
and USAir are in a long-standing duopoly in the northeast corridor of
the U.S. between Washington, New York and Boston. Entry is closed
because of their control of scarce airport landing slots.” The two
airlines have carefully avoided price competition for many years in
this set of markets. The fares are substantially higher than those
for comparable shuttle service between San Francisco and Los Angeles,
where entry is open.’ The profits on the east coast shuttle duopoly
have been correspondingly high.’ With new entry closed, this duopoly
has avoided sharp competition, in ways which railroad duopoly may

replicate.

Hub Dominance: A Case Study, " Review of Industrial Organization, 8 (August

1993), pp. 379-405; Margaret A. Peteraf, "Sunk Costs, Contestability and ~
Airline Monopoly Power, " i c ion, 10 (June 1995), |

pp. 289-306; Morrison and Winston, Evolution of the Airline Industry; dJohnd
P. Meyer and Clinton V. Oster, Jr., Deregulation and the Future of Intercify

Passenger Travel, Cambridge: MIT Press, 1987, ch 9.

i See the thorough discussion in Edwin McDowell, "Shuttles in Northeast
Thrive and Keep Fares Up," New York Times, May 8, 1995, p. D3. _—

.

” The fare in 1995 was $147 on both the New-York-Boston and
New-York-Washington routes. On the open-entry route between Los Angeles anc
Oakland the fare was only $69; on the Los Angeles-San-Francisco route, it
$99, still well below $147. McDowell, "Shuttles."

2 Delta reported a profit of as much as $20 million on its shuttle

operations in 1994, while losing $159 million on all operations. USAir,
suffered a much-larger total loss of $685 million in 1994 and yet still
recorded an expected net shuttle income of about $6 million. McDowell,

"Shuttles."
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». Telecommunications

The telephone-service industry offers equally instructive
parallel examples, both in long-distance markets and local-service
markets.?® 1n long-distance service, AT&T was the total moneopoly until
the 1970s, when MCI and Sprint were allowed to enter. AT&T then
became a dominant firm with these two small rivals Plus a fringe of
tiny new competitors, most of which soon exited by closing or selling
out. At first MCI and Sprint competed by setting prices that were
markedly lower than AT&T's Prices, usually 30 percent lower or more.

But since 1986, all three firms have charged similar pPrices.
Despite the surface appearance of active non-price competition
(advertising campaigns, special discounts for certain groups,

the three firms can be seen as a stable dominant-firm/three-firm tight

koligopoly whose participants have tacitly agreed to avoid sharp,

frontal price competition.® There may be no explicit collusion, but

the mutual forbearance among the Big Three is a recognized fact.

This outcome is caused partly by AT&T's continuing dominant
gosition, Quick substantial entry did not occur; instead MCI and

Frint were able only to nibble at AT&T's dominance during 1980 to

989, It took MCI at least 10 years to gain its 20 percent share,

. ffge Robert w. Crandall, LBreakup, Washington, D.cC.: Brookings
gttution, 1991, chs.

:Paul W. MacAvoy, "Tacit Collusion under Regulation in the Pricing, of e S
tate Long-Distance Telephone Services, " ;L auoivesg

RSENL _Strategy, 4 (Summer 1995), pp. 147-85. .

;; 25 -




peint by point, and Sprint has been able to gain only 10 percen:.
When AT&T was constrained before 1589 by the Federal Communications
Commission's moderate regulation of it, AT&T's share did recede a:
about 4 points per year. But the FCC deregulated AT&T in 1989, and
AT&T has stabilized its dominant share at about 60 percent ©f the
market.

The 6utcome also reflects the mutual comfort of these three firms
in avoiding all-out competition. A few minor competitors have
survived, while many others have been forced out. Entry has become
virtually closed to any major entrants. That is why the
Telecommunications Competition Act of February 1996 took drastic steps
to allow the Baby Bells to enter long distance markets. Competition
was widely agreed to be ineffective, and only these massive adjacent
firms had a chance of making substantial entry into each others'
markets.’

Local telephone se:vice also offers instructive examples. Entry
into many large-city local -exchange markets has been "open" for a
number of years, and yet only minor entry has occurred in a relative
few of them. Despite this nominally open entry, the Local Bells'
monopoly power has remained so great that regulation has still been

needed. As shown below, similar controls can be applied by UP/SP

against BNSF, such as by controlling dispatching and other mechanisms.

5.4
o The Act permits mutual entry (under certain conditions) between the
long-distance markets and the local-service markets. That entry had been
previously barred, after the break-up of the Bell System in 1984.

e
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c. Lessons from Airlines and Telecommunications

These two closely-studied sectors are parallel to railroad
markets in many respects: network-based industries, with many
submarkets, widespread dominance and few-firm conditions, bot:zlenecks
that may control competitive access, and discriminatory pricing.

Effects of Market Power despite Deregulation. One main lesson of
these two cases is tuat dominance, the fewness of competitors, and
impeded entry will cause the major effects of monopoly in situations
where deregulation is seeking to create effective competition.

Both unilateral dominance and few-firm coordination have had
substantial impacts, in a large variety of market settings in much of
the U.S. Only the unleashing of possible competition, as provided by

jthe new Telecommunications Act, offers some promise of escaping from
jdominance and three-firm tight oligopoly in telecommunications, as it
is reinforced further by difficult-entry conditions.

Mutual Restraint. These cases also show that it is important to

o€ realistic about whether firms that seem to compete are really

‘Jmpeting fully by using all competitive weapons. Often they are not.

Impeding Entry. Still another lesson is the ability of the
CUmbents in network-based industries to prevent strong entry.

reatedly, the legal shift to "cpen entry" has yielded only little or

7

(ignlfzcant entry. Therefore, comparable markets are likely to

vfience only minor entry by small increments, rather than massive

Y that qQuickly captures large market positions.




One tactic used by telephone-service firms (and railroads, in

transportation markets) to prevent strong entry is strategic
discriminatory pricing -- "pin-peoint pricing", "sharp-shooting",

cutting discount deals with the best customers -- as a way to restrain

smaller rivals in the marke: and confine them to market niches. AT&T

used extensive discounting after 1988 to impede MCI and Sprint from
attracting the best customers.’® Airlines have developed price
discrimination (called "yield management") to extremely refined
degrees, with the effect of enhancing profits and discouraging mutual
entry.’*

Spheres of Interest. A final lesson is that these network-based
industries tend to develop patterns of market accommodation and
"spheres of interest," so that parallel dominant firms in few-firm
situations learn to stay out of each other's main territory. That can
be expected to occur in similar industries, such as railroads.

5. Concentration And Numbers Of Rivals Are Relevant In
Assessing A Merger's Effects On Competition
The degree of competition is not a matter of guesswork and

personal opinions. The numbers of substantial competitors, together

with market shares and concentration indexes (4-firm ratios and HHISs), 3

- AT&T used its customized Tariffs 12 and 15 to protect or gain at least
75 major national accounts, under deep price discounts and specialized service
arrangements. Among the customers held in this way were General Electric,
Ford Motor Co., E.I. DuPont de Nemours, and Holiday Inns. See Jay Arnold, . 3
"FCC Rejects Challenge to Customized Phone Service," Associated Press, '
Business News, June 30, 1989.

” See the discussion in Morrison and Winston, Exnln:inn_nz_:hg_Aiilinsl 8
Industry; Bailey, Graham and Kaplan, Deregulating the Airlines.

-
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indicate the likelihood that there is unilateral power

in a market. As I discussed art length above, when the n

they set the burden of proof against any claim that the ducpoly

competition will be strict.

It is simple and straightforward to consider the reduction in the
number of significant competitors. As I noted earlier, every
reduction below 5 causes a significant rise in the likelihood that
tight-oligopoly behavior will tend to be implicitly or directly

coordinated.
As for market shares and concentration, research economists and
the antitrust agencies use these data extensively in assessing

situations of market power as well as mergers. Since 1982, the HHI

has been a standard test. The main threshold criterion has been an

’ﬁHI value of 2,000; above that level, it is expected that the leading
irms are likely to adopt cooperative behavior. The higher the HHI
index is above 2,000, the stronger is the presumed tendency to
£0llude.
The HHI is also used to assess the reduction of competition that
\j.merger will cause. The two partners' shares are multiplied
;ether and doubled. A rise of 100 points or more is regarded as a

gnificant reduction in competition, if the HHI level is already
A

Ve 2,000.




Both uses -- the level of market power and the possible increase
of market power -- are relevant to this merger case, and both

calculations can readily be made for significant markets. Both will

indicate monopoly levels that violate the standard antitrust criteria

in many markets.

6. The Net Economic Gains From A Merger Are The Correct
Easis For Evaluating That Merger

In assessing mergers, only the net economic gains (compared to.

non-merger alternative arrangements such as long-term contracts,
achieving efficient routing of traffic by joint rates, joint
facilities agreements, and technical coordination) are the proper

basis for a public-policy evaluation. The UP and SP merger partners

in this case have stressed instead the gross gains in efficiency.
That ignores the non-merger ways that may be available to achieve the
same benefits.

Where competition may be reduced by the merger, any valid -
comparison of the merger's benefits with its monopoly impacts needs :o}
identify and incorporate solely the net benefits. *P
In addition, Applicants have not stated what proportion of the

efficiency gains will be passed on. Given the reduct’on in

competition, it is likely that most of the gains will instead be

retained for the benefit of the UP/SP shareholders only.




7. Strategic Price Discrimination By A Dominant Firm Can
Tend To Reduce Competition Without Giving "Ramsey-

Bricing" Efficiency

Dominant firms normally develop extensive price discriminatien,

using pin-point Pricing in a dynamic process so as to deter
competition and extract maximum profits.’” Notice that pricg
discrimination could éromote competition, when it is done by firms
with small market shares. But it tends to reduce comp 'tition when
dene by dominant firms, who typically suppress the rivals with smaller
shares in the market by usiirg pin-point Strategic pricing against
them.

As Scherer and Ross summarize the literature. "In sum, systematic
price discrimination can preserve and strengthen monopoly positions by
permitting large firms to bﬁ} inputs at lower Prices than their

smaller rivals, by tying buyers together wich sellers giving discounts

t for concentrated purchases, and by making entry into narrow segments

?of a market more difficult," (at p. 502).

For particularly thorough analysis of discrimination's possible

39
f ticompetitive effects, see Kahn, Ihg_zggngmx;a_gz_xggnlagign, PP. 131-91;
and Scherer and Ross, Industrial Market Structure, PP. 199-502.

: Stigler also stresses that pPrice discrimination can signal a lack of
ffective competition: "A related evidence of competition is more powerful:
e absence of systematic price discrimination."” i

(g Y, PpP. 14-15.

Leading past examples of dominant-firm anticompetitive discrimination
#clude IBM in tabulating equipment and computers, Xerox in the copier
FUStry, AT&T in long-distance service, and airlines afte: 197s. See for
imple Richard T. DeLamarter, : : , New
Ek : Dodd, Mead, 1986, chs. 2, 6 and 9-13; also, for analysis and examples,

Shepherd, The Economics ion, ch. 12, pp. 287-315,
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This discriminstion does not offer the efficiency-promoting
properties which Ramsey Pricing is said to have.™ Ramsey pricing
theory is relevant primarily to the static-efficiency effects cf

pricing by a complete monopoly with declining-cost conditions, in the

absence of dynamic competition. Even for use in that narrow

situation, the Principal author of Ramsey pricing theo.y now states
that Ramsey pricing is impractical for use in guiding real policies.
Once a competitive Process begins, as it did long ago among

railroads, the strategic impacts of dynamic discrimination come to the

i See Scherer and Ross, 1ndua;xi.l_u;:kg;_a;zug;nzg, PP. 496-502; Kahn,
py + VOl. 1, pp. 137-181; William G. Shepherd,
"Ramsey Pricing: 1Its Uses and Limits, " Urilities Policies, October 1993, pp.
295-98; and William G. Shepherd, "Contestability vs. Competition -- Once

More," Land Economizs, August 1995, PP. 29£-309.

e See William J. Baumol and J. Gregory Sidak,
Telephony, Cambridge: MIT rress, 1994, pp. 36-39. It may be helpful to quote
the reasons i» full, as explained by Baumol and Sidak at pp. 38-39:

"Therefore, to use the full Ramsey analysis to caiculate second-best optimal
Prices, one needs irnformation on the marginal cost of, and the own-price
elasticity of demand for, each of Lhe products in question. One probably

needs to know the full set of €ross-price elasticities as well.

This data requirement is One reason why most regulators and consulting _
economists have rejected the use cf the Ramsey formulas even to provide 2
approximations for the prices that the regulated firm shculd be permitted to
charge for its products. Marginal-cost figures are difficult enough to come
by, although reasonably defensible approximations have been provided by tirml:f
o regulatory bodies. But up-tn-date estimates of the full set of pPertinent g
elasticities and Cross-elasticities are virtually impossible to calculate,
particularly in markets where demand conditions change frequently and
substantially. As a result, an attempt to Provide the regulator with an
extensive set of Ramsey prices is likely to be beset by inaccuracies, by
obsolete demand data, and by delays that will pPrevent the firm from respondin
promptly and appropriately to evolving market conditions.

B

In sum:.. , Ramsey analysis is unlikely to determine the actual
magnitudes of regulated prices.* . ,




fore and the Static-efficiency role fades away. Any
statiC~efficiency benefits that price discrimination may
replaced by the reduction of competition, with its harms
efficiency, innovation and other economic goals.

Network-based industries such as railroads coften contain hundreds
of individual markets, within which the participants have extensive
contact with each other. That provides many opportunities for
strategic pricing using discounts, and the discounting intensifies the
incentives to adopt "diplomatic behavior" recognizing "spheres of
interest," which I noted earlier.* The discounting magnifies the
extent of precise punishment which dominant carriers can impose on
their rivals in many related markets.

Accordingly, the rivals learn to avoid frontal challenges to each
i other. The resulting peaceful-coexistence behavior has been a normal

feature of a number of network-based, multiple-market induscries

containing market dominance.

THE MERGER WILL REDUCE COMPETITION IN MANY MARKETS,
I XAGE-RIGETS MARKETS

This merger is likely to reduce competition not only in 3-to-2

Py

farkets and 2-to-1 markets but alsn generally in the western U.S.

&

o

ff Airline hubs are an important parallel example of spheres of influence.
' is highlighted by the fact that the maverick airline Southwest Airlines
bmpt s successfully to crack fortress hubs, as a central part of its

tegy. 1In contrast, the established airlines generally do not try to

te each others' fortress hubs, preferring instead to observe mutual
23int about each others' main areas of interest.

£y
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pecause of mutual dvopoly restraint. For the 2-to-1 markets, Unien
pucific/Scuthern Pacific has pointed to the Burlington Northern/Santa
Fe railroad as an effective competitor, by means of a set of trackage
rights. These rights were negotiated as part of the merger design,
and Union Pacific presents them as a complete solution.

In discussing the 3-to-2 situations, the merger application
presents Dr. Willig saying at length tLat the duopolists will engage
in hard competition, with no tendencies toward cooperative behavior.
On the larger problem of mutual duopoly restraint, Dr. willig provide
his opinion that all interactions will involve maximum hard
competition, with unlimited and ubiquitcus strife. The evidence
suggests the opposite.

The trackage rights issue may be the more important and complex
specific topic. I will address it and the likelihood of cuopoly
restraint, after covering some points of market definition.

1. The Relevant Markets Include shipping Points,
Corridors. And Reqion-Wide Areas

Attention naturaily focuses on the relevant markets within whic

the merger will reduce competition. They include not only several
major route cor'.idors, but also many more specific origin-destinatiot
pairs and route lines, as well as the larger western-U.S. railroad
services market.

Modal Competition. rirsc, I need to mention modal competiti:r

in which trucks and barges may substitute for railroad services. _

Modal competition is important for some categories of freight, in

=
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directions. But for many major categories (i
many chemicals and others), it is not feasible and not economicall
important in practice.

In the literature of transportation economics, it has long been
recognized that trucks and barges do not provide effective substitutes
or competitors for railroads on major classes of traffic." Railroads
are most suitable for high-bulk, uniform, low-speed, long distance
freight.

Trucking is substitutable for railroad carriage for some types of
freight, and it is superior for certain categories, such as low-bulx,
high-value, differentiated cargo that must be delivered to multiple
locations (as in a city). But certain major cargo classes are out of

reach for trucks, both by the relatively higher cost of trucking and

| the specific service features and locations.*

Leading discussions include Meyer, Peck, Stenason and 2wick, The
i % G § . -
¥ ; Kahn, The Economics of Regulation, PP. 178-93; Dudley F. Pegrum,
ansportation: onomi and Publi ROlicy, Homewood, Ill.: Richard D.
gIWin, 1968; Theodore E. Keeler, i ' ALY, Washington,
8C.: Brookings Institution, 1983, chs. 4 and 5.
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For expert opinions that are directed to this case, see the Verified
satements of Larry D. Ruple and A.0. Bowles, Jr. on behalf of the Society of
Plastics Industry in this pProceeding.

At best, the anecdotes provided by Mr. Peterson and others show that
| Shippers have used other modes for some shipments, or have threatened to
'v"E Lo use other modes in order to gain leverage. But even if one shipper
‘3 ¢ non-rail transportation for some shipments, this does not mean that
Shippers can do so, or that the first shipper can do so for all
its. The UP/SP have presented no systematic evidence of the ability of

TS on th=ir systems to use non-rail transportation for the long-distance =

Nts that are of most concern to shippers in this case.

F:




Plastics resins are particularly captive to rails, because the
industry requires large-scale storage of the resins on rail cars as
part of the process of accommedating output and holding material to
fit demand patterns.‘ Also, covered hopper cars provide the levels of
security and cleanliness that are necessary for these products.
Therefore virtually all production facilities are designed to transfer
the resins to rail cars. Even the small amount of plastics resin that
is eventually carried by trucks is moved "initially by rail in that
the plants are designed for rail rather than motor carrier loading."*

As for chemicals, the ICC itself in 1989 recognized the

rail-dependency of the important 3TCC groups 28-1 and 29-1: "“.... the

products in these groups moving by rail often travel long distances in

shipper-owned or leased tank cars.*
Waterborne traffic may appear toc overlap more closely with

railroad services in categories of distance, uniformity, less need for

i A.0. Bowles Verified Statement, pp. 3-8, "The plastics industry truly &
dependent upon rail transportation for the movement of product from productiol
to customer destinations" (p, 8); Larry D. Ruple Verified Statement, pp.
12-15, "Producers are azlmost totally reliant on the rail car for loading
production, storage track for both loaded and empty, and movement to final °
destination and return of empty cars.” (p. 13). “No other means can be ;
sukstituted or supply the multitude of logistics characteristics that rail .
represents." (p. 15) <

i A.O. Bowles Verified Statement, p. 7.

” Ex karte No. 346 (Sub-No. 24), Rail General Exemption Authority -- .‘}
Miscellaneous Manufactured Commodities, 6 I.C.C. 2d 186 at 201 (1989). In tH

notice of proposed rulemaking in that same proceeding, the Commission noted,
that "the:length of haul is a major economic measure of the relative potdﬂf'
of competition between rail and truck, as rails tend to have the competitiVi
cost advantage over longer. distances and trucks their relative potential i'
advantage over ‘shorter distances,* ibid., Notice of Proposed Rulemaking.
served February 9, 1988.

-
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speed, etc. Byt waterborne traffic is tightly confined along fixed
waterways, with a limited reach and pPattern of pathways across the
country. Although it is theoretically possible o use transloading
between trucks ang barges to reach points not on water, I understand
that this is rarely done for chemicals or Plastics traffic,. for
reasons including the extra cost, the need to Prevent product
contamination, and the need to minimize the risks of handling
hazardous materials. In addition, waterborne traffic is subject to
seasonal interruptions and uncertainties (e.g., from winter ice and
blockages in parts of the country). Therefore waterborne traffic
offers little or no substitution for major categories and directions
of rail carriage.*
The Verified Statements of A.0. Bowles, Jr., and Larry D. Ruple

-‘on behalf of the Society of the Plastics Industry, Inc. in this case
ashow clearly the distinctive nature of rail service for most plastics
7

‘and chemicals, as well as other freight.

: My Statement focuses on those types of freight which, because of
iheir types and locations, rely on rail carriage. They include

lastlcs and chemicals concentrated in the Texas coastal area, as well

5& variety of shippers on the Central Corridor between Denver and

e, west coast.

{vhe

)
"t

b1 T S,
| See Larry D. Ruple Verified Statement, pp. 13-15; A.0 Bowles Vorzticd

. Ot PP. 7-8, "Watérborne movement of plastics resins for distribution

1 “the U.S. has never been a major factor for several reasons." (p. 7
1 - %
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It is my understanding that the definition of markets in this
case is not a principal area of disagreement among experts and
officials. Accordingly I have been happy to join Dr. Willig in not
developing a detailed discussion of market definition. Richard
peterson and Richard Barber, witnesses for UP/SP, treat corridors,
shipping points and regions as a meaningful basis for assessing
competition. My discussion joins in that approach.

But I would stress that many shipping points may actually be part
of more than one genuine market, because the two or three railroads at
them go in different directions and to different destinations.

Three Levels of Markets. Markers can be considered on 3 levels,
ranging from broad to highly specific. They include whole regions,
major traffic corridors, and specific shipping points or
origin-destination pairs.

1. Some of the relevant markets include whole corridors,
partic#larly between Houston and New Orleans, between Houston and
Memphis and on to St. Louis, and in the Central Corridor between
Denver and Oakland.

2. Many relevant markets are much narrower, including specific
origin-destination pairs. Moreover, for some of them the relevant
traffic is in just one direction (that is, outgoing or incoming).

In many of these'casés, the geographic scope of substitution and.

competition is precisely defined. The product dimension is commonly 3

less exactly specified, because a given shipping location may handle;:

-




variety of t¥pes of cargo. vyet many shipping locations actually haye
just one producer/shipper, and so the product tyre in effec:t is
tightly defined as well.

3. Ore can also define region-wide markets, where whole rail systems
interact angd Carry out strategic choices.

2. The Merger will Raise Monopoly Power In Many Of The

Applying the above analysis, and now turning to actual markets ir
this case, one finds a series of cases where the merger will reduce
competition.

a. In Corrider Markets

As for corridors, the merged railroad would have high shares of

traffic in the Houston-New Orleans and Houston-Memphis-St. Louis

 gCOrridors.

in 19%4, and the share in the
'ouston-Memphis corridor was

n b. In Specific Shipping-Point and Origin-
' Destination Markets

The merger affects a large number of narrow marketsz, both

Blipping points and origin-destination pairs, Recognizing this, the

ﬂiqsal included elaborate discussions ©of these markets and the
i _
'§Fs to prevent monopoly effects. Dr. Willig also offered general

-

"‘095 that the cures would be complete,
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Yet Mr. Crowley provides extensive evidence that many markets
will undergo substantial rises in market power. In 2-to-1 markets,
competition will probably virtually cease, and BN will gain few
customers.*’ In 3-to-2 markets, the loss of competition will be
severe even if the remaining duopolists do not adopt coordinated
behavior. That is obvious from the reduction in numbers. It also is
starkly reflected in concentration evidence. Mr. Crowley calculated

the HHI for rail movement of Gulf Coast plastics pre- and post-merger,

and they are extremely high -- for polyethedone, from 2440 pre-merger
to 4075 post-merger and for polypropylene, from 3275 to 5778. Both of
them would directly violate economic and antitrust criteria for
competition.

In these many markets, the merger would therefore be unacceptable

and would require direct actions to maintain competition. Dr. Willig

says instead that the merger has no monopoly effects whate'ar;

rather, he says, it will promote competition. Note, however, that pr.

Willig's conclusions are based not on his own analysis, but rather on

his essentially uncritical acceptance of the conclusions of UP

" At best, using reasonable assumptions about the share of available
traffic that may be captured by the BNSF railroad using its trackage rights |
obtained from the UP/SP, the BNSF would gain 90 percent of the traffic moving
to the relatively few destinations exclusively served by the BNSF and 50
percent moving to interchanges served by BNSF and at least one other railroad
These are the assumptions used by both the UP/SP in their traffic diversion
studies and by Mr. Crowley in his Verified Statements for NITL, CMA and SPI.’
Richard Peterson, however, in his analysis of competition for chemical
traffic, bases many of his observations and conclusions on the inconsistent
and ‘highly implausible assumption that BN will win every possible custcmer t€
all destinations. g
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pPersonnel (principally Richarg Peterson), including that some Selecres

two-railroad markets are hotly competizive. Willig Verified

Statement, Page 641-42,

Dr. willigr's rejection of HHI evidence here conflicts with his
stated views during 1989-91, when he was the chief economist at the
Antitrust Division and leading the revision of the Division'
Guidelines (issued in 1892). He Supported the validity of the
economic standards of competition (including the 2,000-¢
values) at that time,

b collusion.*

B3

y In his Previous approach, the
BFict 2,000 Hur stan

JUSZ A. Ordov

fidelines: A pries Survey, »

X " . ol - Lraa

8 Yer entry is i ' $3 3 tirely blocked in
§50ad markets, i i ©f openness and the need .for
atrant to possess it rray of associated .
ilities, . Trackage rij overcome that entry blockage

Statement .
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c. In Larger Regional Markets

Beyond these specific market patterns lie the larger regional
presence and layouts of the two major western railroads after the
merger. It is fully recognized in the industry and the business press
(and among experts) that each railroad system will now have its main
home areas and corridors, where it holds long-established dominance
and superior resources.

The competition will not be evenly spread throughout a general
western-U.S. market (although there are of course numerous overlaps
between these duopoly railroads, including overlaps that may arise
from the attempts to use trackage rights to create competition).
Instead, competition will be at the edges of the main home areas of
the duopolists. Also, in many of the specific markets, there is a
marked imbalance between the dominant railroad and its one or two i'

competitors.

These spheres of interest and unbalanced competition give the

railroads strong incentives to avoid trying to mount hard competiti;;

in each others' home areas, corridors and markets. Each railroad car
respond against a challenger by retaliating against it in many othe
specific markets throughout the west. The net gains to BNSF or up/8k

from invading the other's home markets will therefore usually be‘l:'

or negative. o
The deterrents to competition are sharpened because strategfe

price discrimination is common throughcut the railroad industry; ;

<




rates are negotiated between railroads and individual customers, based
on individual demand and cost conditions. Sophisticated
discrimination is the way of life. That can be healthy and
pro-competitive when no firm dominates. The discounting by all firm
promotes healthy, flexible pricing. But, as I noted in Par: I, point
7 above (pp. —), the literature indicates that discrimination can
Suppress competition when it is used extensively and Ssystematically by
the dominant f£irm.

Therefore these railroad duopolists know that dynamic pin-point
Pricing will be used freely in multiple-market Patterns, in order to
protect the core customer base and home markets against competition
from "outside." Even if two equal-sized railroads use the weapons
i head to head against each other, the incentives tilt them toward
}muCual restraint and against invading each others' main regional base.

3. BNSF Is Only A Potential Entrant To Trackage-Rights

Markets, And It May Choose Not To Enter Or To Compete

In the context of trackage rights, BNSF will be a potential
Uptrant into trackage-rights markets, an outsicer which may (or may
-}t) seek to enter many or all of the Texas-coast-related markets, the

13
tral~Denver-west-coast corridor, and other markets. BNSF faces

>

fy barriers against its entry, as I discuss more fully below, and it

f  also need to consider the likelihood of multiple-market

@liation by UP/SP.




As I will discuss, BNSF actually has scant prospects ©f
successful entry, even if it were strongly mctivated te try.
Therefore BNSF will have particularly strong incentives to draw back
and focus on keeping out of battles with UP/S®, working instead to
develop and protect its own home-area regiona; operations.

Even if instead the trackage rights were entirely effective in
giving BNSF a fully equal competitive status with UP/SP, there would
still be strong incentives for BNSF not to compete fully on those
corridors and in those markets, as is explained in the following

section.

III. AMONG POSSIBLE REMEDIES FOR THE MONOPOLY EFFECTS, THE
CURRENTLY-NEGOTIATED TRACKAGE RICHTS WILL NOT CURE THE

EROBLEM

1 have considered carefully the trackage rights (and limited
divestiture) that UP/SP has negotiated with BNSF. These rights have
been candidly offered by UP/SP in recognition that the merger will
otherwise have sharp and widespread monopoly-increasing effects in a
large number of substantial markets for railroad services. The
trackage rights function solely as an entry-permitting method. That

makes them similar to the formal opening of entry into

telecommunications and airlines markets: entry is now permitted, as

legal matter.

Two main economic questions need to be asked and answered:




1. If BNSF attempts to ente., would the trackage -ights put BNSF on
a fully equal competitive footing in all marke:s, immediately able to
match UP/SP in all dimensions of service and price?

2. If not, will BNSF actually take advantage of such opportunities,
in order to compete at all in every one of the relevant markets?

The answer to both questions is No. BNSF is unlikely to enter
and offer hard competition in many or all of these markets. Even where
it dous try to enter, BNSF is likely to face substantial disadvantages
in many or all of the trackage-rights markets, so that it may fail or
at least compete less than fully.

1. ENSF Faces At Least Fouy Types Of High Barriers, And So
The Trackage Rights Will Not Let BNEF Enter

Some limications of the trackage rights are already well-known,

Be

i\nd I will not *r; to cover all of them here. The economic role of
ichese rights is the attempt to make it possible for an cutside
failroad to extend itself as an effective entrant against an incumbent
:gminant railroad, using that dominant railroad's roadbed.

jue
- But the trackage rights remove only one type of barrier -- the

Rysical barrier -- against entry. They passively open upr the outside

llréad's physical access to some shippers on some parts cf the Up/sp

i1road system. If there are no other economic barriers or

L ’ o 5
frvantages, then the potential entrant may try to bezome an actual

- e
gant into the trackage-rights markets. But instead, the potential
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entrant may not try to enter at all, or it may make mild efforts to
serve some shippers on some routes.

BNSF's entry and survival will depend on its obtaining enough
traffic density. That is the standard determinant of success in
network-based industries such as railroads. Only by gaining quickly
as much traffic flow as UP/SP already has might BNSF acquire an equal
economic footing with UP/SP as a competitor (apart from BN's other
disadvantages) .

Because instead BNSF in practice will be deprived of such full
density unde) the Trackage Rights Agreement, BNSF will be at a cost
disadvantage. Knowing that, BNSF may rationally choose not even to

try to compete in many or all markets. BNSF will consider its

Opportunity costs, given by the returns it can obtain on operations in

its own system. If the returns in the trackage-rights markets are
less than that, then BNSF lacks economic incentive to try to enter
those markets.

1. top of that, BNSF will also face four additional and different
kinds of barriers. Each of these other barriers is, by itself,
capable of deterring BNSF from entering many or most of the markets
involved with trackage rights. These four types of barriers are:

- 48 A simple exclusion from access to compete for certain customers.
- B Operational ditficulcies in arranging to provids good-quality

service along UP/SP's tracks.




befcre it is

~rre

Extra investment costs that BNSF must incur even
able to solicit business from shippers.

I will now discuss each of these barriers. They are in adiiticn
to still other barriers. 1In fact there are at least 14 categories of
economic barriers that can deter entry in large-scale, complex
markets, including railroads.*

BARRIER 1. BNSFP's inability to serve a majority of customers in the
trackage-rights markets.

Even if it enters, BNSF will be unable to bid meaningfully to
serve a large fraction of the traffic in the trackage-rights markets.
The first reason is that BNSF will not be able to serve all points
along the lines over which it has trackage rights, but rather only the

¥32-to-1 points. The second reason is that many shippers at the 2-to-1
:}?oints ship to or from points exclusively served by the UP/SP. UP/sp
iyould therefore be able to use its veto power over joint rates to
?;sure that the traffic remains on its system rather than being
;iverted to the BENSF. BNSF will therefore be relegated, at best, to
ompeting for the small amount of traffic moving to destinations which
gt
exclusively serves, and a portion of traffic moving to jointly
'{yed destinations or interchange points.

i

The extent of this inability to serve is large. BNSF is unable

ﬁhe cutset to serve 62 to 63 percent of plastic traffic from Gulf

i For surveys of the many sources of entry barriers, see Bain, Barriers to
iWAIDetition, especially ch. 1 but also chs. 2-7; Shepherd, The 'conomicg%%4

Ng itrial Organization, Chapter 11, where 14 sources of barriers are /- :”5¢L=

s ed and Scherer and Ross, Industrial Market Structure, ch. 10.

< ]
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Up/SP system, as it and BNSF adopt mutual restraint in the larger
duopoly interaction between them.

In short, this merger presents the Surface Transportation Board
with a relatively clear and unambiguous case; there is a
preponderance of negative economic effects. The prices for railroad
transportation services may pe elevated at least 25 percent above
costs on average, throughout much or most of the western U.S.

The cost levels themselves might be reduced in some parts of the
Up/SP system, thanks to merger efficiencies. But the discussion by
the applicants of thorse prospective efficiencies are only in terms of
gross amounts of gains. It is instead the net gains that matter,
compared to alternative methods (long-term contracts, pooling, etc.).
Those net gains may be small. The net gains may in turn be of fset by
the general internal inefficiencies that may emerge in both systems
under the mutual restraint and moderate competition that UP/SP and
BNSF are likely to adopt.

Meanwhile the loss of competition will also reduce the stimulus
for innovation, and it will decidedly reduce the freedom of choice for

a large number of shipping customers.

IN MY OPINION, THE BOARD SHOULD APPROVE THIS MERGER ONLY IF
IT REQUIRES SUBSTANT .

Accordingly, the economic choice before the Surface

Transportation Board appears to be clear. A merger that sacrifices

competition, raises prices, reduces innovation, and reduces freedom of




The extent of this inability to serve is large. BNSF is unable
at the ocutset to serve 62 to 63 percent of plastic traffic from Gulf
Coast origins, according to data prepared by Peabody.* In the cenzra:
corridor Denver-to-Oakland, the exclusion of BNSF will be even

greater, at 87.4 per cent.™

Further, many large shippers are locked into long term contrac:s,
up to 10 years in duration. 1If a substantial number (say, half) of
shippers are locked into contracts in any year, then there is no
substantial window of contract renewals which gives BNSF a chance at a
large volume of traffic, enough to justify the volume of investment
and related costs necessary to enter the market in appropriate scale.

Finally, the trackage rights as now negotiated for BNSF would not

enable ENSF the ability to "build-in" to serve shippers on nearby

lines. Currently, shippers that are on a Union Pacific line that is

near to Southern Pacific line (or vice versa) can and do put pressure

on Union Pacific for lower rates by threatening to apply to the

Surface Transportation Soard for permission to build a rail spur out

y

to the Southern Pacific line or have the Southern Pacific build a line f

-

in to the location. The merger will extinguish this leverage, and

will preclude this potential market from the BNSF.

See Ctowicy Verified Statement for SPI.

s The economic basis of these calculations is the UP/SP's own vi:ws, as
noted by Richard B. Peterson at Page 252 in Volume II of the up/sp 4
Application, that BNSF would capture 90% of the traffic to the destinations ¥
exclusively serves and 50% of the traffic to neutral interchanges.

2
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theoretically supposed to give it access.’® Even if the barriers noted
below are not considered, the shares of traffic from 2-to-1 points
that BNSF is likely to obtain are low: only 17.3 percent for
movements via the Houston-to-Memphis corridor, and 8.2 percent for
movement via the Denver-to-Oakland corridor, according tc Peabody
calculations.
That will automatically prevent BNSF from gaining traffic density

i enough to lower its operating costs toward a reasonable ability to
icompete with UP/SP. Looked at objectively, a barrier this severe
gwould be quite sufficient, in many or most other markets in the U.S.
économy, to deter a rational entrant even from trying to enter.
L RRIER 2. Operational difficulties in arranging high-quality service
, ong UP/SP's tracks.

ff The most obvious difficulty will occur in the Houston-to-Memphis
';§ridor, where traffic is one-way southward on one route as part of

e whole corridor. BNSF trains carrying shipments from Houston

;thward would face one-way traffic coming the other way. That would

b
wit BNSF's traffic flow and impede its efficiency and ability to

bvide the desired quality of service.

/i There are numerous other operational difficulties. 1In its

ﬁltching role, UP/SP has incentives to retard BNSF's trains by

u: of scheduling arrangements which favor UP/SP's own traffic.

2

;In practice, many shippers are already tied up in long-term contracts, .
QUP and SP. That increases even further the degree of exclusion thq:iﬂlq v




Up/SP will also automatically acquire valuable monitoring information
about BNSF's traffic. For scheduling purposes UP/SP will learn
details about BNSF's shipments, and that will help UP/SP in trying to
take away BNSF's customers.

BARRIER 3. Higher operating costs for BNSF, compared to UP/SP.

To assess the next barrier, Peabody has derived estimates of
variable costs of service over key corridors. These reflect
reasonable assumptions about the loads, car types, empty returns,
trackage-rights fees, and switching charges.

The result is that on two corridors, BNSF's costs will
significantly exceed UP/SP's costs. On Houston-to-St. Louis (via
Memphis) , BNSF's costs, according to Mr. Crowley, will be $2.12-$2.30,
per ton (that is, 18-37 percent) higher than UP/SP's costs. On that
basis, BNSF would not rationally choose to use the uUp/SP route. That
will leave all shippers on that route facing a UP/SP monopoly despite

the existence of trackage rights.

On the Denver-to-Oakland corridor, BNSF's costs would be $3.53 4

per ton higher, an 18 percent disadvantage.

A cost barrier as large as this would probably deter rational
potential entrants from most markets elsewhere in the economy, and
there is no reason that BNSF could ignore this extra cost burden in
this situation. Even if it were irrational enough to attempt ent_f

some of the trackage-rights-markets, one would not expect BNSF toO




attempt and succeed in making significant entry into the
trackage-rights markets.

In any event, this barrier alone would give UP/SP a rational
basis for raising its own prices to shippers by some or all of that
cost difference. The supra-competitive pricing would be raised to the
limit price, by some 25 percent average or possibly more.

BARRIER 4. Extra investment costs that BNSF must incur even before it
can solicit business from shippers.

Entering into any of the markets will require BNSF to start from
;\gcratch, creating or enhancing its own infrastructure, including

fswitching and classification yards, fueling yards, crewing, and other

storage and loading facilities.” To enter significantly in any

lmarkets at all, BNSF will need to enter at a large scale over broad
areas and corridors, in order to have a substantial and flexible
{ﬁll-service system to offer shippers.

That will require BNSF to make a large volume of new investments,

hich bear high degrees of risk since they depend on BNSF's gaining

?rge shares of the traffic (which is highly unlikely, as I have

\ .

Oted) . I would note for contrast, and in a note of skepticism, that

-Chard Peterson of Union Pacific in his deposition said that BNSF

B! An example of the costs that must be invested in advance is the need for
F'to invest in training their crews to handle hazardous chemxcalg‘ That
§e-costs are large is indicated by Department of Transpertation regula ONS i
x“ilng the required training, as shown at Section 172-702, Subpa:
#hing, of Research and -Special Programs Administration, 49 CFR

by

=93 BEdition), pp. 407- 409.




would not need to make significant investments.®* The risk is all the

greater because it is a gamble on getting large future volumes of

traffic. BNSF will have toc make those investments in advance of

obtaining any actual customers.

The investments will be in the nature of sunk costs, which BNSF
would not be able to recover if it is forced to exit the market. Such

sunk costs are particularly strong deterrents to entry.* They alone

would probably deter BNSF from trying to enter a significant portion

of the markets, let alcne every one of the markets.

In summary, BNSF faces at least four separate ranks of barriers

if it seeks to use the trackage rights.** Each barrier would probably

prevent entry by itself, and each one would cripple BNSF as a
competitor even if it irrationally did try to enter and compate.

Taken together, all of these barriers make it virtually certain
that BNSF will not enter significantly in any markets. It is even
less likely that BNSF would try to enter every one of those markets
and corridors, as UP/SP and its witnesses predict. Therefore, any
expectation that the trackage rights will cure the monopoly impacts OL

this merger is not in touch with economic and business reality.

Peterson deposition transcript at 1058-59.

Baumol, Panzar and Willig, Contestable Markets, chs. 1 and 2.

” still another ceterrent is that tendency of a carrier holding a domiR
position to make a shipper give all of its business to the carrier, even £
other locations. That .amounts.to a use of leverage to extend control £ro

market to others.
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2. BNSF May Not Actually Be A Committed Prospective
Competitor

There appear to be signs that BNSF is not fully committed to

providing hard competition against UP/SP by using trackage rights.
Indeed, I understand that BNSF did not seek the trackage rights from
UP/SP in the first place, and that there is also evidence that could
be construed as reflecting a reluctance on BNSF's part to enter
particular markets with its own equipment using its trackage rights.
i Meanwhile, BNSF has long-standing profitable operations and prospects
'{in its main established service areas. And a substantial aggressive
jentry by BNSF into UP/SP's home areas via trackage rights may stir

P/SP retaliation in other markets, including BNSF's core markets.

3. Southern Pacific Is A Maverick Competitor, Whose
Removal By The Merger Will Reduce Competition
Both the research literature and antitrust policies recognize the
fmportance of maverick firms.® These distinctive competitors
feqularly depart from the shared values and interests that often lead
D a joint-maximizing of profits by the few firms in tight
p

dgopolies. Maverick behavior is especially likely when a firm is

ider unusual pressure, so that its incentives tip it toward
-

;qg-cutting against the others rather than co-existing comfortably.

A maverick has been recognized in the economics and antitrust literature
b independenc and unruly firm, which tends to depart from the patterns

Blished by other firms. Mavericks are often strong influences toward
'.iVe competition, rather than being merely irresponsible or trivial- :

ipants An example is Southwest Airlines, with its willingness< to break “‘"

ettled lxnes and pricing patterns. Public policies (for example,j .
A« uidelineg issuéd by the Antitrust Division), made prgvisiogf or,
gter rules to protect the independence of maverick competitorsi &

- §3 -




Southern Pacific has been in that hard-pressed maverick's
situation, with disadvantages which Dr. Willig and other UP witnesses
discuss in detail. Accordingly, Southern pacific's behavior has been
more independent, with a greater willingness than Union pPacific and
BNSF to resort to price-cutting.*

The merger will remove that maverick railroad and its effect in a
large variety of markets. As one indication, Richard Davidson,
president of the Union pacific Railroad, apparently said at a chemical
industry association meeting that the Union pacific planned to bring
southern Pacific's aggressive pricing (vcash flow pricing") to a stop '

3

after the merger.®

4. Source And Destination Competition Are Minor Possible
A!lcnnnts, which Will Not Remove The Merger's Monopoly

Effects

UP officials and witnesses say that any monopoly-raising effects

of the merger will be nullified by scurce and destination competitiom
faced by shippers. This argument has an element of logic, because

source and destination competition are conditions which might have

some effect.

yet in this case these elements would offer no significant

protection against the strong monopoly effects. At the most, these

- a e ——

- Another example is the pricing of plastics traffic by the Chicago
Northwestern railroad (CNW) at rates below UP, with the ecfect ~f holding
UP rates. Following the UP-CNW merger, UP carefully discussed and then X
those low, maverick prices of CNW. See UP staff memo on page HC39-3014

Exh. 24.

.

» See SPI witness Johnson's Verified Statement (SPI V.S.-6), p. 1o
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forms of competition are only indirect influences on transportation
prices. Some element of them may be present in some situations, but
extreme care must be used in evaluating such claims on the basis ot
detailed evidence that such competition is full, "hard" competition.
Moreover, the geographical concentration of chemicals and plastics
producers, and of the UP/SP dominance over the Gulf Coast area, means
that the merger, if anything, would diminish source competition.
Indeed, the UP/SP has entered a stipulation with the Kansas City

f Southern Railroad that there is at present source competition
_;permitting some shippers on UP lines to switch or threaten to switch
‘production to facilities on the SP (or vice versa) in order to obtain
Q?rgaining leverage in negotiating rail rates or services. Any such
fy;ating competition between the UP and SP wculd, of course, be
bqpletely eliminated by the merger except in the unlikely event ENSF
-;tered the market, and then only at the relatively few 2-to-1 points
~ which BNSF would obtain access under its agreement with the UP/SP.

»

The UP materials include rosy opinions, but they provide no
‘A‘
ignificant tangible evidence that source and destination competition
i
Il actually be a significant force in many markets, much less in all

e 15

’hem. The effects are likely to be minor at best. And they would

deigh against the larger loss of competition throughout the
ern U. s,

§The anecdotes provided by Mr. Peterson and &thers generally focus
o T nJpucHas

g€ theoretical abilicyggf a receiver of a product to choose among &

0 1T B30 > &




alternative gources of supply. Even if such choices are available in
some cases toO receivers, the first-order effect of such a choice would
be to constrain the delivereAd price at which the product would be
accepted at the destination. while such destination market
competition might place a 1imit on the combination of the shipper's
product price and the rransportation rate to that destination, Lhe
example provided says nothing about whether the shipper or the
railroad has the greater pargaining leverage toO capture the larger
portion of the shared profit component of the delivered price. It is
clear as a general matter, however, that the proposed merger, by
increasing Up/SP's dominance, including their regional dominance in

the Gulf Coast, will diminish whatever pargaining power shippers might

have in this respect.

5. Ihl_H!I3lI_Dlllz!ll_SBISill_ﬂﬁxniinx

This merger differs from numerous earlier railroad mergers, in
which the wmonopoly effects have been relatively limited and
correctable without undermining the main gains in efficiency and other

[n

elements. Rather, this merger seems more like the proposed southern

pacific/Santa Fe merger of the early 19808, where the monopoly impacts

were large.

-
-

The sum of reduced competition in this merger is substantial, of

at least CwT levels. One is the specific josses in markets on the

Houston-New-Orleans, Houston-Memphis-St. Louis, and penver-Oakland -

corridors. The second level is the probable larger reductions in

. 86 =







competition from mutual duopoly restraint by the up/SP and BNSF
throughout the western U.S. As is detailed above, the proposed
trackage rights, as they are now designed, will be ineffective as a

cure for both of these effects.

1v. THE MERGER WILL RESULT IN HIGHER PRICES AS WELL AS LOWER

This merger is permeated with reductions in competition, at three
:‘1evels: specific shipping points, several main corridors, and in the
ilarger duopoly setting of the entire western Uu.S. The resulting rises
'in railroad pricing are likely to be substantial.

We have direct evidence of the minimum price increases that will
occur. That evidence is the cost disadvantages that BNSF would have,
‘;ven if it were to enter using trackage rights along the three
tarridors: Houston-Memphis-St. Louis, and pDenver-Oakland. Those cost
~:sadvantages for BNSF are on the order of 25 percent. That

5-percent gap in turn indicates the minimum limit price that UPp/SP
iéld rationally adopt. other corridors may have similar results but

.
ave not seen specific evidence about them.

In fact, BNSF is extremely unlikely to enter those

*q?age-righca markets at virtually any price. Therefore a 25

fcent rise in yp/SP's prices on those routes is actually an
ferestimate of the likely actual increment. Moreover the effects

&rd higher prices are likely to be spread throughout much of ;hq‘i}




competition, raises rices, reduces innovation, and reduces freedom of
choice is differen: from most earlier mergers considered by the ICC,
where the benefits were generally positive and the remaining

competition was still substantial. Here (as in the proposed :1280s

Southern Pacific-Santa'Fe merger) they are negative and a lot of

competition will be eliminated.

One cure is divestiture of parallel lines. Alternatively, the
trackage rights might conceivably be revised and extended. so as to
put BNSF on a fully competitive footing in at least a significant
number of markets. The rights would neea | be framed so that they
actually overcome the four high barriers that BNSF must face, and also
overcome BNSF's incentives to stay out and adopt cooperative behavior
with UP/SP.

If the Board approves this merger, it should require substantial
pPro-competitive changes in the merger, such as those suggested above,
as conditions for approval in order to enhance ecuncmic welfare and

| promote effective rail competition.
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26th day of March, 1996.
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I. INTRODUCTION

My name is Thomas D. Crowley. I am an economist and President of the economic
consulting firm of L. E. Peabody & Associates, Inc. The firm's offices are located at 1321
Cameror Street, Alexandria, Virginia 22314. My qualifications and experience are attached

as Appendix A to this vcrified statement.

I have been requested by The National Industrial Transportation League ("NITL") to review

the Railroad Control and Merger Application filed by the Union Pacific Railroad Company
. ("UP") and the Southern Pacific Transportation Company ("SP") before the Surface
Transportation Board ("STB") in Finance Docket No. 32760. The purpose of my review is to
evaluate the impact the proposed merger will have on existing rail transportation competitive

‘1 options. In making my evaluation, I reviewed the UP/SP merger application including the

;comprehcnsive UP/SP-BNSFY settlement agreement which was designed to preserve the current
compctitivc balance between the railroads.? I also evaluated the amonnt of traffic available to
NSF pursuant to the UP/SP-BNSF settlement agreement and the viability of the BNSF
‘perations over the trackage rights covered in the UP/SP-BNSF settlement agreement. I have

aluated the financial viability of the SP in the recent past. I have identified the non-Class I

@ilroads where, after the merger, UP/SP’s ownership will exceed 50 percent. Finally, I

Xplained the potential harm to competitive prices from the reduction of rail competition in the

¥est to two large railroads (i.e., UP/SP and BNSF). Certain of these reviews were identical

BNSF refers to the Burlington Northern Railroad Company and The Atchison, Topeka and Santa Fe
Railway Company.
y analysis is based on my review of the UP/SP’s merger application and supporting workpapers, the 1994
Costed Waybill Tape provided to me by the ICC, the workpaper's supporting the BNSF'sDecember 29,

995 submission in this proceeding, UP/SP responses to interrogatories, BNSF responses to m(emm": e

and the settlement agreemems between UP/SP and several western railroads (including BNSF). iy

G £ v:.‘
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on behalf of The Society for the Plastics Industry, Inc. and the

‘tion. Others were undertaken for NITL alone.

" nis Verified Statement and exhibits summerizes the results of my findings

.uzed under the following headings:

Summary and Findings
UP/SP Merger Application Fails to Address Substantial Concerns

UP/SP-BNSF Settlement Agreement Does Not Provide A Replacement For
Competition Lost By The Merger

SP Status As A Viabie Railroad

Competitive Impact Of Proposed Merger on Transportation Rates




II. SUMMARY AND FINDINGS

Based on my review of the UP/SP merger application as welil as the workpapers and data

bmitted by UP/SP and BNSF, my findings and conclusions are as follows:

1. The UP/SP-BNSF settlement agreement does not provide a replacement for the rail

competition lost by the merger.

The merger will potentially impact $2.6 billion in revenues from shippers at "2-to-1"

locations.

The UP/SP-BNSF settlement agreement does not address 25 locations where competition
will be reduced from two (2) railroads to one (1) railroad ("2-to-1" locations). In
addition, the UP/SP-BNSF settlement agreement does not identify how BNSF service

will be provided at 23 "2-to-1" locations.

. The UP/SP merger will eliminate 179 competitive routes to and from "2-to-1" locations.

s, If the merger is approved, all settlement agreements between UP/SP and other railroads

.- should be made a condition of the merger.

The merger of the UP and SP will result in UP/SP’s complete ownership of 5 non-Class
I railroads. In addition, UP/SP will gain control of more than 50% for 2 other non-

-~ Class I railroads.
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II. SUMMARY AND FINDINGS

Based on my review of the UP/SP merger application as well as the workpapers and data

submitted by UP/SP and BNSF, my findings and conclusions are as follows:

1. The UP/SP-BNSF settlement agreement does not provide a replacement for the rail

competition lost by the merger.

The merger will potentially impact $2.6 billion in revenues from shippers at "2-to-1"

locations.

The UP/SP-BNSF settlement agreement does not address 25 locations where competition
will be reduced from two (2) railroads to one (1) railroad ("2-to-1" locations). In
addition, the UP/SP-BNSF settlement agreement does not identify how BNSF service

will be provided at 23 "2-to-1" locations.

. The UP/SP merger will eliminate 179 competitive routes to and from "2-to-1" locations.

‘5. If the merger is approved, all settlement agreements between UP/SP and other railroads

should be made a condition of the merger.

The merger of the UP and SP will result in UP/SP’s complete ownership of 5 non-Class
I railroads. In addition, UP/SP will gain control of more than 50% for 2 other non-

Class I railroads.
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7. The BNSF does not have access to enough traffic in either the Central Corridor
(Between Denver and California) or the Houston-Memphis Corridor to effectively

replace the rail competition from the two merging railroads.

. BNSF's witness Lawrence estimates that the UP/SP-BNSF settlement agreement will
provide BNSF access to $1,812 million per year in additional traffic. thn properly
stated, however, BNSF will have access to only $258 million per year in additional !
traffic. BNSF’s revenue per mile from the market access will be substantially less than

BNSF’s system average revenue per mile and cost per mile as shown below:

ltem Per Mile
(1) (2)

1. Market Access Revenue $67,990

2. BNSF System Average
a. Revenue $246,369
b. Costs $210,316

Source: Exhibit_ (TDC-9).

9. The BNSF will not have sufficient traffic available to operate trains efficiently ove;

Houston-Memphis corridor. Traffic available to BNSF, including the rerouting oif 'y
from BNSF’s own lines, will equal only 1.2 million tons per year o: an equi : *-
0.6 loaded trains per day. In order for BNSF to operate this line segment, BN SH
require aggregate infrastructure investment of approximately $97.5 mnlhon

million per year).
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The BNSF will not have sufficient traffic available to operate trains efficiently over the
trackage rights between Denver, Colorado and the Oakland/Stockton, California
("Central Corridor"). Traffic available to BNSF, including the rerouting of traffic from

BNSF’s own lines, will equal 2.2 million tons per year or an equivalent of 0.85 loaded

trains per day. In order for BNSF to operate over the Central Corridor, BNSF wiil

require aggregate infrastructure investment of approximately $183.6 million ($36.1

million per year).

The BNSF’s costs of providing service between Houston and St. Louis, utilizing the
Houston-Memphis Corridor exceed the variable costs incurred by UP or the variable
costs of BNSF when routed over its own tracks. The BNSF's variabie costs equal
$13.69 per ton when routed over the Houston-Memphis Corridor and $12.53 per ton
when routed over its own tracks. The UP’s variable costs between Houston and St.
Louis equals $11.57 per ton. Thus, the floor for competitive prices after the merger will

be raised.

The BNSF's costs of providing service over the Central Corridor exceeds the UP’s
variable costs. BNSF’s variable costs between Denver and Oakland, including the
trackage rights payments, equal $23.62 per ton while the UP’s variable costs equa!

$20.09 per ton.
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13. BNSF’s compensation to UP/SP for trackage rights (3.0 to 3.48 mills per gross ton-mile)
exceeds the UP/SP’s costs and provides a profit for the landlord (UP/SP). Trackage

rights compensation based on costs should be set at 1.48 mills per gross ton-mile.

The adjustment mechanism for the trackage rights compensation based on 70% of the
change in the Rail Cost Adjustment Factor, excluding productivity ("RCAFU") exceeds
the UP’s and SP’s actual change in costs, thus providing a further wiudfall to UP/SP.
The adjustment mechanism which most closely tracks actual cost changes is the Rail §

Cost Adjustment Factor, including productivity ("RCAFA").

The merger of the UP and SP will cause major competitive harm to western shippers,
even if the provisions of the UP/SP-BNSF settlement agreement are made a condition

of the merger.

Prior to the announcement of the UP/SP merger, SP claimed that SP was a gro in

railroad with an improving service and financial condition. In this merger (as with the

proposed merger of ATSF and SP in the mid-1980's), SP is now claiming that SP’

service is degrading and SP cannot meet its financial needs.

-

The UP/SP merger will result in less competition for rail transportation in the Wes! -
United States because BNSF will not be an effective replacement for lost competitid
Due to market concentration, more potential for anti-competitive rate actions |

possible. .
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Il UP/SP MERGER APPLICATION FAILS TO ADDRESS
SUBSTANTIAL CONCERNS

The UP/SP have claimed that the BNSF access agreement provides effective competition at
"2 to 1" points. However, as shown in this Verified Statement, UP/SP-BNSF settlement

agreement will pot permit BNSF to be an effective competitor.

In this section of my testimony, I quantify the amount of traffic that would be adversely
affected by the merger, assuming the narrowest definition of a rail market. In light of my
conclusion that the BNSF access agreement will pot provide effective competition at "2 to 1"

| ~ points, 1 would note that these are the same procedures that I used in presenting evidence on
» behalf of the NITL in the BNSF merger proceeding,? which were credited by (he Interstate
. Commerce Commission ("ICC") in concluding that there would be adverse competitive effects

at such locations as Amarillo, TX and others. (BN/ATSF Decision, page 84, Unprinted)

" This section of my testimony addresses these concerns under the following topics.
A. Locations and Routes Impacted By UP/SP Merger
B. Locations Not Covered by UP/SP-BNSF Agreement
" C. Settlement Agreement as Merger Conditions

D. UP/SP Ownership of Non-Class I Railroads

Ve, ol bR

'ﬂC.C. Finance Docket No. 32549, decided August 16, 1995. Unprinted ("BN/AT L:N.... )

< gn o




A. LOCATIONS AND ROUTES

The UP and SP rail lines overlap in several western states where for numerous locations,
the UP and SP are the only railroads to serve that location. A schematic of the parallel lines
of the UP and SP is shown in Exhibit__(TDC-14). I have reviewed each location jointly served
byUPandSPtoidentifythetrafﬁcthatwillbeimpactedfromtbcmcrgcrofthc two railroads.
From my review I have identified the locations and routes wiiere UP and SP compete for traffic
and, therefore, competition will be eliminated after the merger. As discussed below, since the
BNSF access agreement will pot provide a effective replacement to the competition currently
existing between UP/SP, these locations and routes will still suffer a loss of competition after

the merger.
‘ 3

The procedure to identify the locations and routes impacted by the UP/SP merger involved'

the analysis of two data bases. First, locations jointly served by UP and SP were identified from

publicly available data as shown in the Association of American Railroads’ ("AAR") Centrali 43

Station Master List ("CSM")¥. Second, the ICC's 1994 Costed Waybill Tape was analyzed 0
determine the impaci of the merger on the traffic for those locations jointly served by UP and

SP. The results of my analysis are discussed under the following topics:

1. Identification of Jointly Served Locations;
2. Example of Procedures to Identify Impacted Routes; and

3. Impact From UP/SP Merger.

¥ As discussed below, the locations impacted by the merger were also compared to the list of stations she
in the UP/SP-BNSF settlement agreement.




1. Identification of
Jointly Served Locations

As discussed above, the CSM was utilized to identify the stations jointly served by UP and
SP. The basis for identifying a jointly served lceation was a common Station Point Location
Code ("SPLC") for that location. Each station in the United States has an unique SPLC number.
For example, Salt Lake City, Utah which is SPLC number 762809, appears twice in the CSM,
once as a UP station and once as an SP station. Any station served by a carrier other than UP
and SP was eliminated from the list. Exhibit (TDC-1A) identifies the stations jointly served
. by UP and SP as well as the SPLC number for each location. Exhibit_(TDC-1B) identifies the
. amount of tons and revenues for traffic by 5 digit Standard Transportation Commodity Code at
 these locations based on the 1994 Costed Waybill Tape. Exhibit_ (TDC-1C) identifies tons and
veaues for traffic at these jointly served stations by originating and terminating state. In total,

g:0cations jointly served by UP/SP, without any competitive alternative, shipped 83 million tons

_.; total revenues of $2,584 million in 1994 .¢

| 2. Example of Procedures to

Identify Impacted Routes
iT After the common UP/SP locations were identified, all traffic from that location was
‘s ifwcd to determine the routes where UP and SP could compete. Using Salt Lake City, Utan
~". 762800) as an example, the total traffic on the 1994 Costed Waybill Tape originating,

«‘

iMinating or interchanging at Salt Lake City equalled 4.3 million tons and $187 million in

peveral railroads interchange with the UP and SP but connect with no other railroad. Therefore, these |
gshort-line railroads are not a competitive alternaive for shippers and are included in my route analysis. The
g1ort-line railroads include: Utah Railway Co.; Salt Lake Garfield & Western Railway Co.; Geotgetown
Railroad Co.; Austin Railroad; and, Little Rock and Western Railway.

! Otal revenues reflect the revenues ﬁ)r all railroads involved in the movement of the ton
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revenues. A review of each movement showed that UP and SP both moved traffic between Salt
Lake City and Kansas City, MO (SPLC 566900). This is a route which will no longer have
competition after the merger. Therefore I have included this movement in my analysis of traffic

where conditions are required to maintain competition at pre-merger levels.

In contrast to the Salt Lake City - Kansas City movement, the 1994 Costed Waybill Tape
also identifies  tons moving between Salt Lake City and Bend, OR (SPLC 855340). All
movements were UP single line service. This is an example of a movement which will not be
impacted by the merger because the SP does not and cannot compete for the traffic. Therefore,
I have pot included this movement in my analysis of traffic where protective conditions ares
required to maintain competition.

3. Impact from
UP/SP Merger

The UP/SP merger, without the imposition of protective conditions, will diminish potenti
or actual competition at many locations. In order to quantify the impact of the merger orx’:d -
specific locations (and routes to/from those locations), I analyzed the 1994 Costed Waybill T v

to determine the amount of traffic originated, terminated or interchanged at each location. -1k

specific locations, routes, tons and revenues impacted by the merger are shown'3

Exhibit__(TDC-2).

‘Based on the procedures discussed above, 1 identified the routes impacted by the m *

. - . - . j .
. The routes which are impacted by the merger were separated into six.categories: ... -8
] ©aliek

-
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. Local Traffic -- UP and SP serve both origin and destination;

. Local/Interline Forward -- UP and SP serve the origin and the destination is also
served by one of the carriers (UP or SP);

. Local/Interline Received -- UP and SP serve the destination and the origin is also
served by one of the carriers (UP or SP);

. Interline Forward -- UP and SP serve the origin and move the traffic to interchange
for delivery to destination via a carrier other than UP or SP;

. Interline Received -- UP and SP serve the destination and receive the traffic in
interchange from another carrier; and

Overhead -- UP and SP participate in the movement as overhead railroads and a
third routing alternative does not exist that would provide competition to the UP and
SP routes.

As is discussed above, shippers which currently have the UP or SP as a competitive
alternative will lose that alternative after the merger. Under an unconditional merger approval,
the combined UP/SP entity will be able to dictate rates over these captive routes with impunity,
simply because competitive leverage which had existed in the past would be taken away through

: roval of the Application. If the merger is consummated, without adequate protective

"  ditions imposed for the benefit of the shippers, shippers will become captive for the line-haul

movements identified in Exhibit (TDC-2).

s 1
" Table 1 summarizes for the routes impacted by the UP/SP merger, the tons shipped and

denues for all routes from those stations.

+ 3




Table 1
Summary of Impacted Routes bv Location

(0))

Number of Stations with Impacted Routes 38
Number of Impacted Routes 179
Tons Impacted 8,868,263
Revenue for Impacted Routes (00C) $321,596

Based on the 1994 Costed Waybill tape, I identified 179 routes where, after the merger, the
shippers’ competitive routing will be diminished because the UP and SP will be one railroad

The routes impacted reflect 9 million tons and $322 million in 1994.

B. LOCATIONS NOT COVERED

Prior to the UP/SP’s submission of the: merger application, UP/SP and BNSF reach edj
agreement to provide access to certain locations, provide trackage rights and address the

selected line segments. According to UP/SP, the settlement agreement “will greatly i

"

rail competition in the West" (UP/SP Application, Volume 1, page 17).7 The purpose of

UP/SP-BNSF settlement agrecment is to "preserve [two-railroad] competition for all

customers” (V.S. Rebensdorf, page 297).

<

7 1n BNSF’s December 29, 1995, submission in this proceeding, BNSF claimed that the UP/SP-BNSF
settlement agreement "will promote aggressive competition” (BNSF comments, page 3). f
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Section 8i of the UP/SP-BNSF settlement agreement does contain an "omnibus” clause
intended to cover rail customers that "are not located at points expressly referred to in this
Agreement or Exhibit A to this Agreement" (settlement agreement, Section 8i).¥ However,
the UP/SP-BNSF settlement agreement has not identified all the stations which will lose
competition after the UP/SP merger. For other rail stations, the UP/SP-BNSF settlement
agreement fails to specify how the rail stations will receive competitive service. Each set of rail

stations is discussed under the following topics:

1. Stations Not Identified in UP/SP-BNSF Settlement Agreement

2. Stations Without Competitive Service

1. Stations Not Identified
In UP/SP-BNSF

Settlement Agreement

¥ Based on the AAR’s 1995 CSM listing, I have identified all stations by Standard Point

Location Code ("SPLC") that are jointly served by UP and SP and no other carrier a. shown
in Exhibit__(TDC-1A). I have also identified all stations served by the UP and SP and a short-
ne carrier that only accesses UP/SP. Based on this summary, I compared the total station list
'.f the stations covered in the UP/SP-BNSF settlement agreement. The settlement agreement
»t:r not address 25 stations which will lose a competitive alternative after the merger.
g ibit_(TDC-3) identifies each station (by SPLC, name and state) not addressed in the UP/SP-

\ SF settlement agreement. Before the merger can be approved, competitive service for these '

8ions needs to be addressed.

- ——— L ——

Fhis provision was included as part of the Supplement to the settlement agreement between UP/SP:andl S84
SF dated November 18, 1995.__ liw ImaIEen e




2. Stations Without
Competitive Service

The UP/SP-BNSF settlement agreement identified 23 rail stations which are "2-to-1"
locations, but the UP/SP-BNSF settlement agreement does not provide the BNSF with the
trackage rights to access traffic at these stations. The specific stations are shown in

Exhibit__(TDC~4) to this statement.

UP/SP’s witness Rebensdorf states that UP/SP and BNSF have agreed to "make alternative
arrangements to ensure the preservation of competitive service” (Rebensdorf, pages 296-297).
Witness Rebensdorf cites the use of haulage service as the alternative arrangement. The use of
haulage service is less preferable than trackage -ights? because the BNSF would not have any |
control of the train operations and would be required to pay the UP/SP its costs and profit for
the service. In order to provide the current level of competition, BNSF must be provided
competitive access to these customers at a cost level which will equal the UP and SP’s}
competitive cost level. "3

3%
C. SETTLEMENT AGREEMENT :

AS MERGER CONDITIONS

Because of the competitive harm from the UP/SP merger, conditions should be impa -
which would maintain for shippers the current level of competition. The UP/SP has, as no ‘

above, reached settlement agreements with the BNSF. Other settlement agreements wel

reached between UP/SP and the Utah Railway Company ("Utah Railway") and Illinois Centt

T as discussed below, the level of the trackage rights compensation as specified in the UP/SP-BNSF _, 48
settlement agreement will not provide the same level of competition as curvently exists between UP and S
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("IC"). In return for trackage rights, haulage rights or other provisions granted by UP/SP,

BNSF, Utah Railway and IC have agreed not to oppose this proceeding.

As these agreements stand now, the railroads can change the terms of the agreements
without the input of shippers. The solution to this problem is for the STB to impose the
agreements as conditions of the merger and thus protect shippers. After the STB imposes the
settlement agreements as conditions, the STB can then set the compensation level to eliminate
any economic disadvantage that the tenant railroad would have vis-a-vis the incumbent (UP/SP).
; Second, as conditions of the merger, UP/SP will not be able to alter the conditions without STB
: approval. Finally, the STB, as a condition of the merger, can order that the adjustrnent
_m_echam'sm applied to the compensation terms be set to match the changes in costs incurred by

ithe UP/SP.

{
D fy UP/SP OWNERSHIP OF

. The UP/SP application does not address the impact on shippers (or other Class I railroads)
lue to UP/SP’s joint control of non-Class I companies. After the merger of the UP and SP,
“/'SP will control 100% of 5 railroads and possess greater than 50% control of 2 additional

lrbads. The problem presented is one of the shippers (or other Class I railroads) that can

" ntially be harmed because UP/SP control exerted on the non-Class I railroads may force

ific to be routed over the UP/SP instead of other Class I railroads.

J

8°r UP/SP will control more than 50 percent of the railroad.
A s

Table 2 below summarizes the UP/SP control of non-Class I railroads where “after the | .;,5‘ ¢



Table 2
Summary Of UP/SP Joint

._Percent Control
Railroad S . _UP/SPY  Other Railroads
a - @ 3) @ (6] '
Alton & Southern Railway 50% 50% 100% 0.0%

Arkansas & Memphis
Bridge & Terminal Co. " 66.7 100.0 0.0

Central California Traction Co.¥ " ; 66.70
Ogden Union Railway & Depot Co. i ! 100.0
Portland Terminal Railroad Co. J ¥ 60.0
Portland Traction Co.

Southern Illinois &
Missouri Bridge Co.

¥ Column (2) + Columa (3). I
¥ Operates lines between Stockton and Sacramento, CA with connection to railroads other then UP/SP at ; |

Stockton, CA.

The STB should recognize the extent of UP/SP’s control on these non-Class | railroads aft

the mcrger. The UP/SP should not be allowed to control these companies, or alternative

should not be allowed to modify current procedures and costs followed by these non-Cla

railroads to eichﬁnge traffic with Class I railroads.




IV. UP/SP-BNSF SETTLEMENT AGREEMENT DOES NOT PROVIDE
A REPLACEMENT FOR COMPETITION LOST BY THE MERGER

The key to UP/SP’s plan to gain approval to their proposed merger is the settlement
agreement with BNSF. UP/SP have attempted to address the obvious anti-competitive
components of their pmp&sed merger through the settlement agreement. This section of my
Verified Statement evaluates the UP/SP-BNSF settlement agreement to determine if the railroads

| ' were successful in eliminating the obvious anti-competitive problems. My research and findings

are summarized under the following headings:

. BNSF Market Access
. Problems with Trackage Rights

. Lack of BNSF Operating Plan

. BNSF QOperations and Costs -- Central Corridor

. Compensation for BNSF Trackage Rights

A

B

e

D. BNSF Operations and Costs -- Houston-Memphis
E

F

G

. UP/SP Agreement with Utah Railroad is Dependent On Agreement with BNSF

& BNSF
| MARKET
E ACCESS

In the BNSF’s "Comments on the Primary Application” filed December 29, 1995, witness

M Lawrence, National Director of KPMG Peat Marwick’s Transponauon Consultmg

ce submitted a Verified Staremcnt which analyzes the UP/SP - BNSF settlnt

7. 4_,. (

2
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agreement. Mr. Lawrence concludes that the settlement agreement "is a complete and sufficient
remedy for the loss of competition" for locations where the merger eliminates access to the UP
or SP (Lawrence, page 2). He also concludes that the locations BNSF "will gain access to offer
a sizable market opportunity and attractive traffic density” and BNSF "should be motivated to

compete aggressively for this traffic" (Lawrence, page 3).

Table 3 below summarizes Mr. Lawrence’s calculation, by segment, of the new market

revenues he claims BNSF will be able to access.

Table 3
Summary of Lawrence’s

_Segment
(1)

"2 to 1" Points
. Central Corridor :
. Sealy - Fagle Pass 126
. Houston - Brownsville 88
. Houston - New Orleans 126
. Houston - Memphis 62
. "Independent” Points 105
g. Subtotal $1,062

I-5 Corridor 327
Laredo Gateway 23
Total (L1g + L2 + L3) $1,812

: V.S. Lawrence, Table 6, page 3-5.
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In total, Mr. Lawrence has determined that BNSF will have access to $1.8 billion of U'P/SP

traffic. 1

My critique of Mr. Lawrence’s determination of BNSF market access is addressed under

the following topics:
1. Magnitude of BNSF Market Access
2. Mr. Lawrence’s Methodologies
. Restatement of BNSF Market Access

. Market Access Revenue Per Mile

. Magnitude of BNSF
Market Access

Mr. Lawrence’s study purports to show that the access granted under the UP/SP-BNSF

M

f settlement agreement will equal $1.8 billion per year. If this were true, this is a staggering

concession by UP/SP. In order to put Mr. Lawrence’s calculation in perspective, Table 4 below

éomparcs his claimed BNSF market access to total revenues for the BNSF, UP and SP for 1994.
{1

i

VP’ witness Peterson also claims that the UP/SP-BNSF settlement agreement will provide “competi €500 24
jaccess to well over $1 billion in UP and SP traffic. ..." (Peterson, page 15). For the same reasons as =
di ed below, Mr. Peterson’s quantification of BNSF's marked access is significantly ted.

D

-




Table 4
Comparison of Lawrence’s

_item
(1)

Lawrence Market Access

BNSF Revenues
a. BN

b. ATSF

c. BNSF

UP/SP Revenues
a. UPY

b. SP

c. UP/SP

Source: Exhibit__(TDC-9).
Y Includes CNW.

Mr. Lawrence’s calculation of market access equals 24 percent of BNSF total revenuesd ‘

23 percent of UP/SP’s total revenue. In other words, Mr. Lawrence claims that UP/SP wik

allow BNSF access to over 20 percent of the total revenue generated by the company.

e T B e A o T e —————

2. Mr. Lawrence's
Methodologies

Mr. Lawrence’s determination of BNSF market access is based on UP/SP mow: its

the ICC’s 1994 Waybill Tape. His procedures for developing the market access can be groug

into two categories: 1) "2 to 1" points; and, 2) I-5 Corridor; and the Laredo Gatewsy. §

b

o

- procedures for each are discussed below.

-
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For the market access at "2 to 1" locations (i.e., stations currently served by both UP and
SP and no other railroad), Mr. Lawrence grouped the traffic into six different line segments
(Table 3, Line 1). For each line segment, Mr. Lawrence utilized the following Steps 1o quantify
the BNSF market access:

a. Identify the total revenues for all movements originating or terminating at the "2 to
1" location ("Total Station Traffic");

b. Identify the "Station Open Traffic". Based on Mr. Lawrence’s study of switching
tariffs, only 74 %L of all revenues to/from "2 to 1" locations are actively open to
both UP/SP. Therefore, Station Open Traffic equals Total Station Traffic multiplied
by .74;

- Subtract the revenue already received by BNSF for the Station Open Traffic; and,

- Subtract the interline revenue received by railroads other than UP, SP or BNSF
("Interchange Revenues").

'.M -
Table 5 below summarizes Mr. Lawrence’s calculation of the BNSF’s market access for "2

to 1" locations.

Fa

. Bates Number BN/SF - 004
SP, but not both carriers.
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Table 5
Summary of BNSF Market

Access For "2 to 1" Locations

Item
(1)

Total Station Traffic $1,677
Station Open Traffic 1,241
Current BNSF Revenue y

Current Interchange Revenue
Market Access - "2 to 1" Locations L2-(L3+1A4)

v

Y Lawrence, Table 6, page 3-5.

In total Mr. Lawrence claims that the BNSF market access for "2 to 1" locations eg

$1.06 billion.

For the I-5 Corridor and Laredo Gateway,’ Mr. Lawrence utilized the followi

procedures:

a. Identify the total revenues for applicable UP/SP movements (i.e., the F 5
Northwest to California for the I-5 corridor and all traffic to/from Laredo for
Laredo Gateway); 4

. For the I-5 corridor, subtract the closed traffic where BNSF will not gain acCe
- Subtract the revenue already received by BNSF for the Station Open Traffics

. Subtract the interline revenue received by railroads other than "UP, SP_5
("Interchange Revenues”). -

12 The Laredo Gateway will be accessible to BNSF via the Texas Mexican Railway Company ("“TM")
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Table 6 below summarizes Mr. Lawrence’s calculation of the market access for the I-5

Corridor and Laredo Gateway.

Table 6
Summary of BNSF Market Access

~ For 1-5 Corridor and Laredo Gateway

—Amount (millions)
Item Source e . G
(1) (3) 4)

Total Station Traffic ) $369 $514
Closed Traffic 8 0
Current BNSF Revenue 2 31 30
Current Interchange Revenue RS | e
Market Access L1-(L2 + L3 + 14)

Y V.S. Lawrence, Table 6, page 3-5.

2

B Mr. Lawrence’s calculations of BNSF’s market access for the I-5 Corridor equals $327
'i'l]ion (Table 6, Column (3), Line 5). Mr. Lawrence’s calculation of the BNSF’s market

~ gf:éss for the Laredo Gateway equals $423 million (Table 6, Column (4), Line 5).

3 3. Restatement of
BNSF Market Access

l have reviewed Mr. Lawrence’s calculations and underlying workpapers and have found

it Mr. Lawrence has utilized a flawed procedure which significantly overstates the traffic that

{ . o . - “ - e il 2 '. ¢
F, will have the opportunity to divert from UP/SP. In"addition, Mr. La\Vrencc_ S
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include mathematical errors which also overstate the traffic that can be diverted to BNSF. Mr.

Lawrence’s study is flawed and should be rejected for the following reasons:

_ Mr. Lawrence’s market access contains a significant number of movements where
UP or SP control both the origin and destination (i.e., local moves). BNSF will noi
divert moves where UP/SP control both terminalsi’; ‘ :

_ Mr. Lawrence's calculation of revemies received by other railroads for traffic in the
I-5 corridor equals $18.4 million, nct the $3 million he has shown; -

_ Mr. Lawrence has assumed that BNSF will capture all movements to which BNSF,
has access. Following UP’s witness Peterson’s study, BNSF will capture 50% o
mfﬁcmovingtoanimerchangenilroadand%%ofmfﬁ:movingwaBN 3
terminal; and, ~

_ Mr. Lawrence has ignored the impact of contracts on traffic available to BNSF
Much of the UP/SP traffic moves under contracts and, depending upon the lengts
of the term and volume commitment, this traffic will not be available to BNSF.

I have restated Mr. Lawrence’s calculation of market access to eliminate the errors in '«l

1 through 3 above. Concerning traffic moving under contract, I have not made any adjustment
for traffic which is not available to BNSF but would note that my result reflects the n,':
wraffic available to BNSF. The details of my calculation are shown in Exhibit_(TDC-S :

summarized in Table 7 below. Table 7 also compares my results to the market access D ‘4 '

by Mr. Lawrence:

1V yp's witness Peterson’s study recognized that local moves are not divertable to BNSF.




dtem
(1)

"2 to 1" Points
. Central Corridor $555
. Sealy - Eagle Pass 126
. Houston - Brownsville 88
. Houston - New Orleans 126
. Houston - Memphis 62
. "Independent” Points _105
. Subtotal $1,062

I-5 Corridor 327
Laredo 423

. Total $1,812
—_—

Mr. Lawrence calculates that BNSF will have access to traffic with revenues of $1,812
million. When his errors are restated, the appropriate revenues that BNSF can divert from

UP/SP equal $258 million, a reduction of $1,554 million.
5

4. Market Access

Revenue Per Mile

Mr. Lawrence claims that each line to which BNSF gets access "presents a sufficient density
Of shippers that BN/Santa Fe can be expected to compete aggressively” (Lawrence, page 3-5)¥.

ir. Lawrence bases his analysis on the available revenues per mile.

N i 3’: 2
 As shown below, BNSF can not attract sufficient traffic to pay for the necessary mfnsmxcmrf i 3%

4

Operaung costs.

.
s -
N LT
¥ ey
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Exhibit__(TDC-9) develops the average freight revenue per mile and costs per mile for UP,
SP and BNSF and compares those values with my restatement of revenue per mile over the line
segments that BNSF will gain access to pursuant to the UP/SP-BNSF settlement agreement.
Because the revenues from the traffic from the I-5 Corridor move over the Central Corridor, 1
have grouped these revenues together. In addition, because the traffic to the Laredo gateway "

moves over a portion of the Houston-Brownsville line segment, I have grouped these revenues.

together. For movements to stations categorized by Mr. Lawrence as "independent points,” !:

have included the revenues in my analysis but without any associated mileage. Table 8 below

summarizes this data.

(0))

Revenue Per Mile - UP/SP-BNSF Settlement )
. Central Corridor (including I-5 Corridor) $73,192°
. Sealy - Eagle Pass 11,782
. Houston - Brownsville (including Laredo) 114,662
. Houston - New Orlezns 150,691 |
. Houston - Memphis 11,155}

. Independent Points _
. Weighted Average $67,990

System Average Revenue Per Mile (1994)
a. UP/SP $253,559}
b. BNSF 246,362 1§

System Average Operating Costs Per Mile (1994) 3
a. UP/SP $218,259
b. BNSF ‘ 210,316

e,

¥ Not applicable.
Source: Exhibit__(TDC-9).
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The revenue per mile over the trackage rights segments, when properly restated, range
between $11,155 per mile and $150,691 per mile (Table 8, Line 1). Overall ti.c BNSF’s market
access will generate revenues of $67,990 per mile (Table 8, Line 1g). In contrast, the system
average revenue per mile equals $253,559 for UP/SP and $246,369 for BNSF (Table 8, Line
2). The system average operating costs equals $218,259 per mile for UP/SP and $210,316 per
mile for BNSF. (Table 8, Line 3). The UP/SP-BNSF settlement agreement will provide BNSF
revenues which are far short of the system average revenues per mile. In addition, the revenues
from BNSF’s market access will be substantially less than BNSF’s operating costs per mile.

. When viewed this way, the BNSF will have little incentive to compete for this traffic.

- B. PROBLEMS WITH

TRACKAGE RIGHTS

B The UP/SP have claimed that the trackage rights provisions contained in the UP/SP-BNSF

‘ ;s'enlement agreement replace the loss of competition posed by the merger. In signing the
ttlcmcnt agreement, UP/SP has effectively conceded the loss of competitive advantage to

""ppcrs who have previously been served by UF and SP in the event that the merger is
Brovcd. Therefore, the ability of the UP/SP-BNSF settlement agreement to provide a
pctitivc alternative is critical to the merger. As I discuss in following sections of this

,'.4' imony, the introduction of BNSF trackage rights is an impractical and, in many respects,

6rkable solution to the loss of competitive options which shippers would suffer if the merger

> SPRE
pproved.
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In addition to the numerous specific problems associated with the trackage rights provisions
of the scttlement agreement, trackage rights, in general, have been viewed by railroads
themselves as inferior to direct ownership of rail lines. Trackage rights are generally viewed
as a device which is employed only in those instances where no other operating options are
available. Those tmckagé rights arrangements which have worked out generally involve
relatively clear-cut operations, involving many fewer miles than those involved in the settlement
agreement and where the tenant railroad exercises some leverage in the determination of

operating priorities.

In this proceeding the trackage rights solution proposed by UP/SP and agreed to by BNSF

involve approximately 3,800 miles of UP and SP rail line. As I discuss helow, traffic rights

operations and related finances can be problematic at best. Even the railroads involved here

have had problems implementing trackage rights agreements which involved only a fraction of §

I

the miles covered in the UP/SP-BNSF settlement agreement.

LA

Ironically, the most recent and notable indictment of traffic rights arrangements co: -i
directly from the BNSF. It should be noted that this candid assessment of trackage z-‘--
occurred well after the settlement agreement had been signed. In a November 1995 imerv_"
by Forbes magazine, former BNSF chairman Gerald Grinstein addressed trackage right.f l
follows: ‘

Although Burlington Northern will not oppose the UP/SP merger because of its
trackage rights agreement, Grinstein admitted that trackage rights do not necessarily

insure unfettered competition. "It’s service with some disability”, he says. "You've

-]
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got track maintenance issues and dispatch issues. 1t is quite different from owning your
own track. "%

A further indictment of trackage rights arrangements is included in a document entitled An
Important Message from Chicago and Northwestern Railway Company. This document was
dated January 27, 1995 and relates to the BN - CNW Joint Line Agreement ("JLA") which
provided respective operating conditions for the joint BN/CNW's use of trackage in the southern
Powder River Basin coal region. Although, strictly speaking, the Joint Line Agreement does
not represent a pure trackage rights arrangement, it nevertheless contains some features which

are the exact equivalent of several crucial trackage rights terms included in the settlement

agreement. There, CNW, entirely dissatisfied with the JLA states that:

"The structural flaws of the Joint Line Agreement go beyond the issue of capacity
additions. Under the JLA, BN is exclusively and perpetually authorized to control day-
to-day operations over the joint line including the dispatching of BN and CNW trains,
both loaded and empty. The JLA contains no standards to govern the dispatching of
trains, other than a general requirement that it be done "without discrimination. "

This is the competitive equivalent of having United Airlines and American Airlines
operating out of the same busy airport, but giving United exclusive authority over the
control tower!"

A similar control problem clearly exists within the UP/SP-BNSF settlement agreement where
Section 9d, at page 16 states:
&
The management and operation of the trackzge rights line shall be under the
B cxclusive direction and control of the owning carrier. The owning carrier shail have
¢ . the unrestricted power to change the management and operations on and over joint
f-trackage as in its judgement may be necessary, expedient or proper for the operations
thereof intended. Trains of the parties utilizing joint trackage shall be given equal

& dizpatch wiihoui any discrimination in promptness, quality of service, or efficiency in ""'*{_; Lo

[ favor of comparable UP/SP traffic. (emphasis added) pp—_—
: TaL GOECER

- ‘ 3 _‘('
Forbes, December 18, 1995, Can Drew Lewis Drive the Golden Nail, pages 60 and 64. o\

WS 8, ey
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CNW goes on to say that, "The ICC prescribed the existing Joint Line Agreement in 1982.
At that time the principal focus of all parties properly was on bringing CNW'’s access to the PRB
to fruition, so that shippers’ mines in the Powder River Basin would begin to benefit from
railroad competition anticipated when construction of the joint line was authorized. The flaws
in the Joint Line Agreement, which gives so much power to BN, were far less obvious in 1982
than they are today." The CNW’s comments should raise concerns here. The difficulties
inherent in the complete control exercised by BNSF over the dispatching functions on the joint
line (which were readily recognized by UP’s former subsidiary the C&NW) exemplify the |
problems which will inevitably occur under the much more extensive and largely unplan .
UP/SP-B!SF trackage rights arrangements. The shippers will be the party injured if the UPIé
are able to prevent open and reliable access to the locations which are losing competition ¢
to the merger. ‘

C. LACK CF BNSF
OPERATING PLAN

The UP/SP Operating Plan, as presently presented, which is summarized in Volun’xc"i
the Application contains approximately 434 pages of detailed operational descriptions, Op ~:5
statistics and maps. Although the Operating Plan is not all-inclusive and, of necessity, I%
upon some estimated data, it provides a competent and relatively complete projection ‘:
~onsolidated operations of UP a-nd SP in the event that the subject meiger .~-'—

Furthermore, UP/SP have provided thousands of pages of workpapers to support the opeL

plan. However, notablyv iacking in the UP/SP Operating, Plan is any semblance of 2

description and rationale of projected BNSF operations over the 3,800-mile tracka ge




~

)

complex which BNSF will theoretically provide competitive service. In other words, UP/SP
understands how the merger of UP/SP will affect operations (including the impact on

employment, cycle time, dispatching, etc.), but the operations of BNSF are not addressed.

Although occasional mentions of BNSF operations appear in the verified statements, exhibits
and workpapers, these references are usually limited to discussions of reciprocal benefits which
the BNSF trackage rights operations provide, rather than detailed explanations of how such
operations will be conducted. The only supplemental data regarding how BNSF operations
. would be conducted over UP/SP lines is contained in Mmjﬂzﬂmmgmg_gm
" Application, filed December 29, 1995, approximately one month after the Primary Application
was filed. BNSF Witness Neal D. Owen endeavors to provide a description of BNSF's
t"proposed customer service and train operations in connection with" the merger Application
(0wcn, page 2). Mr. Owen’s testimony states that "a forma! traffic study was not conducted

jfor the service planning” outli.ied in his statement (Owen, page 3). He further states that "This
‘I3

description reflects my judgments based on my research and on site visits, together with input

kom experienced BN/Santa Fe traffic and operating officers” (Owen, page 3).1¢

The balance of Mr. Owen'’s statement provides a limited description of anticipated BNSF
u¥ _rg_tions over six primary trackage rights access and purchased operating routes included in
‘i.. ;cttlcmcm agreement. While this description may provide a useful general summary of
?ctcd BNSF trackage rights operations, neither it, nor any other source provided by the

1 ,ads, have developed a detailed operating plan of the type necessary for the STB to assess

gt 2 0
. i

In response to interrogatories, BNSF stated that they did not conduct any study of operations.
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the feasibility of the trackage rights operations and, therefore, assess vhe viability of BNSF as

a competitive replacement to SP.

The 4,200 mile trackage rights/acquisition plan manifested in the UP/SP-BNSF settlement
agreement constitutes the largest and most complex imposition of an independent carrier’s
operations over the lines of another independent carrier. As shown in Table 2 of witness
Rebensdorf’s testimony, the trackage rights in this proceeding are almost double the length of
the extension trackage rights granted in the BN/ATSF merger. As such, even before such a 3
massive strategy is suggested, detailed studies should have been undertaken. This infirmity '
places shippers who would be affected by the UP/SP-BNSF settlement agreement, and indeed
the STB itself, in a position where the terms of the agreement must be accepted as a doctrine

of faith, as opposed to a rational judgment based upon a detailed level of analysis.

In order to exemplify the inadequacy of planning for BNSF operations over existing UP/SE

lines, I have compared the respective efforts in the analysis of projected operation over UP/ SE

“

with the inadequate plans postulated by BNSF. These comparisons are made in approx mal

order of their importance to future operations, although each function discussed would‘ ;

~
12

ultimately integral to feasible trackage rights operations.

My comparison of the UP/SP operating plan data with that the plan submitted by BNS3

o

discussed under the following topics:

1. Train scheduling

2. Train dispatch_i,ng




. Crew Management

. Equipment Utilization

. Equipment Repairs

. Yard & Local Train Activities
. Operating Organization

. Locomotive Fueling

. Specific Route Operations

. Train

Scheduling

UP/SP -- In addition to detailed descriptions of coordinated train operations which
are included in the UP/SP Operating Plan text, some 132 pages of detailed
tabulations and schematics project post merger UP/SP operations (Application, Vol.
3, pages 267-398). This data identifies, by line segment, each train along with
arrival/departure times. Additionally, explanations of train coordination and traffic
flows are discussed throughout the application in the testimony of several other

UP/SP witnesses.

. BNSF -- By way of contrast, BNSF comments are limited to a description of the

projected number of trains operating over the six corridors included in their analysis.

Neither UP/SP nor BNSF offers discussion as to the relationship betwe=n existing

would be controlied and coordinated with UP/SP.

-3




2. Train

Dispatching

a. UP/SP -- The UP/SP operating plan calls for the current SP train dispatching |
function in Denver to be consolidated with the UP dispatching center in Omaha.
Dispatch office and function relocation will be implemented in riases in order to -
accommodate changes in locomotive management and crew balancing in the earlxer’
phases of the merger, with the train dispatchers being the last group to be relocated
to the Omaha center. The UP/SP operating plan explains the relationship between
train dispatching and crew and personnel requirement time keeping functions. --
consolidated system would use UP’s TCS operating data system for the assignm Q-

of train crews. (Application, Vol. 3, page 241.)

. BNSF -- Except to the extent that train dispatching functions are discussed in tf
settlement agrcement (with no explanation as to how BNSF dispatching control y
actually be accomplished), neither BNSF or UP/SP have provided crucial

\ @
5

relating to the addition of BNSF traffic over UP/SP owned lines.

3. Crew

Managemznt . &

a. UP/SP -- For crew assignments, crew calling and related activities UP/SP.M

employ its computerized crew calling system (crew management system f~;.

~ .

which interacts with the TCS system discussed 2bove. The crew man:

function will be centralized in Omaha. Crew domicile and assignment locuti

]




specifically detailed in the portion of the operating plan titled "Effects On Applicant

Carriers’ Employees". (Application, Vol. 3, pages 241-242 and pages 407-422.)

- BNSF -- BNSF provides no explanation regarding train crew manpower requirements

and projected post merger operations. Witness Owen projects that BNSF crew
assignment locations will correspond with current UP/SP crew locations for several
of the corridors which he discusses. Lacking however, is any strategic plan which
would account for variations in traffic volumes, the availability of experienced
personnel or the suitability of UP/SP crew locations for BNSF, under BNSF
operations.

4. Equipment
Utilization

a. UP/SP -- UP/SP has drawn from its previous experience in earlier mergers in order
to formulate a plan for both the assignment of through movement locomotives and
existing car fleets. The operating plan calculates modifications in fuel consumption,
freight car assignments and resulting car miles and the elimination of empty car
movements resuiting from the combined traffic base. (Application, Vol. 3, pages
235-241.) UP/SP operations study fails to consider, and does not mention nor
quantify the estimated effects of traffic displacements and equipment utilization

which would occur as the result of the implementation of the settlement agreement.
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b. BNSF -- BNSF offers no details regarding the source, assignment, or availability of
motive power and rolling stock requirements under the terms of the settlement

agreement.

5. Equipment
a. UP/SP - The UP/SP operating plan specifies in detail the post merger disposition
of both locomotive and car heavy repair facilities. It specifies which facilities will |
be closed, which will be expanded and which corridors each facility would serve. |
(Application, Vol. 3, page 229, and Various Corridor Descriptions, pages 20-230.) j

i
. BNSF -- Despite the fact that operations under the comprehensive agreement would

involve train movements which are hundreds of miles from BNSF-UP/SP junctio .?
points, BNSF has explained no plan for the repair and servicing of eithef
locomotives or freight cars. While the distances involved may not present seriou
problems for BNSF scheduled maintenance, running repairs and/or non-schedu -
heavy repairs will be extremely problematic in the absence of a formalizeg
maintenance plan. l

6. Yard and Local :

a. UP/SP -- UP/SP pmvides a detailed explanation of the projected post merger ';‘

of current UP/SP yards and terminals. The current functions of each Y. -

terminal rail operation is discussed, and rationales for the retention or revisic

operation are provided. Additionally, the effects of yard and terminal op
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line haul service were analyzed. (Application, Vol. 3, Various Corridor

Descriptions, pages 20-230.)

. BNSF -- Witness Owen offers a brief explanations of projected BNSF yard and
terminal operations within his "route segment analysis". These explanations are
limited to the assertion that, according to developments in yard and terminal
activities, BNSF may elect neither reciprocal switching or direct BNSF service in
order to meet operational requiremcnts;

7. Operating
Organization

a. UP/SP - In the post merger period UP/SP projects that it will consolidate the
current UP/SP general management staff of eight regional general managers to a
staff of six regional gencral mangers located in Omaha. These general managers
will supervise 21 service unit superintendents. Again, UP/SP makes no special
provision to account for the projected introduction of BNSF traffic over its merged

system. (Application, Vol. 3, pages 248-249.)

b. BNSF -- BNSF offers no information regarding the impact on management,

superintendence and/or direction of its projected traffic over UP/SP lines.

' .‘?8. Locomotive
" Fueli

PN

-." a. UP/SP -- UP/SP does not provide a detailed description of post er fueling
1 o0
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on the current UP and SP will be adequate to service the combired traffic of the
carriers. No provision is mentioned with respect to the fueling of BNSF trackage
rights traffic and no discussion is offered as to the adequacy of these facilities to |
handle BNSF locomotive fueling in the event that UP/SP elects to allow BNSF use |

of such facilities under projected BNSF access.

. BNSF -- As is discussed above, rany of the projected BNSF movemen*s under the
trackage rights agreement would involve transportation which would occur
locations that are at considerable A‘stance from BNSF owned lines and the fueling
facilities which service those lines. Again, BNSF has failed to offer any p :
regarding this crucial consideration. |

9. Specific Route
Operations

a. UP/SP -- UP/SP devoted the majority of the opening sections of its operating B

(228 pages) to a detailed analysis of operations over each section of the co"
UP and SP system. This analysis includes consideration of current Op t
modified consolidated operations, projected densities, local train ope:
switching and interchange operations, as well as revised train frequenc
resulting impacts upon various shipper locations. Although some mention_.f 3
respecting the integration of BNSF trackage rights traffic, no analys'iﬁi"i;s‘
regarding the treatment of this traffic. (Application, Vol. 3, »lff"

"0k

Descriptions. pages 20-230.)

- e
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b. BNSF -- In contrast, BNSF witness Owen devotes approximately 22 pages of
narrative to an explanation of operations over the six primary service routes which
he discusses. Again, his analysis is limited to 2 simple declaration of the number
and types of trains which are anticipated to operate over the trackage rights. His
analysis disregards any consideration of the personnel and infrastructural
requirements that the movements would involve. Most importantly, Mr. Owen fails
to analyze how BNSF operations would "fit" with the operations that are O
specifically detailed in the UP/SP operating plan.

By
' In summary, as presently constituted, the plans for trackage rights operations developed by

] tiie UP/SP and BNSF are conjectural at best. Given the operating problems recently experienced

RA

by each of the three rail entities which are party to the agreement it is difficuit to conceive that
;l;e introduction of the many complications which are inherently involved in trackage rights
o [Serations could, within a reasonable time period, be successfully overcome by the participants.

"
- - The recent merger (1995) betwesn UP and CNW is an example of the problems with

bp_erations after the merger. The UP operates 17.499 miles of road and the CNW has 5,211

Y

£
miles of road.l? After the UP’s consolidation of a railroad one-third its size, substantial

Obcmting problems occurred. The operating problems became so bad that in November 1995,

¢
'UP’s President Ron Burns sent letters to customers to assure them that the problems would be

Tesolved. In that letter of Mr. Burns blame

¥ 1

*_ is is contrary to the UP’s claim that the UP/CNW merger would "enable

2 s ———
' o St N

-

vt basoop SR

’ For comparisox;. the SP has 13,715 miles of road.

<
A

PR
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improve service through closer coordination of operation and marketing activities" (UP 1994 10-
K, Volume 7, page 379). (emphasis added) In reality, the UP/CNW merger resulted in service

that "has deteriorated to a lcve! never before seen on UP."¥

. BNSF OPERATIONS
AND COSTS -

HOUSTON-MEMPHIS
Several factors impact the effective operation BNSF over UP/SP lines under the terms of

the UP/SP-BNSF settlement agreement. When these factors are investigated in detail it becomes 4

evident that BNSF can not provide the viable competitive options which the parties contenci “'

would be preserved under the terms of the UP/SP-BNSF settlement agreement. A major, and
perhaps overriding, impediment to successful BNSF participation under the trackage rig hts
provision of the Agreement involves the volume of traffic which BNSF will realistically be‘ a:b :
to capture, should the merger be approved. Another facior weighing against successful BNSE
competition for traffic involves the cost of operations. This cost must be considered at tW
levels. The first consideration involves the investment in infrastructure and expenses ‘:‘-'-

would be required in order to service the minimal volumes of traffic. The second level

reflects BNSF's ability to compete, from a cost standpoint, with the UP/SP. 93
My analysis is discussed under the following topics:

1. Traffic Volumes Available To BNSF

2. Operational Issues

¥ Mr. Burns’ letter as quoted in Traffic World, November 13, 1995, page 13.




3. BNSF Cost To Install Infrastructure

4. BNSF Cost Disadvantage

1. Traffic Volumes
Available to BNSF

According to the Applicants, the anti-competitive aspects of the merger would be cured
| through the granting of trackage rights to BNSF for 2 to 1 shipper locations. Volume and train
i frequencies are obviously important elements in the determination of the viability of BNSF as
2 competing entity. Capturable volume will be a major determinant of BNSF’s infrastructural

requirements, operating expenses, and most significantly, its ability to price competitively.

UP/SP Witness Peterson’s methodology by which UP/SP estimates the amount of traffic that
vfrould divert to BNSF is based on "90% of each movement that was to or from an exclusive
.‘N/Santa Fe point and 50% of each movement that was to or from a competitive point or
i'ieway" (Peterson, page 292). Movements that were to or from UP/SP locations not served
BNSF would not be diverted to BNSF. The percentage distributions provided by Mr.
;}grson are made without consideration of BNSF’s ability to service the diverted traffic or
| P;/SPs ability to accommodate it. Additionally, although Mr. Peterson acknowledges the fact

i t contracts impact the availability of traffic to BNSF, he assumed that "the existence of a

portation contract would not preclude diversion..." (Peterson, page 256). These analytical

ciencies, if corrected, would reduce substantially Mr. Peterson’s projection of the volume

: UP/SP traffic actually available to BNSF. However, even without corrsction of the
e . :

i

. . . . o fhet 16 .n_ 'y
ficiencies, and adhering to Mr. Peterson’s diversion formula, divertable tra volumes' over ™ i+
(g i

it
B
<




I have employed a conservative approach in order to determine traffic volume diversion and
resulting train frequencies for the Houston-Memphis corridor. Using Mr. Peterson’s |
methodology, alysis indicate v w i v

over the route.

In order to determine the eligibility of traffic for BNSF transport over the Houston -
Memphis corridor I analyzed each movement from the 1994 ICC Costed Waybill Ta’
originating or terminating in the Houston and Memphis areas and/or traffic which could qualify
for overhead movement over the Corridor (e.g., traffic moving through from Beaumont, "l"ﬁ” ,‘
to Birmingham, Alabama which could utilize the Houston-Memphis corridor). A schematjé
this corridor for the UP/SP and BNSF major lines are shown in the schematic incl

Exhibit__(TDC-10). 3

The traffic available to BNSF was placed in 3 categories. The first category reflects ‘-‘ f

originated or terminated traffic which could be rerouted to the Houston-Memphis cor " :
("Reroute of BNSF To Trackage Rights"). This rerouted traffic was determined from a
review of the origins, destinations and interchange locations. For example, a v
originating on the BNSF in Tenaha, Texas for movement to Birmingham, Alabama "
rerouted by BNSF over the Houston-Memphis corridor (instead of moving ﬂmgh . ,“ ‘

and Dallas). However, a movement originating in Houston for movement to Denver WORR
-3 /A
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be subject to rerouting. A movement originating in the Houston area and moving to Chicago
could be routed either through Dallas or over the Houston-Memphis Corridor. BNSF’s witness
Owen, in his deposition, stated that traffic would traverse the "most effective routing” (Tr. 194).
Because of the compensation level and the inherent operational problems, the most efficient
. BNSF routing for traffic in the Houston area to the St. Louis and Chicago gateways will be
. routed through Dallas instead of the Houston-Memphis Corridor. In total, my analysis indicates

" that BNSF can divert ons per year from BNSF lines to the Houston-Memphis corridor.

The second category reflects traffic available to BNSF from "2 to 1" locations which can
_f be diverted froun UP/SP to BNSF. In order to determine eligibie diversions of UP/SP traffic to
1 BNSF trackage rights transported over the Corridor, I identified all traffic originating or
' terminating at 2-to-1 locations on the Houston-Memphis corridor. I then separated the traffic

into three groups:

. Traffic where UP/SP control the originating and terminating location,

. Traffic where UP/SP control the 2-to-1 location and BNSF controls the other
terminal, and;

. Traffic where UP/SP control the 2-to-1 location and a carrier other than UP/SP or
BNSF controls the other terminal.

Table 9 below summarizes the traffic available to BNSF at "2 to 1" locations on the

Houston-Memphis corridor.




Table 9
Summary Of Traffic At "2 to 1"

Locations Located On Houston-Memphis Corridor

Item okt Percent
(1) ) 3)

1. Total Traffic 5,046,072 100.0%
2. UP or SP Control Both Terminals

BNSF Settlement Agreement

3. BNSF Has Accessto "2to 1°
Point and Controls Other Terminal

BNSF Has Access to "2to 1"
Point and Other Terminal Is Not
UP, SP or BNSF

Probable BNSF Traffic!

Scurce: 1994 ICC Waybill Tape.
Y (Line 3 x 90%) + (Line 4 x 50%).

Traffic controlled by UP/SP at both ends of the movement was designated as largely X
available to BNSF. Following Mr. Peterson’s formula, I have designated 90 percent of t f
which originates or terminates from or to an exclusive BNSF location and 50 percent of t il

to or from a competitive location or gateway as divertible to BNSF. The results of this ana

is shown as "Traffic From "2-to-1" locations. In total, BNSF can divert only tog

year.




The firal category involves traffic available to BNSF from non-Class I Railroads. The
settlement agreement provides that BNSF will be allowed to interchange with any non-Class I
carrier which currently interchanges exclusively with UP and SP. Shortline traffic from the
1994 ICC Costed Waybill Tape was analyzed using the same procedures summarized for UP/SP

riginations. The result of this analysis is shown as "Traffic from Shortlines.” Based on the
use of the efficient routes, the BNSF will divert traffic only from shortlines it has access to
which are on the route between Houston and Memphis (i.e., the Little Rock and Western

' Railway). In total, BNSF can divert tons per year.

BNSF traffic which would logically be rerouted over the Houston-Memphis Corridor is

| summarized in Table 10 below. For purposes of calculating the number of loaded trains BNSF

L will operate over the corridor, I have utilized BNSF's average load of 74.9 tons per car and

_average train size of 75 cars per train.







Table 10
(Houston - Memphis Trackage Rights)

Item
N

Annual Tons For Traffic Available To BNSFY

a. Reroute Of BNSF To Trackage Rights

b. Traffic From "2 to 1" Locations

c. Traffic From Shortlines

d. Total 1,170,323
Average Tons Per Car 74.9

Average Loaded Car: Per Year 15,625 |
(L1d += L2)

Average Cars Per Train 75

Average Loaded Trains Per Day
(L3 + L4 + 365 Days)

Y1994 ICC Costed Waybill Tape.
‘i
BNSF will be able to divert 1.2 million tons per year to the Houston-Memphis corrik
This tonnage levei will support only 0.6 loaded trains per day.

2. Operational
Issues

This section of my statement addresses numerous deficiencies in the opening estim

both the UP/SP and BNSF relating to projected BNSF trackage rights operations 0}

Houston-Memphis Corrid_gr. Three specific issues impact the operation on th: H
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Memphis corridor. First, the UP/SP will operate in such a way as to create a directional flow
problem. Second, the BNSF will not have trackage rights through Shreveport, LA. Finally,
the BNSF will not have storage facilities in the Texas/Louisiana area to support the plastics

industry.

a. Directional Flow -- The UP/SP operation plan for the Houston-Memphis Corridor
calls for trains on the UP line to operate northbound and trains over the SP line to
be operated southbound (UP/SP, Application, Volume 3, page 43). According to
UP/SP’s witnesses King and Ongerth, this configuration "suits the operations and
suits the terrain and suites the existing facilities much better..." (Tr. 508). The
conclusion to operating this way, according to Mr. Ongerth, is "what I would call
a nb-braincr to operate the way we did it" (Tr. 509). This mode of operation is
intended to free-up capacity on both railroad. UP/SP reaches the conclusion that "---
even with BN/Santa Fe's diversions of traffic from UP/SP as the result of our
settlement, neither the UP routes nor the SP routes could separately hand!e the
traffic of both roads.” (Operating Plan, Page 42) A schematic of the UP/SP plan

operating flow is shown on Exhibit__(TDC-10).

b The South Central directional plan which is depicted on Exhibit_ (TDC-10) call for the
buting of all southbound traffic over the current SP (Pine Bluff) line and the routing of all

Srthbound traffic over the current UP (Little Rock) line. According to the applicants, BNSF

icl-age rights traffic will use the curren: SP route for both north and southt:lound
E S0 4 Lis ;

flerefore, the directional operation would result in the northbound loads-traveling
; nusnl W UsS.
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combined southbound volume of UP/SP traffic. Although the settlement agreement states that
train dispatching and resulting train superiority will favor neither UP/SP nor BNSF traffic, any
traffic (whether UP/SP or BNSF) will be disadvantaged when moving against the predominant
directional movements. Compounding the directional flow problem is the fact that the current

SP line between Houston and Shreveport is dark (unsignaled).

b. KCS Control of Shreveport -- It is a well known fact that KCS has mounted
strenuous opposition to the UP. SP merger and the attendant settlement agreemen:
The SP is dependent upon trackage rights over KCS lines at Shreveport, |
(Volume 3, page 299).22 These KCS trackage rights agreements do not transfer t
BNSF. The UP/SP Operating Plan and testimony of Neil D. Owen assume that thé
STB will grant trackage rights through the Shreveport yard at a compensation le

which will keep BNSF competitive.

. Lack of Storage Facilities -- The storage of commodities for the chemical

plastics indus .y is integral to the transportation and marketing of these produc
UP/SP Witness Richard B. Peterson acknowledges the importance of storagc“_
his statement that:

"Shippers of some bulk commodities such as plastic pellets often
need in-transit storage of their product in shipper-owned railcars

+on railroad yard tracks. Storage in transit ("SIT") allows plants
to be run at capacity and product to be readily available for
prompt movement to various end markets as product price and
demand change. The UP/SP merger will make new SIT yard
capacity available at UP’s Amelia: Yard (near Beaumont) and in
St. Louis, which will importantly increase the competitiveness of

o

1 The same problem exists at Be ont, TX where the SP relies upon trackage rights over the KCS. J
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the merged system or these commodities. Also, UP’s more
extensive Gulf Coast SIT capabilities will be made available to
SP shippers.” (Application, Vol. 2, Peterson, Page 65)
UP/SP Witness Robert D. Willig further validates the crucial role of storage with
the following statement:
"Storage for plastics represents another major dimension of
nonprice competition between railroads, as plastics generally
move from production directly to rail cars, and are often sold
while they are in storage in railcars.” (Application, Vol.2,
Willig, Page 619)
Although stated for entirely different reascas, this portion of Dr. Willig's testimony puts
‘a' fine point on the importance of storage capacity in the determination of the relative viability
éf carriers competing for chemicals and plastics traffic. Again, as is the case with other facets
of operations, the Applicants have analyzed UP/SP’s capabilities with respect to storage capacity
Bwhile disregarding the storage capabilities of BNSF. BNSF does not have the storage capacity
b at is available to UP/SP. While the UP/SP have the massive Dayton yard for storage, BNSF
vould have to rely on the yard at Teague, Texas. BNSF’s witness Owen, in his deposition,
e cussed BNSF’s capabilities to utilize the Teague yard for Chemicals traffic (Tr. 191-193).

wever. as noted by Mr. Owen, the Teague yard is "a little over 100 miles north of Houston"

ir. 193). This will hinder ENSF’s ability to compete with UP/SP for the chemicals and

o
stics traffic in the Houston area.

r!




3. BNSF Cost to

Install Infrastructure

As is discussed previously, the traffic volume capturabie by BNSF to and from the Guif
Coast and transported over the Houston - Memphis Corridor translates to only 0.6 loaded trains :
per day. For the Houston-Memphis Corridor, BN will have trackage rights over 575.6 miles
of SP track and 101.4 miles of UP track.2 The only BNSF intersections between Houston 2.

Memphis are at Cleveland, Texas and Tenaha, Texas.2

BNSF’s tenant status under trackage rights operations provisions of the UP/SP-BNSF‘
settlement agreement would necessitate a substantial investment in infrastructure before any
BNSF trackage rights traffic moves over the Corridor. The trackage rights provisions of -1
settlement agreement account for only those "below the wheel” costs which are considered un del
the compensation terms of the agreement. Provision of the "above the track” infrastructirl
investments and operating expenses necessary to implement the trackage rights operations
entirely incumbent upon BNSF. As I discuss subsequently, BNSF has not only failed to qua
infrastructural and expense requirements, by its own admission it has also failed to analyze '3

In the absence of this data I have estimated the infrastructure and expense requirements

BNSF above-the-track operations over the Houston-Memphis route in the following sectiof

a. Identification of Infrastructure Required -- As a guide for the identificatic

infrastructure and expense requirements I have employed those elements whi@

analyzed by UP and SP in the merger application. The items which I ident i

2 The UP-owned track runs from North Lmle Rock, AR to Pine Bluff, AR and Fair Oaks, AR to B

Junction, AR.
2/ All BNSF traffic from Tenaharuns through Beaumont.
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considered by UP and SP to he crucial to the coordination, successful operation and

integration of two previously independent rail systems.

With the exception of limited track construction, such as that required for

junction pbint connections, all of the items which I have identified involve above-the-

track operations. Although I have tailored my estimates to reflect the actual
projected train frequencies over the line, several of the infrastructure items identified
require full implementation to service even minimal train frequency. Stated simply,
a number of significant infrastructural requirements must be met even before the first
BNSF train moves over UP/SP lines. Table 11 below identifies infrastructural
additions and/or expansions and associated values provided by UP/SP in this
proceeding (where stated) which are required for minimal implementation in of

BNSF trackage rights for the subject route.
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Table 11

(1)

Locomotives $2 Million Per Locomotive
Freight Cars $57,000 Per Car
Locomotive Repair Facilities $5.2 Million to $24 Million Per Facility
Freight Car Repair Facilities Not Specified

General Management Not Specified

Crew Management Not Specified
Communications Not Specified

Terminal Expansion/Modification $22 Million Per Terminal
Fuel Servicing Facilities $2.4 Million Per Facility
Customer Service Not Specified

Connections $2.3 Million Per Connection
Dispatching Coordination Not Specified

Storage Construction/Expansion Not Specified

New Computer Applications $43 Million

Ll et ™
PUN-OOLONOUAWLN -

n
&

b. Cost of Infrastructure Required For BNSF Trackage Rights — In developig

estimates of BNSF’s minimal infrastructure requirements, I have taken into ag
BNSF Witness Owen’s limited outline of projected BNSF operations, proximy
availability of current BN operational support facilities and the length of thelu

I have also considered the reduction in through train frequencies as dete: m

the preceding Section of this statement.

The infrastructural investments summarized in Table 11 above were estin e

following bases:
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(1) Locomotives, Through Train: The cost ($2.0 million per locomotive) was

derived from the UP/SP Operating Plan. The number of locomotives per train
(3.3) were multiplied by the 0.6 loaded trains per day. Loaded train locomotives
were multiplied by 2 (loaded and empty trains) and increased by 10 percent for
locomotive: spare requirements. Average train cycle times over the Houston-
Memphis Corridor were derived from attachment 13-1 to the UP/SP Operating
Plan and equal 27.23 hours. Cycle times was divided by 24 hours in order to

deteniaine complete cycle requirements. The total number of locomotives

required equal 5.2

(2) Locomotives, Switching: The cost per locomotive is based upon the average cost
of BNSF reconditioned power for units less than 2,000 horsepower ($318,000

per unit). Two units were applied to each designated switching assignment
(Houston, Shreveport, Pine Bluff and Memphis). An additional locomotive was

added as a spare.

(3) Locomotive Maintenance Facilities: BN will require a locomotive maintenance
facility on this line. Cost per facility is based upon UP/SP estimates of facility

expansions at 8 small facilities of $41.6 million or $5.2 million per facility.

(4) Car Shops: These are facilities required as equipment maintenance bases and

storage for supplies needed for minor repair services. It is estimated that one

o
o L»a.

6010:dedlmnsperdayx2010adedtoemptymlox3310wmotnvespermx2723hwn+
per day x 1.10 spare factor 5 4.9 locomotives. i

\
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building with related storage and equipment will be required for the route. The
cost estimated for this facility is derived from my experience in recent

proceedings where such cost has been ideniified.

(5) Fuel Servicing Facilities: The aggregate investment cos: is derived from
UP/SP’s estimate for fuel servicing facilities as shown in the merger application

(82.4 million per facility). Facilities are required at Shreveport and Pine Bluff.

(6) Connections: The cost per connection is derived from UP/SP Operating Plan
($2.3 million per connection). Connections are required at the four BNSFQ

UP/SP junction points (Houston, Memphis, Cleveland, TX and Tenaha).

(7) General Management Building: The BNSF will require facilities at Shreveport
and Pine Bluff. The cost of a building is estimated at $1.50 million per

building. The cost estimated for this facility is derived from my experience ig

recent pfoceedings where such cost has been identified.

(8) Computer Applications: In the UP/SP merger, UP/SP are spending 54" s
million for computer hardware/software. UP/SP operate over 31,214 nile
Based on a mileage prorate of the Houston and Memphis trackage rights (‘

miles), the BNSF will incur $939,000 for computer needs.

(9) Terminal Expansion: The BNSF will need to expand yard facilities to handl

~ trains operation over the trackage rights. In the UP/SP operating plan,- U}

e
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states that the investment to upgrade the BNSF interchange with UP/SP at
Nelson-Buda, Illinois in the amount of $21.7 million for various projects for that
terminal.  The BNSF will require upgraded facilities at the four yard locations.

I have estimated that each facility will require one-half the cost of the Nelson-

Buda upgrade.

Communications: Communications costs is derived from my experience in
recent proceedings where such cost has been identified and prorated according

to the 677 miles of trackage rights involved here.
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Table 12
BNSF Infrastructural Cost For
Implementation Of Operations Over

The Houston-Memphis Trackage Rights Route

Unit Number Investment Annual
Item —Cost . Required Cost (000) Cost (C00)
(1) 2 3) @) ® |

Locomotive Investment
a. Through Train $2,000,000 $10,000 $1,947 |
b. Switching 310,000 2,790 543

Locomotive Maintenance Facility 5,200,000 5,200
Car Shop 14,700,000 14,700
Fuel Servicing Facility 2,400,000 4,800
Connections 2,300,000 9,200
General Management Building 1,500,000 3,000
New Computer Applications 939,000 939
Terminal Expansions 10,300,000 43,400
Communications _5.700,000 S5.700
10. Total ; XXX $97,529

© ® N o w oA w N

¥ Column (2) x Column (3).
¥ Annual investment costs are based on an annuity of 15 year life on a cost of capital of 17.8 percent.

In total, I estimate that the BNSF will be required to invest $98 million in order to .
required infrastructure in place to operate over the Houston-Memphis corridor. The ann _“

for the investment equals $19.0 million per year.




4. BNSF Cost
Disadvantag:

The BNSF will not enjoy costs which are as low as those of the UP in part, due to the
trackage rights compensation. I have costed each carrier for over the Houston-St. Louis route.
First, I have developed BNSF’s variable costs betwesn Houston and St. Louis, utilizing the
trackage rights over the Houston-Memphis Corridor. Next, I developed the BNSF’s variable
costs between Houston and St. Louis based on the BNSF route using BNSF’s own rail lines
through Dallas, Texas and Tulsa, Oklahoma. Finally, I have developed UP’s variable cost
L between Houston and St. Louis over UP’s route. My cost analysis is based on ICC 1994 URCS
{ unit costs for each railroad and indexed to fourth quarter 1995 ievels ("4Q95"). The costing

1 methodology is based on the procedures utilized by UP’s witness Rebensdorf. The BNSF

mileage between Houston and St. Louis over the trackage rights between Houston and Memphis
equals 844.5 miles.2 The mileage between Houston and St. Louis over BNSF’s owned lines

% equals 969 miles. The movement over UP’s lines between Houston and St. Louis equals 803.5

miles.

My development of variable costs are shown in Exhibit_ (TDC-11) and summarized in

Table 13 below:

foro r the movement over the trackage rights, one-half of the mileage was applied to
haif to BN unit costs. o




.58-

Table 13
Summary of Variable Costs of

- Cost
Railroad Per Ton
¢Y) )

1. 13NNSF (via trackage rights) $13.69
2. BNSF (over BNSEF tracks) $12.53

3. UP $11.57

BNSF’s variable costs equal $13.69 per ton utilizing the trackage rights on the Houstoth‘
Memphis Corridor. BNSF's variable costs from Houston to St. Louis over BNSF tracks equs s
$12.53 per ton. The UP’s variable costs equal $11.57 per ton. Therefore, BNSF will be at v«
cost disadvantage and will not b able to price as competitively as UP/SP. In addition, BN ‘* 5
nas little incentive to re-route traffic over the Houston-Memphis Corridor due to the i

costs incurred versus running over its own rail lines.

E. BNSF OPERATIONS AND

I

The Central Corridor stretches from Denver to the West Coast. As with the operations

the Houston-Mer.phis corridor, a major, and perhaps overriding, impediment t0 success

@

BNSF panig:}pation under the trackage rights provision of the settlement agreement involv&

volume of ;rafﬁc. which BNSF will realistically be able to capture, should the mETEZ
approved. Another factor weighing against successful BNSF competition involves the €

operations over the Central, Corridor. A schematic of the route is included as Exhibit_s§
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12). This exhibit also identifies BNSF’s current route to the west coast via Arizona and New

Mexico.

My analysis of thc BNSF bperations and costs for the Central Corridor are addressed under
. the following topics:

1. Traffic Volume Available to BNSF

‘ 2. Operational Issues

R .. 3. BNSF Cost to Install Infrastructure

ff 4. BNSF Cost Disadvantage

In addition, BNSF has little incentive to re-route traffic over the Houston-Memphis Corridor

i due to the increased costs incurred versus running over its own rail lines.

1. Traffic Volume
Available to BNSF

L3C
This section identifies the traffic volumes for the Central Corridor which could actually be

captured by BNSF under the terms of the settlement agreement. Volume and consequent train

Bl
frequencies are obviously important elements in the determination of the eventual viability of

"

BNSF as a competing entity in the Central Cerridor. Capturable volume will be a major

terminant of BNSF's infrastructural requirements, operating expenses, and most significantly,

ts ability to price competitively. In my analysis, I have followed the same procedures as with

the calculation of the volume for the Houston-Memphis Corridor.

b
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In order to determine the eligibility of traffic for BNSF transport over the Central Corridor,
I analyzed each movement originating or terminating in areas that BNSF can divent to the
Central Corridor. In any instance where rerouting over trackage rights would reduce the
mileage involved in the current BNSF movement, traffic was diverted to trackage rights line.
The results of this analysis is shown as the "Reroute of BNSF to Trackage Rights". In 1994,

rerouted traffic equals : tons.

. BNSF controls the other termmal

Table 14 below summarizes the traffic available to BNSF at "2 to 1° locauons Ot

Central Corridor.
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ﬂ Table 14
Summary Of Traffic At "2 to 1"

C

e N Percent
) 3)

24,452,602 100.0%

BNSF Has Access to "2 to 1"
Point and Controls Other Terminal

BNSF Has Access to "2 to 1"
Point and Other Terminal Is Not
UP, SP or BNSF

Probable BNSF Traffic!

urce: 1994 ICC Waybill Tape.
Y (Line 3 x 90%) + (Line 4 x 50%).

Traffic controlled by UP/SP at both ends of the movement was designated as not available
to BNSF. Following the Peterson formula I have designated 90 percent of traffic which
l;iginatcs or terminates from or to an exclusion BNSF location and 50 percent of traffic to or

fom a competitive location or gateway as divertible to BNSF. The results of this analysis is

@wn as "Traffic From "2-to-1" locations. In 1994, BN could divert tons.

UP/SP BNSF settlement agreement provides that BNSF will be allowed to xmcrchange with o o

4“—‘

iy non-Class I carrier Wthh currently interchanges exclusively with UP and SP ,, ortline
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traffic from the 1994 ICC Costed Waybill Sample Study was analyzed using the same procedures

summarized above. The result of this analysis is shown as "Traffic From Shortlines”. For the

Central Corridor, no short line traffic is divertable.

Table 15 below summarizes my findings.

Table 15

(Central Corridor Trackage Rights)

Item
(1)

Annual Tons For Traffic Available To BNSFY

. Reroute Of BNSF To Trackage Rights

. Traffic From "2 to 1" Locations

. Traffic From Shortlines

. Total 2,224,458
Average Tons Per Car 74.9

Average Loaded Cars Per Year
(L1d = L2) 29,69%

Average Cars Per Train 75

Average Loaded Trains Per Day
(L3 + L4 + 365 Days)

1994 ICC Cosied Waybill Sample.
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The BNSF will be able to divert 2.2 million tons over the Central Corridor. This volume
will support 1.08 loaded trains per day.
2. Operational
Issues
Three operating problems exist over the Central Corridor. Each is discussed below:

a. Routing -- The UP/SP-BNSF settlement agreement specifies that BNSF trackage
rights are granted over the current SP route between Denver, Colorado and Ogden,
Utah and over the UP or SP lines to Stockton/Oakland, CA. However, in selecting
its own single line route between Denver and Ogden, UP/SP has elected to use the
current UP route. The rationale underlying UP/SP’s choice is made evident in the
Operating Plan testimony of Messrs. King and Ongerth when it is stated that "UP
has a superior route between Chicago and Ogden by any measure: mileage, grades,
curvature or capacity”, and further that, "The SP route via Kansas City and Pueblo
is slow and circuitous in spite of the excellent SP route west of Ogden, Utah."

(Application, Volume 3, page 116).

Thus, BNSF trackage rights over a substantial portion of the Central Corridor
involves a route which is admittedly significantly inferior to that which will used by
BNSF's primary "competitor” for traffic volumes moving to and from the Bay and
California Valley areas. When the physical disabilities which BNSF would sustain

over the route are considered in conjunction with BNSF’s trackagc nghts

v’ (o
o

. o] "_'\T -

compcnsatlon dnsadvantagc it becomes apparent that BNSF would OV
G 3G .nm

-3




-64-

no intrinsic competition to UP/SP in vying for traffic which either carrier could

transport over the lines in question.

. Management and Crew Manning — The proposed BNSF trackage rights operations §
over the Central Corridor would require BNSF to control and implement movements :
which would be hundreds of miles distant from the nearest existing BN facilities.
(The approximate mid-point on the Central Corridor trackage rights line is some 700
miles from the nearest BNSF interchange point). BNSF would be required to instal
a substantial number of facilities and undertake a substantial management, cont
maintenance and train manning project in order to implement even the minimal -'f !

trains per day service which my traffic study indicates BNSF could capture.

BNSF's witness Owen projects that each one way transit of the Central Co i
will require six crews. No explanation is provided regarding either the so!
this manpower requirement or the control and communications which m t.b

place in order to manage the crews.

. Moffat Tunnel -- The Moffat Tunnel is located on the current SP Lme
Denver. According to the SP Denver Division Timetable?*' operation tht
in proximity to the tunnel involves a number of procedures which would.$

otherwise impede train movements.

: 4‘1 y

24/ gouthern Pacific Lines, Denvér Division Tatable 1, Effective April 10, 1994, page 18.
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Only one train at a time is permitted to occupy track in the tunnel. Trains may
not proceed into the tunnel unless a ventilation gate is raised. If the gate is closed,
the dispatcher must be notified immediately. The potential exhaust problem in the

tunnel is sufficient to require a number of refuges throughout ir.

SP has long recognized that the Moffat Tunnel requires special locomotives. In
ICC Docket No. 37226, Incentive Rate on Coal - Axial, Colorado to Coleto Creek,
Texas Denver and Rio Grande Western Railroad Company witness Adolph H. Nance
states that: "In addition to its tonnage handling capabilities, the tunnel modification
on this locomotive type has made it possible to operate over heavy grades and
through tunnels on these grades without overheating of the locomotive cooling
system" (Nance, page 31). And %:-ther, "The SD-40-T-2 modifications are
relatively trouble free and essential to locomotive cooling for the Moffat Tunnel

(Nance, page 32).

To the best of my knowledge, BNSF does not have any locomotives appropriate
for use in the tunnel. BNSF cannot operate through the tunnel because of
overheating problems with standard locomotives. Instead, specially designed or
retrofitted units must be used. Thus, trackage rights operations over the SP route

would require that BNSF acquire such locomotives.




3. BNSF Cost to
Install Infrastructure

As is discussed previously, the traffic volume capturable by BNSF for future transport
the Central Corridor translates to only 1.08 loaded trains per day. As with the Ho
Memphis Corridors, BNSF has failed to quantify the BNSF’s infrastructure requi
thcabsenceofthisdaulhaveuﬁmatedtheinfrasmcmmrequircmforBNSF above
mckopcmﬁonsandesﬁmatedthecostsnecessarymimplemcmmescrequkemcn& Asa
for the identification of infrastructure and expense requirements I have employed the

elements which are analyzed above for Houston-Memphis Corridor.

In developing these estimates I have taken into account BNSF Witness Owen’s li

outline of projected BNSF operations, proximity and availability of current BN op
support facilities and the length of the route. I have also considered the reduction in th

train frequencies as determined in the preceding section of this statement.

The infrastructure investments summarized in Table 16 were estimated on the foil

bases:

(1) Units Costs: Unit costs are the same as shown in Column (2) of Tat

i f" g
2 Locomotives, Through Train: The number of locomotives equal 3.3 b

with cycle time one way of 58.7 hours. The total locomotives equal 1¢

2/ 1.08 trains per day x 3.3 locomotives per train x 2.0 loaded/empty ratio x 58.7 hours <+ 24 hou
1.10 spare margin factor. 62




(3) Locomotives, Switching: Yard locomotives will be required at each crew change '5
location. BNSF’s witness Owen has identified crew change pnints at Denver,
CO; Glenwood, CO; Helper, UT; Salt Lake City, UT; Elko, NV; Reno, NV:
and, Richmond/Stockton, CA. I have allowed for 2 yard locomotives at each

location or a total 4. 14 locomotives. I have also allowed for 2 spare

locomotives.

Locomotive Maintenance Facilities: Because of the extended distance, BNSF

will need 2 locomotive maintenance facilities.

Car Shops: Because of the extended distance, BNSF will require car shops at
Salt Lake and Reno. The cost per shop is based upon estimated building and

equipment and storage requirements.

Fueling Servicing Facilities: New fueling facilities will be required to support

through and local trains at Salt Lake City, Weso and Reno.

Connections: Connections to BNSF will be required at Denver, Richmond and

Stockton.

General Management: Buildings wiil be required at each of the 5 new crew

change points.
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New Computer Applications: As with the Houston-Memphis Corridor, th
of computer investment was applied on a mileage basis ($43.3 million + 3
UP/SP miles x 1,786 miles for the Central Corridor).

Terminsl Expansion: Terminal capausion is required to hacdle the trains
7 yard locations discussed above.

(11) Communication: Pro-rated according to the Central Corridor mileage.
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Table 16
BNSF Infrastructural Cost For
Implementation Of Operations - Central Corridor
Unit Number Investment Annual

tem —Cost  Required Cost (000) Cost (000)
(1) (2) 3) é4)

Locomotive Investment
a. Through Train $2,000,000 $7,398
b. Switching 318,000 5,088 991

2. Locomotive Maintenance Facility 5,200,000 10,400

3. Car Shop 14,700,000 29,400

4. Fuel Servicing Facility 2,400,000 7,200

5. Connections 2,300,000 6,900
6. General Management Building 1,500,000 7,500

7

8

9

New Computer Applications 2,478,000 2,478

Terminal Expansions 10,300,000 72,100

. Communications 6,500,000 _6,500
10. Total $183,566 $36,126

Y Annual investment costs are based on an annuity of 15 year life on a cost of capital of 17.8 percent.

The BNSF aggregate investment in infrastructure for $183.6 million. The annual cost

equals $36.1 million.

-

v 4. BNSF Cost
Disadvantage

The BNSF will not enjoy costs which are as low as thuse of tthP I have {‘fm& each,;
: w0

og YHETTIN

rricr for over the Central Corridor route. The BNSF costs are based on the mileag

i
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trackage rights (1,376.4 miles). For UP, I have costed the movement over UP’s lines over the
Central Corridor, which follow the UP’s current route through Cheyenne, Wyoming (1,535.4 |

miles). My development of variable costs are shown in Exhibit_ (TDC-13) and summarized in

Table 17
Summary of Variable Costs
of Central Corridor-—-4095

H Cost
RN WO -
(1) (2

Table 17 below:

1. BNSF $23.62
2. Up $20.09

BNSF's variable costs equal $23.62 per ton including the trackage rights paymen ‘_"
UP’s variable costs equal $20.09 per ton. Therefore, BNSF will be at a cost disadvantal

cannot price at comparable levels with UP. ;“_

COMPENSATION i g
FOR BNSF ¥

L

In the event that the UP/SP merger is consummated, the access provided to the al

is designed to do no more than return shippers to the pre-merger competitive status

has acknowledged that the trackage rights compensation was meant to "place b -_”-=

L.

2 level playing field" (Rebensdorf, page 301). Therefore, compensation to the me
-l o

entity should be limited to the*reimbursement of UP/SP’s costs, including a returng
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pased on the current cost of capital.®¥ The use of cost-based trackage rights payments is
common in the railroad industry. Also, the proper adjustment mechanism for the compensation
should be based on actual cost changes or a method that approximates, as closely as possible,

the cost changes. [Each issue is discussed below under the following topics:

. Compensation in the UP/SP-BNSF Agreement
. Other UP/SP Agreements
. Adjustment Mechanism

. Compensation in the
UP/SP-BNSF Agreement

The level of the trackage rights compensation included in the UP/SP agreement with BNSF
. provides a substantial profit to UP/SP when the BNSF utilizes the UP/SP’s line segments. For
' purposes of this analysis, profit refers to compensation in excess of UP/SP’s operating costs,
' depreciation, rents, and a return on investment at the current cost of capital. Compensation at

a level higher thzn the cost incurred provides UP/SP a monopoly rent. Stated differently, the

E compensation level stated in the UP/SP-BNSF settlement agreement rewards UP/SP for the

problems created by UP’s and SP’s decision to merge. In order to avoid providing UP/SP a
. monopoly rent, variable costs should utilize the original cost less depreciation of the railroads’
assets. This is the actual cost incurred by UP/SP. The proper level for determining costs in this

b proceeding are the combined UP/SP URCS costs for 1994 indexed to fourth quarter 1995

("4Q95") wage and price levels. Trackage rights at this level reflect a maximum change because,

O For instances where the BNST will utilize haulage services, those charges should also be basedon variag 4
cost of service (including return based on the current cost of capital). The UP/SP settlement‘ Jreement
does not specify the level of charges for haulage service. A6 93813 20 NN

2 b, BB Y
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the variable costs do not include the cost savings projected by UP/SP as one of the benefits of

the merger.

Trackage rights compensation in the UP/SP-BNSF settlement agreement is based on a
payment per gross ton-mile. The payment reflects all gross ton-miles of the tenant (i.e., loaded |
and empty) and the charge is also applicable to gross ton-miles generated by the locomotives of
the tenant (BNSF). Table 18 below summarizes the compensation in the UP/SP-BNSF

settlement agreement. 2

Table 18
Summary of BNSF
Compensation For Trackage Rights

(Mills Per Gross Ton-Mile)
——dib SEEIOEOL
Keddie-

Stockton/ All

Traffic Richmond Other
(1) ) 3)

Intermodal 3.48 3.10
Carload 3.48 3.10

Bulk (67 Cars or move
of One Commodity) 3.00 3.00

R

.
Based on data provided by UP/SP as part of its application, I have develf

compensation level which covers the UP/SP’s costs incurred (including a return on iny

o

2 The agreement also provides UP/SP trackage rights over selected line segments owned by the BY
compensation for these tncluge nghts also should be based on BNSF's variable costs.
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The detailed Procedures developing the variable costs caused by BNSF running over UP/SP’s
tracks are shown op Exhibit_ (TDC-5). Because the costs are generated on a gross ton-mile

s, the costs are equal for all line segments and train sizes. Tabje 19 below summarizes the
trackage rights charge restated to reflect UP/SP’s costs incurred:

Table 19

Summary of BNSF Trackage Rights
(Mills Per Gross Ton-Mile)
——Line Segment =
Keddie-
Stockton/ All

: 2 3

Intermodal 1.48 1.48
Carload 1.48 1.48

Bulk (67 Cars or move 1.48 1.48
of One Commodity)

Source: Exhibit_(TDC-5). 3
“

Based on the costs incurred by UP/SP, the STB should impose a condition of the merger

_} that trackage rights payment equal 1.48 mills per gross ton-mile.

gt




2. Other UP/SP
Trackage Rights
AMQIL

Another w2y to test the reasonableness of the UP/SP’s Proposed trackage rights fee per
gross ton-mile is to Compare the proposed fee to trackage rights fees in other existing UP/SP F ‘
trackage rights agreements. As part of the discovery process, UP/SP provided me with the |
access to a number of trackage rights agreements. | have reviewed these agreements and i@
identified the parties to the joint facility and the leve] of compensation. For those agreem .» :
where compensation is determined by the costs over the line segment, | have developed the mj _Y
Per gross ton-mile, based on 1994 UP and SP URCS, for those components of the costs rel:

to the trackage rights payments 2/

L

%' The UP/SP did not provide any of the acrual bills upon which the costs are aivided.

{
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Table 20
Summary of Compensation Included

in Other UP/SP Trackage Rights Agreements

Contract —lwnership Contract

Segment Number_ Lanalord Tenant
(1 ) 5) (6)

g Salt Lake-Ogden

vao-Salt Lake

Ogden

I-Sreepon Center
gamated Sugar

Salt Lake City

North Salt Lake

Salt Lake

palt Lake Industrial Center

For trackage rights agreements based on costs, the trackage rights compensation ranges

between nills per gross ton-mile and mills per gross ton-mile. For all of these

ckage rights agreements, the adjustment mechanism is based on cost changes, not an index.
olind 28

QEVRIN ‘é‘, :
s 494 :'-)u(u » " ’

g




3. Adjustment

Mechanism_

The UP/SP agreement with BNSF provides for future adjustment to the trackage rights
charges. The agreemem calls for charges to be adjusted based on a price index reflecting 70
percent of the change in the STB's Rail Cost Adjustment Factor, excluding productivity ("70%
RCAFU"). UP’s witness Rebensdorf claims that "the 70% factor shares some productivity gains 4
with BN/Santa Fe..." (Rebensdorf, page 308). ;

The use of 70% RCAFU to adjust trackage rights charges will increase the UP/SP pro S
over time because the charges are based on a price index, not a cost index. The dlfference
the two indexes is productivity. The UP/SP will not be "sharing" productivity, but instead, wil

be increasing profits.
3 t‘

The Interstate Commerce Commission ("ICC") recognized in Ex Parte 290 (Sub-No

M&M-&csuumumw that productivity must be pag

the index to adjust rates and charges if cost changes are to be recognized. Specifically the

stated:

We will implement this decision by use of two indices, the RCAF (Unadjusted), "
index reflecting input prices which will continue to be filed by the AAR, and the RCA
(Adjusted), an index that reflects output (productivity-adjusted) costs. 51 C
434,437

The ICC’s decision recognized the shippers view on productivity which the ICC sut

as follows:

-

These shippers argue that, even during the periods when wages or material price!
been rising, their rise has been moderated or offset by increasing producnwty. ar

o




= A

by ignoring the productivity gains, the present input index allows rates to rise faster
than the actual cost of providing service. (Decision served November 17, 1988,
Unprinted).

To demonstrate how an adjﬁstmem mechanism based on 70% RCAFU will overstate cost

| changes, I have compared the cumulative change in 70% RCAFU with UP and SP’s actual costs
i changes for the 1990-1994 time period.?? In addition, I have compared the actual cost changes
to the change in the ICC’s Raii Cost Adjustment Factor, including productivity ( "RCAFA") over

| the same 1990-1994 time period.

The changes in the indexes and cost are shown in Exhibit_ (TDC-6) and summarized in

Table 21 below:

Table 21
Comparison of Change In
70% RCAFU and RCAFA With

UP/SP Actual Cost Changes -- 1990-1994
Cumulative
Percent

Item —Change
(D 2)

70% RCAFU +9.0%
RCAFA (-)5.1%

Actual Cost Change
Per Gross Ton-Mile
L (-)10.9%
b. SP (-)12.8%

Al '

§.The cost changes measured here reflect the same components shown in Exhibit__(TDC-S), i.c., the belo
the-wheel costs. -a R

¢
‘0

g .“A’
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Over the 1990 through 1994 time period, 70% RCAFU increased 9.0 percent (Table 21,
Line 1). The RCAFA decreased 5.1 percent over the 1990 through 1994 time period (Table 21,
Line 2). Finally, the UP’s and SP’s cost per gross ton-mile decreased 10.9 percent and 12.8
percent, respectively (Table 21, Line 3). The annual changes in these indexes and UP/SP’s

costs are graphically depicted in Exhibit_(TDC-7).

The only proper measure of the level of the trackage rights compensation is the variable cost :
of service. The proper measure for the adjustment mechanism is cost changes. The adjustment!
mechanism applicable to the UP/SP-BNSF settlement agreement, which is calculated annually

should be based on the change in costs following the procedures shown in Exhibit__(TDC-5)

The adjustment should reflect a 1-year lag so that the 1997 adjustment would be based on the

change in costs between 1995 and 1996. Alternatively, if actual costs are not used, then thé

adjustment should be based on the changes in the RCAFA. i

As shown above, the recognition of actual cost changes is not uncommon to trackage .-u
agreements and, in fact, is reflected in the UP/SP-BNSF agreement. Section 12 :7 '
agreement provides that the parties can "review the operations of the adjustment mechani w
renegotiate its application "every fifth year.” The UP/SP and BNSF agreed that the est

trackage rights charges reflect the same "relationship to operating costs as upon executiof

the agreement. In my opinion, this further shows that cost changes are the proper meas

the adjustment mechanism, not price index changes.
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In addition, in the merger between the BN and ATSF, the ICC recognized that the
? renegotiation of trackage rights charges "to take into account the cost basis of potential future
changes in traffic volumes... is reasonable” (BN/ATSF Decision, page 92, Unprinted). The
BN/ATSF decision rejected a provision to increase the trackage rights fee paid by SP if SP were
i purchased by UP because the ICC was not convinced that this increase was cost based
| (BN/ATSF Decision, page 92, Unprinted).

¢ G. UP/SP AGREEMENT WITH
- UTAH RAILROAD IS DEPENDENT

3 Since thc ﬁhng of their merger application the UP/SP has entered into an agreement with
‘ th; Utah Railway ("UTAH") which potentially impacts rail competition if the merger is
‘ approvcd. The agreement between UP/SP and UTAH provides the UTAH with overhead traffic
; trackage rights across the SP’s line between Utah Railway Junction, UT and Grand Junction,
:CO. In addition, Utah Railway gained access to the Savage Coal Terminal near, Price, UT and

;Cypnxs Amax’s proposed Willow Creek Mine near Castle Gate, UT.

By combining the UP/SP-BNSF agreement with the UP/SP UTAH agreement, rail

competition is theoretically restored at five (5) mines®®, i.e., Pinnacle & Aberdeen and Crandall

:Canyon on the UTAH and Cottonwood, Trail Mountain and Deer Creek on the CV Spur.

The UP/SP-UTAH agreement does not solve the loss of rail competition in the Colorado and

Utah coal field. There are three specific reasons why the UP/SP-UTAH agrccment does NC

¥
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. The UP/SP-BNSF Agreement Will Not Allow BNSF To Be Effective On
The Central Corridor.

. The Universe Of Available Mines With Rail Competition Has Shrunk To
Five

. Two Railroad Profits Versus One Railroad Profit

1. The UP/SP-BNSF Agreement
Will Not Allow BNSF To Be

Effective On The Central Corridor
In previous parts of my testimony, I explained in detail the problems with UP/SP-BN
agreement. The net result of this research is that BNSF will not be an effective competitor
the central corridor. There are three reasons why BNSF will not be an effective competitor, s
a competitor at all, on the central corridor. These reasons are: ;'

. There is limited traffic available to BNSF for movement across

the central corridor.

. BNSF does not have an operating plan or infrastructure in place
to operate in The Central Corridor.

. The economic rents that BNSF will have to pay UP/SP to operate on

Corridor will place them at an economic disadvantage.

v

The UP/SP-UTAH agreement is meaningless unless the BNSF is a viable, eff€f

competitor on the central corridor. Without BNSF, UTAH interchanges its coal traf iC
: o
the merged UP/SP. y




2. The Universe Of Available
MmesWithRaﬂCompetition
TthPhasaccesstol3miminlthimaBasinand5minesintthrecnRivctBasinplus
access to the mines on the UTAH. TheUPhasaccessto7minesintthima.Hannaand
Green River Basins plus access to the mines on the UTAH. This constitutes a universe of 25

mines where shippers can purchase coal and competitive rail transportation.

If the merger is approved, and if BNSF is considered a viable competitive rail alternative,
shippers will only have access to the five mines served by the UTAH, i.e., Pinnacle and
Aberdeen, Crandall Canyon, Cottonwood, Trail Mountain and Deer Creek. A change in a
universe of available mines from 25 to 5 is devastating to the long run ability to purchase and
| transport couapetitive coals.

3. Two Railroad Profits
Versus One Railroad Profit
[, Another economic disadvantage of having the UTAH-BNSF as the rail competitive

alternative to UP or SP is the fact that two railroads cost and profit expectations have to be

considered when setting the rate.

‘q * The combination of UTAH's average rate and BNSF's variable costs (including trackage

' ghts payments at 3.0 mills per gross ton-mile) result in a value that is equal to a competmve

>

te from SP for coal. Obviously, BNSF would not handle coal traffic at its variable cost of

10 DS

fvice level. However, any profit additive included by BNSF only exaggerates the dlff eIence




53
V-Wﬂ&mw

A theme underlying the UP’s desire to merge with the SP is the long-term viability of the

SP as an independent railroad. The SP’s lack of strength is summarized in the UP/SP

application as represented in the following statements:

. "SP’s service has not kept pace with the service offered by our competitors. Our
relatively lower service quality does not meet the expectations of our existing
customer base and limits our ability to attract new customers.” (V.S. Gray, p. 208 ).‘ ’

rQ
"

. "Many of SP’s operating inefficiencies and service problems increase its costs. .
p
The characteristics of SP’s structure also contribute to SP’s costs as a percentage g

revenues being significantly higher than those of our competitors.” (V.S. Gra‘y

228)

_ “Given this effort and the strengths of SP's franchise, and the economic Zrowiy
the geographic regions and economic sectors we serve, we have continued tO.§

modest traffic growth. (V.S. Gray, p. 232)

These types of statements are also contained in SP’s Third Quarter 1995 ('3Q%5 )

submxssxon to the Securmcs and Exchange Commission. The 3Q95 10-Q states that J' f
1 .
opcrauons dxd not produce sufﬁcncm cash flows to meet its [SP] capital expend

4

service and othcr cash necds (SP 3Q95 lO-Q., Volume 7 of UP/SP Applxcanon.; o)

By
. _;'!' (e

L 4
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In summary, the SP has claimed in the UP/SP Application and recent SEC filings that its
viability is questionable because of low service quality, higher costs, modest traffic growth, lack
of capital investment and cash flow problems. While the SP may not have the traffic base of
the UP and BNSF, the SP is much stronger than portrayed in the UP/SP Application and the
current position is a radncal change from SP financial statements published prior to the UP/SP
announcement of plans to merge. My discussicn of SP viability is summarized under the

following topics:

A SP Viability in Proposed ATSF/SP Merger

B. SP Statements Prior to UP/SP Merger Announcement

. A. SP VIABILITY
IN PROPOSED
ATSF/SP MERGER

In the 1986 proposed merger between SP and ATSF,2 the question of SP’s viability was
 raised. ATSF/SP claimed that SP’s financial condition was "so desperate that the Commission

should approve the merger ..." and that the "failing firm" doctrine should be applied (2 I.C.C.

2d, 828).

In that proposed merger, the SP claimed that it needed: 1) capital improvements; 2)

pperational improvements; and, 3) an increase in cash. (2 1.C.C. 2d 829)

/ 1.C.C. Finance Docket 30400,

| Transportation Company., 21.C.C. 271709
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The ICC rejected the argument put forth by ATSF/SP regarding SP’s poor financial health
noting, in part, that the SP 18 months earlier claimed it was "a significant and financially viable

business” and "in good financial health” (2 1.C.C. 2d 829)

Also, in the ATSF/SP proposed merger, Morgan, Stanley & Co. (SP’s financial advisor),
stated that SP would be viable over the next several years and the SP’s evidence in the merger
showed improvements in operations. (2 I.C.C. 2d 830) The ICC, in summary, found that Sl{ «?
"is a marginal railroad, and has been for some years" but declined to accept that the SP woulld

not be viable. (2 1.C.C. 2d 833)

B. SP STATEMENTS
PRIOR TO UP/SP

MERGER ANNOUNCEMENT ,..
37
When the me_ er application was filed on November 30, 1995 the question of SP’s v'x' it

was raised again. As with the proposed ATSF/SP merger, the projected demise o( the
appears contrary to recent SP statements prior to the UP/SP merger. The following
comments from the 1994 Report to Stockholders (date. March 10, 1995)% and the Februa .
1995 "Rating Agency Update"2 provided by SFP to Moody’s Investor Service and Sta 0 "'

Poor’s Corporation respond, by topic, to each of the SP’s viability concerns in the m
-

Application: ;

’
¥

I &8

Lah

1. Low Service Quality -- "Our franchise is strong, and we will continue ‘

efficiently to achieve higher levels of customers satisfaction” (Annual Reporty

T The Annual Report is filed in the Application, Volume 7, pages 686-732.
3 Baras No. HC34-100001 through® HC34-100033.
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Since 1993, SP "has moved aggressively, to modernize its facilities and consolidate
operations so that it can provide more efficient and responsive service to its shippers."

(Annual Report, page 1)

. Revenue Cost Ratios -- The 1994 operating ratios equalled

. Modest Traffic Growth -- In 1994 SP "achieved a higher percentage of volume increase
than any other Class I railroad (Annual Report, page 3). SP’s "unparalleled franchise

puts SP where the growth is ..." (Annual Report, page 6)

. Lack of Capital Investment -- SP’s current program to upgrade its locomotive fleet is the

largest such investment in its history” (Annual Report, page 1). "SP is continually
improving track capacity” (Annual Report, page 5). Finally, the total 1995 approved

capital budget equalled

. Cash Flow -- During 1994, SP "improved it’s liquidity and debt-to-capitalization ratio”

(Annual Report, page 2). Cash flow is projected to

" In conclusicn, in all areas where SP’s viability is of concern, data exists to show that SP

is financially improving and not expected to be eliminated as a competitor.
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VI. COMPETITIVE IMPACT OF PROPOSED MERGER
ON TRANSPORTATION RATES

Afiar the TJP/SP merger, the vast majority of traffic originated in the Western United
States will be controlled by the UP/SP of BNSF. Table 22 below summarizes the percent.2e

distribution by railroad.

Table 22
Distribution Of Tonnage
’ -

Tons
Railroad Millions:
(1) 2

Western Railroads 731.1

UPY 210.2
SP 103.9
Subtotal (UP/SP) 314.1

BNSF 365.9
Subtotal (UP/SP-BNSF) 680.1

Other Railroads (L1-L5) 51.0

Source: Analysis of Class I statistics.
Y Includes CNW.

SSm e

As shown in Table 22 above, after the merger UP/SP and BNSF will control 93 peré
the origination in the Western United States (Table 22, line 6). While this distribution. be

UP/SP and BNSF may change, the UP/SP-BNSF settiement agreement related to the m -6 4

not impact this overall copcentration of traffic. The problem exists that this high conc erl

¥
i




A. Concerng In ATSF/sp Merger
B. BNSF A An Effective Competitor
C. Impact op Market Conditions

Currently existed between ATSF and SP, Specifically,

the ICC had the following concerns
Tegarding ATSF/sp’s Proposed settlement with BN:

1. BN’s service could "never be better thi.n or competiti

‘€ with SPSF’s” because of
disadvanu, 'es jn Scheduling,
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4. The limited access to movements or commodities "would threaten to deprive the
competing carrier [BN] of the traffic density needed to maintain effective competition”,

(2 I.C.C. 2d, 817).

The ICC, in rejecting the ATSF/SP merger, was concerned not only with "the ability of the
merged carriers to raise rates substantially for a continuing period of time" but also that the

merged carriers would "be in a position to reduce the quality of its service", (2 1.C.C. 2d, 817). |

B. BNSF AS AN
EFFECTIVE

COMPETITOR

The UP/SP-BNSF settlement agreement will not allow pure head-to-head competition.

following summarizes how the operation of the agreement will harm competition:

1. UP/SP will know the exact amount of traffic lost to BNSF because of the trackag'e igh

payments;

2. UP/SP will control the operation of BNSF trains thus preventing BNSF servi

being superior and possibly make the ser ‘e inferior;

3. UP/SP will have specific knowledge of a substantial portion of the costs i cug

BNSEF (i.e., the trackage rights paymenis);
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4. Onthe Houston-Memphis line 2nd Central Corridor, BNSF will have only limited access

to the traffic which will prevent the densities required to be efficient;

In summary, the UP/SP and BNSF will not compete with each other ac
current configuration of BNSF, UP and SP.

strongly as the

C. IMPACT OF MARKET

From an economic perspective, markets which are highly concentrated exhibit Jess

{ avoidance of price competition.
A real chance exists that with vnly two major railroads in the west, and BNSF an ineffective
' surrogate for the SP at competitive locations, transportation rates will increase. The UP/SP have
i ]

zwq stated that it feels the merger is required tc counteract the BN/ATSF merger, but the potential

| exists that without a third carrier, UP/SP and BNSF will be iess aggressive.
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STATEMENT OF QUALIFICATIONS

My name is Thomas D. Crowlsy. I am an economist and President of the economic
consulting firm cf L. E. Peabody & Associates, Inc. The firm’s offices are located at 1321

Cameron Street, Alexandria, Virginia 22314.

I am a graduate of the University of Maine from which I obtained a Bachelor of Science
degree in Economics. I have also taken graduate courses in transportation at George Washington
University in Washington, D.C. I spent three years in the United States Army and since
February 1971 have been employed by L. E. Peabody & Associates, Inc.

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

and the American Railway Engineering Association.

The firm of L. E. Peabody & Associates, Inc. specializes in solving economic, marketing

and transportation problems. As an economic consultant, I have organized and directed
economic studies and prepared reports for railroads, freight forwarders and other carriers, for

: ,'shippers. for associations and for state governments and other public bodies dealing with
;transponation and related economic broblems. Examples of studies I have participated in include

i organizing and directing traffic, operational and cost analyses in connection with multiple car

movements, unit train operations for coal and other commodities, freight forwarder facilities,

_ OFC/COFC rail facilities, divisions of through rail rates, operating commuter passenger

service, and other studies dealing with markets and the transportation by dlffer snt modes of“




Appendix A
Page 2 of 7

from paper mills, crushed stone, soda ash, aluminum, fresh fruits and vegetables, TOFC/COFGC

traffic and numerous other commodities handled by rail.

I have presented evidence before the Interstate Commerce Commission ("ICC ") in Ex Part

.

0. 347 -No. al Rate Guideli - Nationwide which is the procecdingu -

established the methodology for developing a maximum raii rate based on stand-alone cost:

d s

have submitted evidence applying the ICC’s stand-alone cost procedures in "Coal Tradig

i ¢

"DP&L."¥ and "Westmoreland"¥ along with other proceedings before the 1CC.¢

Y ICC Docket No. 383018, di
¥ ICC Docket No. 38025S, The Davia
("DP&L").
" ICC Docket No. 38301S (Sub-No. 1), Westmoreland Coal Sales Company v. Denver and R
il » ("Westmoreland®).
¥ ICC Docket No. 40224, Jow Public Power and Lig
ICC Docket No. 37029, i i ;
Xansas Pow and Light
ICC Docket No. 38783,
36180, San Antonio X

Company, et al.
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STATEMENT OF QUALIFICATIONS

Moreover, I have developed numerous variable cost calculations utilizing the various
formulas employed by the ICC for the development of variable costs for common carriers,
including Burlington Northern Railroad Company,¥ with particular emphasis on the basis and
use of Rail Form A. I have utilized Rail Form A costing principles since the beginning of my

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

I have also analyred in detail, the Uniform Railroad Costing System ("URCS") and

presented the results of my findings to the ICC in Ex Parte No. 431, Adoption of the Uniform

MLIMMJ&;M for Determiring Variable Costs for the Purposes of Surcharge and

W@MMM I have been involved in the URCS process, either directly

of moving coal in unit train service of any proceeding thus far brought
. before the ICC. The first xample invoived the variable cost of service evidence I presented on behalf of the City
of San Antonio, Texas in ICC Docket No. 36180, San Antonio as, Actin rough its Ci li
, Service Board v. Burlington Northern Railroad Company, eral., 11.C.C. 2d 561 (1986) ("San Antonio®). In that
case, the ICC extensively aralyzed the variable costs for a unit train movement of coal on the Burlington Northern
Railroad Company from the Powder River Basin, Wyoming to San Antonio, Texas. Also | presented the variable
cost of service evidence in ICC Docket No. 38783, Omaha Public Power
- Company 3 1.C.C. 2d 123 (1986) ("OPPD"), in which the ICC
' movement of coal from the Powder River Basin, Wyoming to Arbor, Nebraska on the Burlington Northern Railroz4
Company. In San Aatonio, the ICC found that the variable cost of service as of the first quarter of 1984 was
$12.62 per ton, just 46 cents higher than my cost calculation of $12.16 per ton and substantially lower than
' Burlington Northern Railroad Company’s calculation of $17.54 per ton. In OPPD, the ICC determined variable
- cost for the first quarter of 1985 was $5.31 per ton, just 11 cents higher than my calculation of $5.20 per ton, and
substantially lower than Burlingion Northern Railroad Company’s calculations of $6.53 per ton.
- Rail cost finding has beer the comerstone of this firm. Dr. Ford K. Edwards the senior partner of the firm
Edwards & Peabody*, was the major architect in the development of Rail Form A. Mr. Peabody carried on this
tradition of innovative cost finding until his retirement in 1983. Mr. Pea
ennessee Valley Authority’s ("TVA®) computerization of Rail Form
committee of transportation consultants which was organized 1o assess
more corplete and simplified 1ajut data for the Rail Form A computer program.

* Subsequent to the retirement of Dy. Edwards in 1965, the firm name was changed to
L. E. Peabody & Associates, Inc.

T
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STATEMENT OF QUALIFICATIONS

or indirectly, since the first interim report of the contractors was released. Throughout this
process, I have consistently asked for and reviewed the support and workpapers underlying the

different developmental stages of the formula. I received and presented comments in February

1982 on the ICC’s Lreliminary 1979 Rail Cost Study. In December 1982, the ICC released the
Uniform Rail Costing System, 1980 Railroad Cost Stugy which I reviewed along with the

workpapers supporting that study and the entire developmental stage of URCS which was the ;

basis for my Ex Parte No. 431 comments.

I have frequently presented both oral and written testimony before the Interstate Comme; 10

Commission, Federal Energy Regulatory Commission, Railroad Accounting Principles E
Postal Rate Commission and numerous state regulatory commissions, federal courts and
courts. This testimony was generally related to the development of variable cost of eR
calculations, fuel supply economics, contract interpretations, economic principles con .
maximum level of rates, implementation of maximum rate principles, and calcﬁ

-

reparations, including interest. I have also presented testimony in a number of CO -'
R E
arbitration proceedings concerning the level of rates and rate adjustment proceduresin
O e

contracts. ‘

I have participated in every major ICC rulemaking proceeding since the'; fi

,J«

including each phase of Ex Parte 290 (Sub-No. 2), (Sub-No. 4), (Sub-No. 5) and /(8

Ona number of occasxons my predecessor, L. E. Peabody, Jr., and I have su ....

B 1
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STATEMENT OF QUALIFICATIONS

to the Commission concerning the determination of the Rail Cost Adjustment Factor ("RCAF")

and the need for a productivity adjustment to properly reflect the change in railroad costs.

Since the implementation of the Staggers Rail Act of 1980, which clarified that rail carriers

could enter into transportation contracts with shippers, I have been actively involved in

negotiating transportation contracts on behalf of coal shippers. Specifically, I have advised
utilities concerning coal transportation rates based on market conditions and carrier competition,
movement specific service commitments, specific cost-based rate adjustment provisions, contract

reopeners that recognize changes in productivity and cost-based ancillary charges. In particular,

A Peabody, Jr.'s Verified Statement, Ex Parte No. 290 (Sub-No. 2), Rai Vi ;
July 17, 1980; L. E. Peabody, Jr.'s Verified Statement, Ex Parte No. 290 (Sub-No.-2), Rai Vi
Procedures, August 20, 1980; Thomas D. Crowley’s Verified Statement, Ex Parte No. 290 (Sub-No. 2), Railroad
v » January 9, 1981; Thomas D. Crowley’s Verified Statement, Ex Parte No. 290 (Sub-No.
2), Rai Vi » July 9, 1982; L. E. Peabody, Jr.’s Verified Statement, Ex Parte No. 290
(Sub-No.4), Rai v - ivi i , October 25, 1982; Thomas D.
Crowley’s Verified Statement, Ex Parte No. 290 (Sub-No. 4), Rai t v ures -- ivi
Adjustment, February 11, 1985; Thomas D. Crowley’s Verified Statement, Ex Parte No. 290 (Sub-No. 4), Railroad
_ st Recove; o= ivi i » March 28, 1985; Thomas D. Crowley’s Verified Statement,
. Ex Parte No. 290 (Sub-No. 2) Raj v » March 12, 1986; Thomas D. Crowley's Verified
. Statement, Ex Parte No. 290 (Sub-No. 2) Rail oV » March 12, 1987; Thomas D.
L Crowley’s Verified Statement, Ex Parte Ne. 290 (Sub-No. 4), Mm&_ﬂm;__mm
Adjustment, December 16, 1988; Thomas D. Crowley’s Verified Statem..nt, Ex Parte No. 290 (Sub-No. 4),
Railroad Cost Recovery Procedures _-- Productivity Adjustment, January 17, 1989; Thomas D. Crowley’s Verified
- Statement, Ex Parte No. 290 (Sub-No. 7), Pr: 1vi i t-Implementation, May 26, 1989; Thomas D.
Crowley's Verified Statement, Ex Parte No. 290 (Sub-No. 4) and Ex Parte No. 290 (Sub-No. 7), Railroad Cost
Recovery Procedures --_Productivity Adjustment, June 1, 1989; Thomas D. Crowley's Verified Statement, Ex parte
No. 290 (Sub-No. 5) (89-3), i dj 7«tor, June 13, 1989; Thomas D. Crowley’s Verified
Statement, Ex Parte No. 290 (Sub-No. 7), Productivi i - tation, June 26. 1989; Thomas D.
Crowley's Verified Statement, Ex Parte No. 290 (Sub-No.4), Railroa v j . ivi
Adjustment, August 14, 1989; Thomas D. Crowley’s Verified Statement, Ex Parte No. 290 (Sub-No.4), Railroad
'Cost Recovery Procedures - Productivity Adjustment, August 29, 1989; Thomas D. Crowley's Verified Statement,
Ex Parte No. 290 (Sub-No. 5) ai just » September 18, 1989; Thomas D. Crowley's
Verified Statement, Ex Parte No. 290 (Sub-No, 7), Productivity Adjustment Implementation, April 5, 1991; Thomas
D. Crowley’s Verified Statement, Ex Parte 290 (Sub-No. 2) Railroa v
1992; Thomas D. Crowley's Verified Statement, Ex Parte No. 290 (Sub-No. 2), Rai
edures, Nove. == 30, 1992; and,"homas D. Crowley's Verified Statement, Ex Parte No. 290 (Sub-No. 7)
i ion, January 7 1994,

Y
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STATEMENT OF QUALIFICATIONS

I have advised utilities on the theory and application of different types of rate adjustment

mechanisms for inclusion in coal transportation contracts.

I have been actively engaged in negotiating coal supply contracts for various users
throughout the United States. In addition, I have analyzed the economic impact of buying out |
brokering, and modifying existing coal supply agreements. My coal supply assignments have
encompassed analyzing alternative coals to determine the impact on the delivered price 6: -

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

I have been, or am currently, involved in the negotiation of transportation or coal suppl!

3

contracts for over forty (40) utilities which burn coal or lignite produced in the west. Thes

utilities purchase coal or lignite produced in Colorado, Illinois, Missouri, Montana’,'lz -

S

Mexico, North Dakota, Oklahoma, Texas, Utah and Wyoming. Generating stations ope

by these utilities are located in the following nineteen (19) states: Arizona, A ar

California, Colorado, Illinois, Iowa, Kansas, Louisiana, Minnesota, Mississippi, N.l‘

Nebraska, Nevada, North Dakota, Oklahoma, Oregon, Texas, Wisconsin, and Wyominj

it

As a result of assisting coal users in the eastern and western portions of the Um d 8

A

I have become familiar with operations and practices of the rail carriers that move coal@

major coal rovtes in the United States as well as their cost and pricing practices. - 164

I have developed different economic analyses for over sixty (60) electric utilj

locaied in all parts of tie United States, and for major associations, including Amers

Institute, American Petroleum Institute, Chemical Manufacturers Association, Co

L
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STATEMENT OF QUALIFICATIONS

Association, Edison Electric Institute, Mail Order Association of America, National Coal
Association, National Industrial Transportation League, the Fertilizer Instituts and Western Coal

Traffic League. In addition, I have assisted numerous government agencies, major industries

and major railroad companies in solving various economic problems.

I have participated in various proceedings involved with the division of through rates. For
example, I participated in ICC Docket No. 35585, MM&WM.&M
4 . 4 / d Roch Railroa . gl. which was a complaint filed

by the northern and midwestern rail lines to change the primary north-south divisions. I was
personally involved in all traffic, operating and cost aspects of this proceeding on behalf of the
northern and midwestern rail lines. I was the lead witness on behaif of the Long Island Raii

Road in ICC Docket No. 36874, Mﬂ&ﬂlﬁﬂmmﬁmw&mw

. Rail Road Company.
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D00 AT AL WN -

~ o

HERLONG
MARYSVILLE
YUBA CITY
WEST SACRAMENTO
WOODLAND
CAIWNNON
FRENCH CAMP
LATHROP
TRACY

LYOTH
TURLOCK
MCAVOY
NICHCLS

EAST OAKLAND
FRUITVALE
MELROSE

SAN LEANDRO
ESTUDILLO
HAYWARD
TREVARNO
LIVERMORE
RADUM
FREMONT
DECOTO
IRVINGTON
NILES TOWER
WARM SPRINGS
MILPITAS

SAN JOSE
ONTARIO
WALNUT

CITY OF INDUSTRY
SOUTH GATE
PARAMOUNT
LA HABRA

RED HOUSE
KNIGHT
IRON POINT .
GOLCONDA
WESO
WINNEMUCCA
ELLISCN
VALMY
MOTE
PALISADE
BARTH
BEOWAWE
DUNPHY
MOSEL
ARGENTA
KAMPOS
RUSSELLS
RENNOX
BATTLE MOUNTAIN
FLANIGAN
RENO

NILWOOD & 3929i8

1/ “Standard Point Location Code” determined from AAR'r 1995 Centralized Station Master datab

L. E. PEABODY & ASSOCIATES, INC.

ECONOMIC CONSULTANTS
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PALLAS
MIDVALE
AMERICAN FORK
GENEVA

PROVO
IRONTON
SPRINGVILLE
SPANISH FORK
PAYSON




1
2
3
4
s
6
7
]
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26 .
27
28
29
30

SUMMARY OF TONS

AND REVENUES BY FIVE DIGIT STCC

EOR LOCATIONS SERVED BY UP AND SP JOINTLY

Five
Digi
SICC
m

01129
01131
01132
01133
01134
01136
01137
01139
01141
01143
ulle4
01149
01159
011921
01195
01197
01229
01232
01294
01293
01299
01312
01318
01319
01331
01341
01343
01349
01919
08423
08611
09121
09122
09131
10111
10113
10212
10322
10511
10513
10514
10929
11112
11211
11212
13111
14211
14213
14219
14411
14412
14413
14516
14519
14711
14712

1478

14719

14911

14913
.

1994

Total
Tons

7,800

1,840
65,920
3,960
1,560
920
10,120
2320
3,280
680
720
260,898
2,094,627
424,476
13,840
15,400
72,920
920
19,240
960
9.520
26,990,880
38,832
20012
78,796
5,711,400
11312
62,256
249,024
3.680
22,560
268,016
17.160
10,000
13,440
3,700
86,712

Total
Revenue
(&)}

$1,723,240
10,887,188
78,818,836
74,600
1,114,824
6,233,634
17,491,909
104,280
4,135,388
758,440
13,748,919
310,640
1,131,520
307,028
1,184,440
1,110,144
28,720
868,560
124,240
724,0¢0
42,160
772,720
23,920
26,000
117,880
3,694,520
139,920
185,400
33,640
258,480
314,960
137,240
26,920
25,440
2,228,268
45,812,715
8,771,164
552,640
581,400
1,953,160
19,440
701,120
52320
209,788
413,093,262
1,616,112
230,692
240,588
47,168,474
69,604
664,928
6,226,928
153,920
857,760
10,985,172
661,260
228,760
412,824
93,936
1,423,284

L. E. PEABODY & ASSOCIATES, INC.

ECONOMIC CONSULTANTS




SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STCC
EOR LOCATIONS SERVED BY UP AND SPJOINTTY

1994

Five Total
Digit Tons Total
STCC Shipped Revenue
@) (&)

39,652 $1,741,884

3,800 309,280

960 76,000

97,200 7,131,600

338,440 15,540,260

6,360 215,480

2,520 133,880

12,960 630,080

1,000 19320

71,400

30,880 1,081,840

86,000

99,640

149,920

399,000

615,680

1,561,520

718,280

2,748,720

2,639,720

1,651,320

1,266,320

177,520

26,000

1,907,840

167,000

1,613,560

3,618,940

397,040

1,219,680

25,457,060

82,000

202,480

1,323,720

27,600

936,240

899,840

469,640

127,720

1,968,560

1,506,120

20373 5,471,960
20379 313,080
20381 1,804,240
20391 2,597,040
20411 11,362,932
20412 3,550,480
20413 1,581,360
20416 1,427,120
20418 i 484,040
20419 2,430,216
20421 5,807,056
20431 6,067,120
20432 29360
20441 22,501,868
20442 129,760
20443 1,440,240
20452 - 203,27
20461 21,035,230
20462 : 1134400

61
62
63 .
64
63
66
67
68
69
70
n
7
n
74
75
76
”
L]
”
80
81
82
83
84
85
86
87
82
89
90
91
92

L. E. Pranooy & Amocams Rehoh

ECONOMIC CONSULTANTS




SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STCC
. RN A

Five
Digi
STCC

(1)

20465
20466
20465
20472

20529

1994

Total
Tons
Shipped
Q)

17,648
21,960
3,080
50,440
9,000
5,600
10,120
381,716
19320
38,540
55,900
252,600
13,800
3,840
8,400
22,000
2,560
1,720
600
414,040
32,040
40,400
65,880
15,840
26,400
9,040
4,040
90,480
69,360
28,172
233,820
754,828
3,160
80,164
21,360
9,440
20,160
2,800
960
2,120
2,600
514,400
3,360
880
61,480
1,040
880
5,440
440
200
3,800
2,640
520
1,440
200
56,520

409,880

Total
Revenue
a)

$697,176
1372,400
249,440
2,592,880
349,280
283,600
498,040
5,082,634
409,720
1,082,824
1,819,416
8,312,960
305,680
85,760
414,720
1,161,280
121,520
70,400
73,520
19,189,640
1,413,400
1,664,840
2,728,140
1,009,680
1,039,200
407,640
277,080
2,194,120
1,219,576
862,332
10,670,508
31,891,196
147,560
2,053,736
1,083,440
506,720
1,200,720
115,080
58,720
104,000
152,240
26,080,080
116,320
25,440
2,110,640
101,880




SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STCC

Five
Digit Total
SICL L Revenue
i ®
24215 $273.400
 aed 132,000
24291 95,000
oA 37,440
24314 90.320
oo 78,800
24321 33,239,960
24391 1,415,240
24911 £32.960
24912 £98.860
24992 94,760
24993 1,160,120
29,091,280
24997 163,640
24999 1,250,760
$9,200
172,440
77,120
269,760
89,520
28,720
27,280
2,062,480
21,520
64,220
279,880
67,840
2,919,000
4,574,280
381,160
17,429,860
3,535,920
12,605,400
5,192,284
179,040
96,760
1,333,960
6,937,924
272,560
26441 25,840
26469 78,920
664,640
32,%0
26491 42,740
26492 32,000
26499 1,550,280
2651} 473,200
26343 1,217,760
26549 o 27,080
26551 32,240
26613 1,276,520
26614 225,560
26619 4,640
nn
27311
27411
27417
27419
27711

L. E. PEABODY & ASSOCIATES, INC,
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SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STCC
rmmnmumwmam

Five Total
Digit Tons Total
STCC Shipped Revenuc
(1) ) @A)

278i2 1,280 $103,040
28121 1,720 106,400
28123 553,120 16,360,7C8
28129 388384 10,926,624
28126 74,608 3,242,176
28139 3,680 172,720
28141 1,720 9144,
28151 28,880 1,910,6¢(0
28161 19,760 1,691,620
28169 240 49,440
28181 39,040 865,640
28184 32,800 1,701,840
28183 35,720 3,383,560
28189 4280 157,840
28191 62,040 1,934,280
28194 13,680 929,320
28195 4,840 236,760
28199 90,816 32253460
28211 3,480,880 132,954,560
28212 92,240 2,920,880
28213 4,080 331,320
28311 44,120 2,175,960
28419 85,320 3,897,440
28422 1,200 95,440
28423 800 28,720
28431 200 80
28441 22,280 1,123,200
28512 1,840 48,880
28519 18,720 1,107,920
28612 24,480 793,200
28712 128,720 3,553,052
28713 48,876 1,129,168
28714 36,680 1,114,320
28719 1,800 108,640
28799 8,800 761,080
28911 6,040 235,040
28991 738,048 13,690,364
28994 7.480 561,840
28996 74,560 3,628,000
28998 14,880 524,400
28999 50,120 1,885,400
29113 10,908 151,660
29114 411,300 11,290,940
29116 5.800 290,560
29117 180,376 7,357,756
29119 124,412 3,772,400
29121 2,800 237,680
29511 9,000 252,000
29521 51,04¢ 1,504,800
29522 920 76,240
29523 28,280 680,640
29529 16,520 282,400
2991! 2,160 62,660
29912 800 28,480
29913 489,428 11,001,032
29914 382,256 8,563,6%¢
29919 . 42,080 1,017,960
3o 117,080 9,740,040
30114 2,560 190,640
30119 & 11,600 367,200

L. E. PEABODY & ASSOCIATES, INC.

ECONOMIC CONSULTANTS




SUMMARY OF TONS
EOR LOCATION

Five
Digi
STCC
)

30412
30711
30713
30714
30715
30716
30718
30719
30729
31411
31611
aznse
32212
32219
32291
32292
32293

AND REVENUES BY FIVE DIGIT STCC

1994

Total
Tons
Shipped
)
640
8,520
3,280

720
21,080
1,480
2,880
3,400
6,920
10,480
200
1,68C
29,800
1,880

3,440
16,040

Toal
Revenue
3)

$27,000
722,680
780,560
670,360
29.360
3,769,720
839,852
1,648,120
96,080
775,440
105,200
289,320
197,120
43,040
380,040
391,600
919,120
23,920
87,600
699,920
13,674,164
139,440
3,374,464
165,800
610,240
401,640
41,360
66,800
1,319,440
6,818,920
2,125,960
148,240
1,445,640
124,600
28,720
9,694,392
1,620,680
241,640
26,851,640
43,200
288,840
208,600
1,082,400
11,051,404
28,782,812
8,752,712
5,292,484
5,259,440
1,415,880
1,712,088
129,360
269,200
572,480
90,57
412,840




SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STCC

1994

Five Total
Digit Tons
SIICC Shipped
m

33332 3,000
33341 57,680
33399 1,960
33511

33513 2,440
33521

33573 5,800
33574 800
33612 3,600
33693 880
33999

34111 4,960
34215 1,440
34239

34281 880
34298

3431 720
34312 1,840
34339 880
34411 6,800
34412 760
34423 3,400

400

2,560
5,200
6,040

720

400
800
1,840
3,680
280
10,604
17,000
3,720

1,200
1,160

5,000
4,400




SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STCC
\ BY UP AND SP JOINTLY

EQR LOCATIONS SERVED
1994

Five Total
Digit Tous Total
SICC Shipped Bevenue
() ) 3)

35891 800 $155,560
35999 9360 416,040
36111 . 760 48,000
36121 : 860,760
36129 2,680 578,760
36311 1,193,160
36321 11,402,080
36331 17,920 1,773,320
36343 2,633,200
36349 40 46,800
36392 1,680 179,520
36393 1,596,840
36399 24,640 3,614,640
320 15,280

912,800

36429 240 58,240
36439 410,400
36441 196,916
36442 1,047,080
36449 88,480
36511 533,400
36512 1,337,120
36612 41,000
36621 801,800
36711 187,200
36741 25,240
36791 64,480
36921 25,440
7 221,275,824
anz 101,445,080
37119 422,960
3'142 476,840
37144 1,355,360
37145 51,680
347 368,400
37148 27,280
37149 30,766,720
37151 4,054,376
37299 2,541,528
37411 141,360
37422 1,652,616
37424 203,680
37426 344,640
37428 368,760
37511 28,280
37513 27,280
37691 328,240
37994 ¥ 217,440
38411 433,960
38421 758,120
38613 111,920
39319 47,840
39411 2,467,649
39497 1,410,560
39499 559,360
39911 429,440
39921 386,200
39996 - 375,800
39998 313,000
. 39999 £ 31,960 1,568,430

L. E. PEABODY & ASSOCIATES, INC. .
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SUMMARY OF TONS AND RTVENUES BY FIVE DIGIT STCC

1994

Total
Tons Total
Shipped Revenue
e)] @)

$2,260,040

669,344 14,656,824
5,360 191,880
3,040 129,440
2,313,080

765,400

373,960

35,960

15,320,280

392,920

769,709

18,151,929

284,280

37,560

730,360

159,400

300,920

15,649,280

103,200

187,680

109,480

8,414,088

1,462,920

2,053,680

157,810,332

16,951,680

5,085,920

38,000

218,960

1,505,800

$28,000

71,520

261,440

3373412

698.240

883 068

3,609 232

8.600 1,742.800
6,400 169,200
5,699,204

927,120

1.000 776,560
3320 376,840
409,800

26,833,740

6,040 336,920
37,200 957,240
98,280 4,882,600
11,400 1,198,200
72,480 3,458,840
2,854,120

98,560 4,637,760
3,114,208

2,585,096

88,640 3.343,120
22,640 729,600
640 17,560
6,240 $35,320
3,720 264,440
16,840 629,840

L. E. PEABODY & ASSOCIATES, INC.

ECONGMIC CONSULTANTS




SUMMARY OF TONS AND REVENUES BY FIVE DIGIT STOC

Five
Digit

SICC
)

49123
49125
49126
4913!
49141
49142
49143
49148
49151
49152
49153
49154
49155
49157
49163
49164
49174
49183
49184
49187
49188
49205
49214
49215
49232
49239
49251

49252
49270
49300
49302
49312
49313
49314
49323
49342
49352
49355
49356
49360
49361

49363
49365
49366
49411

49412
49457
49501

49601

49611

49623
49633
49638
49661

49663

TOTAL

1994

Total
Tons
Shipped
2)

Total
Revenue
3)

$345,280
447,320
291,000
228,160
1,487,680
3,755,024
29,320
64,480
324,432
54,640
27,720
403,200
125,760
28,480
185,960
385,880
172,084
6,119,280
105,840
990,520
515,680
2,530,76:
40,240
1,011,300
381,520
120,520
2,870,332
47,840
869,280
14,049,720
4,816,920
21,440
83,360
268,920
477,920
46,400
3,668,600
43,160
17,283,460
512,920
51,320
195,760
676,880
982,920
10,115,796
2,150,992
276,004
32314,232
2,770,736
1,012,680
55,200
912,880
72,720
8,928,008
3157704

$2,584,378,978




SUMMARY OF TONS AND REVENUES AT POINTS SERVED
\4 4 q \v .

Orizinating Terminating
Ions Revenue Tons Revenue
2) 3) 4) (5)

280,440 $16,505.160 315,080 $11,095,920
4,116,928 96,738,136 2,355,908 57,547,528
121,160 4,215,160 225,988 8,486,880
7,200,888 390,257,358 18,575,781 781,483,836
8,008,593 171,166,504 1,205,319 65,005,660
2,000 131,200 41,500 2,261,300
11,600 1,004,680 120,520 8,843,800
69,920 3,881,800 381,48¢ 27,190,450
245,400 17,238,240 429,480 28,338,160
1,067,721 40,187,325 642,040 17,156,180
771,960 21,712,940 274,608 7.415,072
3,147,624 180,740,130 5.414,827 177,180,082
200,876 14,556,444 750,716 21,116,768
1,653,071 62,378,129 362,300 20,059,752
187,056 33,573,680 1,927,669 39,085,664
2,224,860 82,559,388 1,849,884 51,232,724
14,920 1,118,400 145,700 12,956,060
7,040 700,320 94,080 13,884,960
36,320 2,540,880 10,840 743,000
300,864 42,816,764 266,592 15,783,564
2,299,483 64,622,515 347,176 15,126,768
912,802 42,724,946 2,250,008 57,996,353
138,240 4,278,160 728,915 18,235,160
461,156 14,479,732 31,080 1,920,520
100,648 10,469,504 313,628 16,877,364
62,444 3,395,520 12,160 798,400
3,227,081 152,224,158 180,436 14,078,044 &
0 0 30,560 1,453,640
13,740 1,727,824 330,640 27,003,160
141,928 3,999,244 123072 5,238,920
1,091,696 36,331,100 4,724,091 138,627,874 §
114,800 6,724,800 130,860 8,819,80)
199,520 28,561,600 499,208 25,867,692
327,940 9,845,388 295,524 10,761,704
2,198,848 95,190,288 1,218,325 35,422,365,
147,827 10,285,812 $27,264 32,198,328
0 0 27,400 1,791,000
47,680 4,796,680 176,800 8,621,480
2,520 110,600 10,480 437,600
416,500 25,530,300 728,900 28,500,72(
13,469,041 311,705,206 19,740,237 410,154,
20,614,466 358,325,583 14,433,007 307,322
60,000 3,924,040 176,000 10,946
11,040 661,160 0 ‘
457,400 20,648,520 617,005 20,249,6
172,520 8,075,120 261,188 11,7642
43,440 3,427,960 72,680 3,867.6
6.439.071 119,502,644 36,652 L

82,841,072 $2,525,591,042 83,433,608 $2.582,1454
635,424 $58,787,036 30,848 $1,573;
0 0 12,040

83,476,4% $2,584,378 078 83,476,496

S et e e
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Source: 1994 ICC Costed Waybill.
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